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TURMO L IN U S. CREDIT MARKETS: EXAM NI NG
PROPCSALS TO M Tl GATE FORECLOSURES AND RESTORE
LIQU DI TY TO THE MORTGAGE MARKETS
THURSDAY, APRIL 10, 2008

United States Senate,
Comm ttee on Banki ng, Housing, and U ban Affairs,
Washi ngton, D.C.
The Conmmittee met, pursuant to notice, at 10:05 a.m,
in room SD-538, Dirksen Senate O fice Building, Senator
Chri stopher J. Dodd (Chairman of the Comm ttee) presiding.
Present: Senators Dodd, Reed, Bayh, Carper, Brown,
Tester, Bennett, Bunning, Mrtinez, and Corker.
OPENI NG STATEMENT OF CHAI RVAN DCODD
Chai rman Dodd. The Commttee wll cone to order
Let nme thank our wi tnesses this norning and ny
col | eagues for being here. Let ne just say on behal f of
Senat or Shel by, as you all mght well imagine, there are a
nunber of Comm ttee hearings going on this norning, and
Senator Shel by is deeply involved in an Appropriations
Subconmi ttee which he is the Ranki ng Menber of, so he wl
be novi ng back and forth here but has urged ne to go forward
and not wait for himto be here this norning.
| amvery grateful to all of you for comng out. | am

goi ng to nmake sone opening conments, and with the indul gence
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of Conmittee nmenbers, unless you absolutely feel totally
conpelled to be heard at the outset, | amgoing to turn to
our witnesses, and particularly the fornmer Secretary of the
Treasury, Larry Summers, who is here. And, Dr. Sunmers, we
deeply appreciate your being here, and as well as M.

El mendor f.

They are both hosting a conference |ater this norning,
and so | amgoing to turn to them and urge ny coll eagues to
focus any questions they have to these two w t nesses.

| have inforned the audi ence--and our coll eagues are
aware of this--that at roughly 11 o'clock, we have two or
three votes on the floor of the Senate, so we are going to
get as much done as we can between now and 11:00, certainly
regarding the two witnesses who have ot her obligations and
have graciously agreed to be here this norning under the
time constraints. And then we will come right back again to
our other witnesses to conplete the hearing this norning. A
little conplicated, but it allows us to get through here and
have a good di scussion this norning.

Well, today the Senate Committee on Banking, Housing,
and Urban Affairs is neeting to hold a hearing entitled
"Turnmoil in the U S Credit Markets: Exam ning Proposals to
Mtigate Foreclosures and Restore Liquidity to the Mrtgage
Mar ket . "

Last week, we had an excellent hearing to | ook at one
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result of the turnoil we are experiencing in the capital
mar ket : the decision of the Federal Governnent to conmt
$29 billion in taxpayer noney to rescue Bear Stearns.
Today, we are focusing nore on the other end of the
spectrum the inpact of the crisis on honeowners

t hensel ves.

This is the second hearing we are holding on this
topic. The first was held in January. Since then, the
crisis only seens to have gotten worse. It has spread from
housi ng to other areas, such as student |ending and
muni ci pal finance. And | expect that the Commttee wll
exam ne these other areas in the weeks to cone.

This hearing could not be nore tinely. Today, after a
week of intensive discussions and negotiations, the Senate
later this norning wll pass the Foreclosure Prevention Act
of 2008. There are a nunber of inportant provisions in the
legislation. The bill adds $150 million to the counseling
budget. It includes an expansi on and noderni zati on of the
FHA program which will create a real alternative to the
abusi ve subprine | ending so many working fam|lies have
turned to in the past several years--which has greatly
contributed to the crisis, by the way. |t adds about $10
billion in increased nortgage revenue bond authority for the
States, which will help to provide sone | ower-cost credit to

di stressed borrowers. And it includes $4 billion for State
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and | ocal governnents to clean up the nmess left by historic

forecl osure problens we are experiencing.

There are a nunber of other provisions in the bill, but
those are sone of the major ones that will be a part of the
bill I hope is adopted later this norning.

It falls far short, | would add, this |egislation does,
of the lofty title of the bill. W do not do as nuch as |
woul d |ike to have seen us do with this legislation. It

does not do enough to help famlies facing foreclosure.
Nearly 8,000 foreclosure filings occur every day in the
country--al nost 8,000 filings every single day--according to
Real tyTrac, which follows that information. The nost
significant challenge we now face is hel ping people
tottering on the edge of foreclosure to keep themin their
homes. It is all well and good to provide funds to help

pi ck up the pieces, but we need to do nore prevention so we
have | ess need for cleanup after the fact.

To that end, | have been working intensely with
col | eagues on this Conmttee, have had nunerous
conversations with nmenbers of both the Denocratic and
Republican side, listening to their ideas and thoughts about
how we coul d devel op such a proposal here to deal with these
i ssues. Hope for Honmeowners Act of 2008 is sort of a
conpilation of those ideas. It is not the final word on it,

but it is an opportunity for us to step up and try to nove
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forward as a way of dealing with this issue.

Briefly, the bill would create a new fund at the FHA to
i nsure affordable nortgages for distressed borrowers. These
FHA nortgages woul d refinance the old troubl ed | oans at
significant discounts. The new | oans woul d be no |arger
than the borrowers could afford to pay and no nore than 90
percent of the current value of the hone. This fornula is
simlar to the one |laid out by Federal Reserve Chairnman
Bernanke in a speech several weeks ago when he noted that
"creating new equity for underwater borrowers nay be a nore
effective way--and | am quoting himhere--"to prevent
forecl osures.” Now, apparently the adm nistration has al so
enbraced this concept, and | applaud and wel cone their
participation in this debate and di scussion.

Lenders and investors will have to take a serious
haircut to participate in the program but in return, they
will receive nore than what they woul d recover through
forecl osures, obviously. Borrowers get to keep their hones,
but they must share the newly created equity and future
appreciation with the FHA programto hel p of fset possible
| osses. Only owner occupants would be eligible for this new
program and only those who clearly cannot afford their
current nortgages. There will be no investors in the
program

In addition to hel pi ng homeowners and the comrunities
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in which they live, this programw || help stabilize capital
mar kets, put a floor under housing prices, and get capital
fl ow ng once again. That part of this idea is hardly ever
tal ked about. That may be the nost inportant part of this
program | would argue that keeping themin their hones is,
but the fact that we are establishing a floor and that we
get capital flowng again is what is critically mssing in
all that we are tal king about, and that is one of the
reasons for it.

The big eneny of snmoothly functioning capital markets
is uncertainty. Today, nobody knows what the subprine
nor t gages underlying the al phabet soup of conpl ex
securities--CDGs, SIVs, RvMBs, and the like--are worth. This
program woul d hel p put a val ue on those nortgages.

We have anot her hearing on this proposal next week when
we wi Il hear froma nunber of Governnent w tnesses and
others. After that, | want to work with ny coll eagues to
see if we can nove this |legislation forward.

As you know, Representative Barney Frank is hol ding
hearings as well on this subject matter, and has | think
yesterday and today, tal king about this issue, and we
wel come his invol venent.

| understand that sone peopl e oppose this kind of
program on the grounds that we should not reward people who

acted irresponsibly. As we have seen from nunerous hearings
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we have held over the past 15 nonths, many people facing
forecl osure today were victins of abusive and predatory
| ending practices. Mst were trying to act responsibly, but
they were | ed badly astray by unscrupul ous nortgage brokers
and |l enders. They were victins of what M. Stern, one of
our witnesses this norning, calls "nortgage mal practice,”
and | urge ny colleagues to read his testinony in which he
tal ks about this phenonmenon. This is a |ender talking about
nort gage nal practice that is going on

In fact, the Wall Street Journal did a study in which
it concluded that 61 percent of subprime borrowers it
revi ewed had hi gh enough credit scores to qualify for prine
| oans. We know that these brokers portray thensel ves as
trusted advi sors to unsuspecting borrowers, while steering
t hese borrowers into higher-cost |oans in exchange for
hi gher conm ssi ons.

Lenders and brokers gave these borrowers, many on fixed
i ncones, nortgages with exploding interest rate paynents
that they knew the borrowers coul d never, ever afford.
These are anong the honmeowners that we seek to help with
this legislation. W seek to help them because it is the
right thing to do. To paraphrase Franklin Roosevelt, when
your nei ghbor's house is burning, you do not charge himfor
t he use of your garden hose. You sinply lend it to him W

are not acting for their sakes alone. Today, hundreds of
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t housands of our nei ghbors' hones are figuratively burning,
and like any fire, the danmage threatens to spread. Every
home that goes into foreclosure |lowers the value of the

ot her hones on that bl ock by at |east $5,000. It reduces
property tax collections, which | eaves | ocal school revenues
struggling. It hurts badly the ability of |ocal governnents
to provi de adequate police and fire protection and soci al
services just as the need gets nore pressing.

The ripple effects are severe and w despread, so we owe
oursel ves and our communities, as well as our neighbors, our
help in a crisis like this. W nust act to put this fire
out. That is what | would hope to do with all of you in the
comi ng weeks. | look forward to hearing fromour wtnesses
this norning and fromour coll eagues about how to draft this
| egislation that | have circul ated a better docunment, a set
of better ideas. W are going to hear fromw tnesses today,
t hose who favor and oppose this ideas, because we want to
have a bal anced view of how we are | ooking at this as well.
But ny hope is we can put sonething together here that wll
acconplish the dual goals of keeping people in their homes
as well as unl eashing capital which is pent up.

Wth that, I will turn to Senator Bennett, if you want
to make any qui ck opening comments. And | would say to
Senator Bunning, Jim we are trying to--because of tine

constraints and votes this norning, if we can nove right to



wi tnesses. | apologize. | normally |like to hear from
everybody, but, Bob, any comments you want to nake.

Senat or Bennett. M. Chairman, | wll not presune upon
Senator Shel by's prerogatives, and | will wait ny turn.

Chai rman Dodd. | thank you very much

Wt nesses, thank you. Larry, good to have you with us
this nmorning. Welcone back to the Commttee. It is an

honor to have you here with us this norning.
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STATEMENT OF LAVWRENCE H. SUMMERS, CHARLES W ELI OT

UNI VERSI TY PROFESSOR, HARVARD UNI VERSI TY

M. Summers. Thank you very nuch, M. Chairman. The
honor is mne. Let ne do two things very briefly:
sumari ze ny view of where the econony stands, and offer
four observations on the policy challenges before you.

The econony is very likely currently in recession. |If
it is not a recession, it will certainly feel like one to
the vast majority of our fellow citizens. The likelihood is
very high that the downturn will continue for sone tine,
certainly the next two quarters, despite the many
constructive steps that have been taken in recent nonths.

Particularly in housing markets, nore distress lies
ahead. No one can forecast where house prices are going,
but the avail able evidence fromfutures markets, the
avai | abl e evidence on the level of inventories of unsold
houses suggest that house prices could, on average, fall as
much as 15 to 25 percent fromcurrent |evels.

The declines are likely to be concentrated in | ower-
priced hones and in the areas of the country where financing
wi th subprine nortgages and | ow down paynents has been
especially preval ent.

These declines in house prices are placing and w ||
pl ace unprecedented burdens on the nortgage finance system

It appears, contrary to sone of the discussion, that the
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dom nant determ nant of how pervasive foreclosures are is
t he behavior of house prices. Wen house prices rise,
people find ways of refinancing as they rise, even if they
are having personal financial difficulties. Wen house
prices fall, foreclosures take off.

The best estimates suggest, as | read them that we are
likely to have as many as 15 mllion honmes with negative
equity over the next 2 years, and it is very difficult to
gauge the nunber of foreclosures, but they could on the
current path exceed 2 mllion.

There have been sone signs of repair in financial
mar kets since the Bear Stearns events of md-March, but
markets remain quite fragile. 1In particular, there is, as
your initial coments suggested, M. Chairnman, sonme reason
to believe that as serious as the situation is in the
housi ng markets, because of illiquidity various securities
mar kets are actually pricing in degrees of dislocation that
even substantially exceed those associated with a serious
recession.

There is, | believe, in the context of these
devel opnents, no basis for assum ng that the housing market
will be self-correcting. |Indeed, financial markets
sonetinmes--and at times |like the present--do not followthe
ordinary | aw of supply and demand. In econom cs classes, we

teach that when prices fall, demand rises, and that tends to
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stabilize markets. But in |everaged financial nmarkets, when
prices fall, with | everage, people have margin calls or are
unable to neet their debts and are forced to sell their
assets, and so there is nore supply, not nore demand.
Falling prices leading to reduced demand and i ncreased
supply neans further falling prices, neans vicious cycles,
and it is interference with that type of vicious cycle
mechani sm that provides the inportant warrant for Governnment
action.

At the sane tinme, it is appropriate to recogni ze the
policies that serve only to delay inevitable adjustnents can
easily prove counterproductive.

| woul d urge that policynmakers give serious
consideration to four areas.

First, and critically, our policies regarding the
Gover nnent - sponsored enterprises. The GSEs have a
potentially critical role at a time of cyclical disturbance.
What ever one thinks about the GSEs as a nornmal matter, they
exist to be in a position to be responsive at a tine like
t he present.

For themsinply to expand their balance sheets wi thout
i ncreased capital would be to expose the taxpayers and
ultimately the entire financial systemto very serious
risks. The correct course is, therefore, for the

Gover nnent - sponsored enterprises to raise capital on a very
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substantial scale for both prudential reasons and to back
expanded |l ending. This may not be the first choice for
their shareholders, but it is essential to the national
interest. Robust, reasonably capitalized, GSEs taking an
active role is probably the single nost inportant step that
t he Governnent can take in bringing nore regularity to the
housi ng mar ket s.

Second, there is a strong case for Federal support for
the witing down of nortgages in selected cases along the
[ines that you, M. Chairman, and Congressman Frank have
suggested. Carefully designed neasures to reduce the
tremendous externalities associated with forecl osures can
provi de an inportant contribution in the current context.

I n considering such neasures, it will be essential to
ponder design issues, including the treatnent of second
liens, assuring integrity in the appraisals on which the
programw || inevitably be based, possibly adverse sel ection
effects on nortgages offered by servicers, and elimnating
i ncentives for opportunistic behavior by homeowners. There
are al so desirable changes in |egal rules.

Third, | support carefully designed bankruptcy reform
as a vehicle for encouraging the witing down of nortgages
where that is appropriate.

Finally, and respectfully, M. Chairman, | would raise

serious concerns with respect to the tax nmeasures contai ned
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in the legislation the Senate is likely to pass this norning
as | understand them Providing tax credits conditioned on
initiation of the foreclosure process is likely to have
perverse effects in two respects: foreclosures may be
encouraged in order to nake the underlying sal e consistent
with the tax credit; and in any event, the benefits wll
flownot to famlies, but to the financial institutions that
have taken over the foreclosed property.

| woul d al so suggest that experience and econom c |ogic
suggest that tax benefits targeted to corporations wth net
operating | osses are unlikely to have major stinmulative
effects. To the extent that stinulus and responding to
econonmi ¢ distress are key objectives, tax measures targeted
at those who suffer foreclosure or at the conversion of
forecl osed hones into rental housing would represent a
substantially nore effective public choice.

| stand ready to respond to your questions.

[ The prepared statenment of M. Sunmers follows:]



15

Chai rman Dodd. Thank you very nuch, Larry. |
appreci ate your testinony i mensely, and thank you once
again for being here on short notice.

| would say to ny colleagues, | called the forner
Secretary and asked if he could be with us today, just in
the last few days, and | amvery grateful to himfor making
t hat happen. So | thank you for being with us.

Good norning, M. Baker. How are you? N ce to have

you wWith us. Are you ready to testify?
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STATEMENT OF DEAN BAKER, CO- DI RECTOR, CENTER FOR

ECONOM C AND POLI CY RESEARCH

M. Baker. Thank you very nmuch for inviting nme here.
What | wanted to say is that | would |ike to recognize first
that we have a very diverse housing market, and what may be
good for sonme portions of the country may not be for other
portions. In particular, what | amgoing to do is talk
about the | oan guarantee program and rai se three--outline
three basic objections to it.

First, it will lead to many honeowners payi ng much nore
i n housing cost than they would if they were rent a
conpar abl e unit.

Secondly, we will end up with a situation where many
homeowners are unlikely to accunulate any equity in their
homes and, in fact, we are very likely to end up putting
consi derable tax dollars at risk.

And, third, | think the effort to stabilize prices in
bubbl e-infl ated areas will prove unsuccessful and,
furthernore, I would argue it is undesirable, even if it
were successful. And | will very briefly coment on what |
woul d argue is a better alternative to a | oan guarant ee
program what | call "own to rent," a tenporary change in
forecl osure rul es on noderate-incone housing that would
guar antee people the option to remain in their house as

long-termrenters. | think that is a solution that woul d
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not cost any taxpayer dollars or require any bureaucracy and
potentially lead to nuch better outcomes for honeowners.

The first point, in talking about the diverse market,
it is inportant to recogni ze we had an unprecedent ed housi ng
bubble in the United States over the | ast decade, which |ed
to an overval uati on of house prices on average of about 70
percent. W have had house prices falling very rapidly in
the last year and a half, so the bubble is partially
deflated, and in large parts of the country |I would say
prices are no longer out of line with fundanentals. Places
li ke Ceveland, Detroit, Atlanta, |large parts of the M dwest
and South, prices are pretty nmuch in line with fundanmental s.

On the other hand, in the bubble-inflated areas--
primarily areas along the coasts, you still have house
prices that remain 30, 40 percent above their underlying
values. That neans that if we were to intervene at this
point and try and stabilize prices, it would be simlar to
intervening in the collapse of the Nasdaq when it had fallen
from5,000 to about 3,500 on its eventual way down to 1, 200.
It is sinply not viable and would not be good policy.

kay. To go through the details, if we | ook at what we
are doing for noderate-incone honeowners in these bubble
areas, we still have a situation where the ratio of house
price to annual rent is far above 20:1. |If you do the

arithnmetic on this, you would find that the annual ownership
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costs in such situations, even getting these people good
nort gages, a 6-percent nortgage, the annual ownership cost,
adding in the nortgage cost, insurance, property tax,

mai nt enance costs, that will typically run as high as 10
percent, perhaps even higher, as a share of the ownership
price.

So just to take a nunmerical exanple, if we are | ooking
at a hone that would sell for $200,000, this hone in this
situation mght rent for $10,000; we would be having a
famly that stays there as an owner paying $20,000 a year in
ownership costs. That difference of $10,000 a year is a
consi der abl e anobunt of noney for a noderate-inconme famly
t hat m ght be maki ng $40, 000, $50, 000, $60,000 a year. This
is noney that is not available for child care expenses,
heal th care expenses, other necessary expenses for that
famly. That sinply does not seemto nme good policy to be
havi ng noderate-incone famlies pay way nore than necessary
by way of housing costs.

The second point is, in ternms of equity, if prices are
falling, if they are going to fall 30, 40 percent--as | am
quite confident they will in many of these bubble-inflated
areas--people are not going to be accunulating equity even
if they get a loan wth a substantial witedown. Most
peopl e, noderate-income homeowners, only stay in their hone

about 4 years. These people are not going to accumul ate
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equity. They are still likely to be underwater at the tine
they | eave their hone, which nmeans either a loss to them or
to taxpayers or to both. So it sinply does not seemto ne
i ke good policy.

The third point, in terns of the price support program
| sort of think that when we tal k about a housing price
support program we should think about it the sanme way we
woul d an agricultural price support program except that
i nstead of tal king about a conmodity with a nmarket of, say,
$20 billion a year, we are tal king about a conmodity--
housi ng--with a value of $20 trillion. It is not going to
work. We are not going to be able to sustain bubbl e-
mar ket s.

On the other hand, even if we could do it, it again
strikes ne as rather perverse policy. Wy do we want to
keep artificially high house prices? Do we want to make it
i npossi ble for young famlies to be able to afford to buy
homes or people noving into an area to be able to afford to
buy honmes? That sinply does not seemto ne |ike good
policy.

A last point | will just say on that is that we should
al so keep in mnd the considerable costs associated with
this programin terns of inplenmenting--creating new nortgage
instrunments. Very conservatively we would have to imagi ne

it is 1 percent of the cost; it mght well be 2 percent. |If
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we are tal king about a $300 billion | oan guarantee program

that is $3 to $6 billion in costs that will either be borne
by the taxpayers or the honmeowners. Again, to ny mnd, that
is not a good expenditure.

In terms of the alternative, the own-to-rent
alternative, | think this is a very sinple proposal. It
requi res no taxpayer noney, no bureaucracy. W sinply have
a tenporary change in the foreclosure rules that gives
noder at e-i ncome honeowners facing foreclosure the option to
remain in their house as renters for a significant period of
time, say 10 years or so. This provides honeowners with
sonme security. They know that if they |like the hone, they
i ke the schools, they like the nei ghborhood, they are not
going to be thrown out on the street. Perhaps nore
inportantly, it gives the nortgage holders a very rea
incentive to sit down and renegotiate ternms that will allow
t he honeowners to remain in their hone as honmeowners since
it is a safe bet that banks are not anxious to end up as
| andl ords. | would urge Congress to consider this or other
alternatives that, you know, perhaps put |ess taxpayer noney
at risk than sonme of the guarantee proposals, at |east for
t he bubbl e-inflated markets.

In conclusion, | would just say that, to ny mnd, the
big policy mstake that we are trying to deal with here is

that we allowed for a financial bubble, a bubble in the
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housi ng market, to grow to very dangerous proportions. That
was what created the situation that led to the crash that
led to the recession that Secretary Summers was referring
to. And | think it is unfortunate that that happened. Now
that we have seen the crash, | have to say |I find it
somewhat striking that with so many econom sts that were
unabl e to recogni ze the inflated prices during the bubble,
they are so anxious to tell us that now prices are
under val ued.

Thank you.

[ The prepared statenment of M. Baker follows:]
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Chai rman Dodd. Thank you very nuch.

El l en, thank you very nuch. Ellen Harnick, the Center

Responsi bl e Lendi ng.

Thank you for joining us.
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STATEMENT OF ELLEN HARNI CK, SEN OR POLI CY COUNSEL,

CENTER FOR RESPONSI BLE LENDI NG

Ms. Harnick. Thank you very nuch for having nme here.

| think I just want to pick up on the point about the
extent of the financial crisis we face and just to focus us
on the details of what this really neans.

M. Summers said that 2 million famlies may end up
|l osing their homes in foreclosure. This is consistent with
nunbers that we have seen froma variety of sources. Wat
this means is 2 mllion famlies will be put out of their
homes. Sone proportion of those famlies will find
t hensel ves honel ess. Mst of those famlies will suffer
financi al devastation fromwhich they will never fully
recover over the course of their working lives.

We have tal ked about the declines in values that their
nei ghbors will face, and we should be clear what we are
tal ki ng about are not sinply the declines that flow from
home prices declining or the deflating of the housing
bubbl e. Wiat we are tal king about are additional hone price
declines that will follow fromthe forecl osures thensel ves.
And in many comunities where the nunber of foreclosures in
a particul ar neighborhood hit a tipping point, what famlies
living in those nei ghborhoods will face is not nerely a | oss
in their wealth and financial stability, but an actual

significant decline in their quality of life.
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We all know what boarded-up homes on a bl ock can do,
and what we will start to see and sone parts of the country
have already started to see are m ddl e-cl ass nei ghbor hoods
that are now being overrun with crimnal activity that makes
it unconfortable for famlies to have their children walk to
and from school for the first tinme in their lives living in
t hose comuniti es.

| think it is extrenely inportant to take these things
into account in deciding what can be done. Congress can
avoid a substantial nunber of these foreclosures. | am not
tal ki ng about the foreclosures that we will face from
famlies who sinply cannot afford a sustainable |loan. |
think that is off the table. But what | amtal king about
are foreclosures that are needless in the sense that
rati onal econom c decisions could prevent the homes from
being lost. | think that the proposal that you, M.

Chai rman, have nmade for the FHA programis an excell ent
exanple of very significant work that can be done to avoid
needl ess forecl osures.

| want to pause for a mnute on the noral hazard
guestion. It has not been raised, but it sonmetines is in
ot her contexts. People say, well, we should not help these
reckl ess borrowers, we should not support irresponsible
lending. And | think--M. Chairman, you alluded to this in

your opening remarks, and | think it is really inportant to
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stress that the nortgage nal practice or |ending mal practice
is an excellent point, and for those who doubt it, you do
not have to know anyt hing nore about the particul ar
borrowers at issue other than to know that all of these 228
hybrid ARMs, with which I know the Commttee is famliar,
these are extrenely risky loans. They are not |ike your
normal adjustable rate nortgages. And every single person
who received these | oans received themin preference to a
sust ai nabl e 30-year fixed-rate |oan, which even in the
subprinme market coul d have been obtained at a very snal
i ncrease over the introductory rate on the |oan they got.
And as M. Chairman said, nany of these borrowers qualified
for prime | oans.

The second point on the noral hazard question has to do
with a point that | think Secretary Paul son nmade very
el oquently imrediately followi ng the rescue of Bear Stearns,
whi ch was, yes, we worry about noral hazard, of course we
worry about noral hazard; but we worry nore, our primary
focus at the nonent is on stabilizing the market. And | do
not think it is too fine a point to note that the investnent
banks and Wall Street have a share of the responsibility for
supporting and encouraging the kind of loans that led to
this crisis. | think hel ping them shoul d preclude any real
anxi ety about hel ping the homeowners that we are talking

about .
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It is now wi dely said--Chai rman Bernanke said this a
few weeks ago--that the key is reducing some of these
princi pal bal ances and setting economcally rational
interest rates. W are not tal king about propping up hone
prices unduly. W are tal king about putting a floor under
t he decline.

| have basically three recomendati ons to nake with
respect to the Hope for Homeowners Act.

The first is the 13-percent haircut--the 10-percent
reduction over current |oan value, plus the 3 percent to go
to the insurance pool--this is essential. It is essential
for two reasons: one, to ensure the sustainability of the
program so that taxpayers are not unduly at risk; and,
second, fromour point of view, it is extrenely inportant
that while we are going to help put a floor under the
problem we are not going to save investors and | enders from
the full consequences of their investing decisions. These
wer e sophisticated actors, and it is inportant that we not
take away sone of the incentives to behave nore responsibly
in the future.

The reason | raise this is that as | read the bill, it
| eaves open the possibility that this requirenent could be
wai ved by future adm nistrations of the program and | think
t hat that would be a m stake.

The second recomrendation is the appreciation sharing
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so that the honeowner is sharing with the FHA sonme of the
benefit of the program W think it is extrenely inportant
and appropriate that the homeowner should be helping to
finance this program W think that extending the
appreciation sharing indefinitely, as the bill currently
does, is not appropriate and also wll be unworkable. Most
homeowners do not stay in their honmes nore than 5 years.

But for those who do and who make inprovenents, for exanple,
in the hones, having indefinite appreciation sharing would
requi re very conplicated cal cul ati ons about what part of the
appreciation is a function of the original honme and what is
a function of subsequent inprovenents. | think capping it
at 5 years with a 3-percent paynent thereafter, as M.
Frank's bill does, is a very good approach.

Finally, we need a mechanismfor dealing with the
problemthat in many cases |oan servicers will be unable to
t ake advantage of this program just as they are unable to
voluntarily nodify the | oans, even where each of those
options is far better for investors than foreclosure. And
the cl earest exanple of where that will arise is in the case
of the loans that carry piggyback second nortgages. W thout
the consent of the second-lien holder, there is no--you
cannot nodify the | oan and save the hone. And consent of
t he second-1ien hol der has not been forthcom ng. The only

proposal that | am aware of that woul d address this problem



28
is a nechanismfor allowi ng courts to supervise a
nodi fi cation of those |oans so that the second-line holder's
consent is not required.
Thank you very much

[ The prepared statenment of Ms. Harnick follows:]



Chai r man Dodd.
appreciate it, and |
M. Scott Stern,

t hi s norni ng.

Thank you very, very nuch
appreci ate your testinony.

we thank you very much for

29
I

bei ng here
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STATEMENT OF SCOTT STERN, CH EF EXECUTI VE OFFI CER

LENDERS ONE, | NCORPORATED

M. Stern. Thank you, Chairman Dodd. M/ nane is Scott
Stern, and | amthe CEO of Lenders One Mrtgage Cooperative
in St. Louis, Mssouri. Since this is our first appearance
before the Commttee, | would like to say a few words about
the unique role that Lenders One plays in the nortgage
i ndustry.

As the country's |argest nortgage cooperative, Lenders
One represents the Nation's "Main Street" |enders, |ike
Wl liam Raevis Mrtgage in Shelton, Connecticut, and
probably lenders in the great States that you all represent.
Qur 110 sharehol der nortgage conpani es have ori gi nated over
1 mllion hone | oans, al nost exclusively prinme |loans, in the
past 5 years, and we nmake honeownership possible in
conmuni ties across the United States.

This Committee, this Congress, and the adm nistration
have taken inportant steps to address today's nortgage
crisis. However, the nortgage stormis far fromover, and
t he Federal CGovernment's work is not done. More needs to be
done to address the root of the problem | oom ng
forecl osures caused by defective subprinme |oans. These
| oans represent a toxin in the nortgage systemthat has
spread far beyond the subprinme sector to infect liquidity in

the prinme nortgage narket, accelerate honme price
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depreciation, and cause ripple effects throughout the
Nation's econony.

As FDI C Chairman Sheila Bair testified recently,
negati ve housing trends are likely to continue at |east
through this year. The bulk of subprime hybrid ARM resets
are still ahead of us. Over 1 mllion such |oans valued in
the hundreds of billions of dollars will reset in 2008. A
simlar volune of paynent option ARMS and interest-only
| oans are al so on the horizon. WMny of these |oans are
forecl osures waiting to happen.

| would also like to add that, in my expert opinion,

t hese | oans woul d not be foreclosure candi dates had they
been FHA | oans in the first place.

Loan nodification efforts to date have fallen short of
the scal e necessary to make a significant reduction in
foreclosures. The main Federal effort, FHASecure, while
well intentioned, is sinply not serving enough borrowers.
Credit Suisse has estimated that only 44,000 deli nquent
borrowers woul d be eligible for a refinance under the
program And the | atest nunbers directly fromHUD i ndicate
that since the inception of the programin Septenber 2007,
just 1,500 FHASecure conversions have been nade.

We believe that an enhanced federally assisted effort
to cleanse the market of distressed subprine | oans wll

contribute to stabilizing the nortgage finance system
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Chai rman Dodd's bill, the Hope for Homeownership Act, is
carefully drawn to achieve that goal. The concept is
sinple: lenders and investors would take a | oss by marking

down the loan to market value. Borrowers would refinance at
a higher yet stable rate than their initial teaser rate. No
one gets a free ride.

In my remaining tinme, | would |ike to address the three
fundament al objections to Governnent action

Nunber one, restructuring a troubled loan is not fair
to other homeowners who are not in troubled |loans. W are
not unsynpathetic to that view However, the fact is that
forecl osures create honme equity | osses, tighter credit, and
a strained tax base for all honmeowners, not just the famly
|l osing their home. By reducing foreclosures, all honmeowners
will see the benefits of market stability.

Nunber two, borrowers who take out risky | oans deserve
what they get. As a nortgage practitioner who has
personal ly originated over $300 million in home |oans, |
respectfully disagree. D sclosures were often |ess than
adequate, and faced with a bewildering array of |oan terns,
borrowers tended to trust their banker or broker, who ion
turn broke that trust. | liken the situation to that of a
doctor and patient dealing with a nedical procedure. The
patient bears sone reasonable risk. But they do not bear

the risk of malpractice by the doctor. In our industry, we
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have frankly seen too nuch nortgage nmal practi ce.

And third, that this creates a burden on the taxpayer
Again, | respectfully disagree. The new | oans woul d have
positive equity; they would be fixed-rate stabl e nortgages;
and the new borrowers would qualify under terns that made
t hem saf e | oans.

"Curing" a loan that had a high risk of failure creates
no noral hazard. Just the opposite. Mdifying a | oan which
probably shoul d not have been made in the first place is the
kind of action that can help restore integrity in the
mar ket .

Finally, while we support the overall approach for the
Hope for Honeowners Act, we do have sonme suggestions for
i nprovi ng the proposed | egislation which can be found in our
witten testinony.

Once again | would like to thank the Commttee for
today's opportunity to share the views of the Nation's
i ndependent nortgage bankers, and we | ook forward to
continuing to work with this Commttee to ensure stability
and fairness in the nortgage narket.

[ The prepared statement of M. Stern follows:]



Chai r man Dodd.
excel l ent testinony.

M. El mendorf,
Fel | ow at Brooki ngs,

the Comm ttee.

34

M. Stern, thank you. That was
| appreciate i mmensely your comments.
wel come. M. Elnendorf is a Senior

and we appreciate your being back with
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STATEMENT OF DOUGLAS W ELMENDORF, SEN OR FELLOW

THE BROCKI NGS | NSTI TUTI ON

M. Elmendorf. Thank you, Chairman Dodd and Menbers of
the Commttee. | appreciate the opportunity to appear
bef ore you today.

The American econony, as we all know, now faces serious
chal l enges. The econony is very likely in recession.
Nei t her housi ng construction nor house prices show any sign
of reaching bottom The financial systemis reeling, and
| endi ng to househol ds and busi nesses is inpeded. In the
absence of further policy action, several mllion famlies
will default on their nortgages in the next few years and
| ose their honmes to foreclosure.

Congress, the admnistration, and the Federal Reserve
have responded to the broader problens, with forcible fisca
and nonopoly actions. But |ess has been done to tackle the
housi ng and nortgage ness directly. It is neither feasible
nor appropriate for the Governnent to ensure that al
famlies, regardless of their nortgages or their overal
financial situations, can remain in their honmes. However,
it is both feasible and appropriate for the Governnent to
reduce the nunber of famlies that will | ose their hones in
the next few years. Morreover, policy actions in this
direction will have favorable effects on the broader

econoni ¢ probl ens that we confront.
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The first part of my remarks presents the case for

greater CGovernnent involvenent, and the second part turns to

speci fic policies.

Sonme have argued that nortgage borrowers and | enders
should be left to work out their problens thenselves. Wth
the sharp deterioration in underwiting standards over the
past several years, many famlies have i ndeed ended up in
nort gages that are unsustainably large. |In addition, the
argunent goes, it is unfair to hel p honeowners facing
forecl osure while not hel pi ng people who chose to renmain
renters or who are stretching to neet their nortgage
paynents. And hel ping borrowers and | enders will create a
noral hazard of excessive risk taking in the future.

These argunents contain sone truth, in ny view, but
they are not the whole truth. Despite these reasonable
concerns, the Government has a crucial part to play.

First, the Governnment has |ong had an active role in
housi ng finance. Wth |large nortgage | enders suffering
massi ve | osses, and many nortgage-backed securities viewed
especially negatively in financial markets, the private
supply of nortgage credit is now severely hanper ed.

Second, Governnent policy never does, nor shoul d,
follow free market principles absolutely. W are always
bal anci ng the need for people to bear responsibility for

their decisions with the goal of protecting the vul nerable
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menbers of our society.

Third, nortgage probl ens have consequences that go well
beyond the famlies and institutions directly involved.
Forecl osures | ower property values. Gyrations in financial
mar ket s pose risks to everyone's savings. And the weakening
of the overall econony hurts many, nmany peopl e.

Fourth, the | egal conplexities and coordination
chal | enges created by nortgage securitization inply that
fewer loans will be nodified than would be in the interests
of even the | enders.

The conprom se housing bill being debated in the Senate
this week includes several val uable provisions, as the
Chai rman has noted, including the appropriation of
addi tional funds for nortgage counseling and the augnenting
of funds for State and |ocal governnents. However, the bill
falls short of what is needed, in ny view. The further
proposal s of Chai rman Dodd and Chairman Frank in the House
to expand eligibility for FHA guaranteed | oans woul d be an
appropriate and inportant step forward for several reasons.

First, the FHA's traditional mandate is to assi st
i ndi vi dual s underserved by the traditional nortgage market.
G ven the pullback in private nortgage | ending and
securitization, it is natural to increase the FHA s presence
as a counterwei ght.

Second, the proposals on the table are appropriately
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selective in the famlies they help. The proposals
recogni ze the hard truth that not every famly can afford to
stay inits current hone, so eligibility is limted to
owner - occupi ers who satisfy underwiting standards and
represent good credit risks at the new nortgage |evels.

Third, the plans do not sinply throw open taxpayers
wal l ets. Instead, they keep any cost to taxpayers quite
low, again, by limting eligibility to cases where existing
princi pal anbunts are witten down, also by collecting
i nsurance prem uns, and by recapturing future appreciation.

Fourth, these proposals encourage servicers to nodify
exi sting nortgages by providing a safe harbor against | egal
liability for doing so and by facilitating the issuance of
new nortgages so that the old nortgagors do not need to
remain in the market if they would prefer to leave it. As
ot her panelists have noted, finding ways for the Governnent
to hel p resubordi nate second |iens woul d be a val uabl e
further step.

In conclusion, | would enphasize that all of the policy
options available to the Congress at this tinme are
unsati sfying in many ways, but the cost of inaction is also
very high. | urge this Conmttee and the Congress to go
beyond the conprom se Senate bill by expanding the role of
the FHA. Addressing the nortgage ness can help famlies and

reduce the scal e of our broader econom c problens, and it
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can do so with limted effects on future nortgage | ending
and future risk taking, and at fairly |low cost to taxpayers.

Thank you very much. | would be happy to answer any
guestions you nay have.

[ The prepared statenment of M. Elnendorf follows:]
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Chai rman Dodd. Well, thank you very much, M.

El mendorf. | think you may be hearing the buzzers going off
here, so we will be running in and out voting. So let ne
address, if | can, to both you and to Secretary Sumrers, a
guestion, if I may. And | think, Larry, you sort of alluded
to this in tal king about the negative cycle of foreclosures.
| think others have called it the "negative feedback | oop,"
and maybe ot her econom sts nake reference to that. Wuld
you expand on that a little bit, because | think it goes to
the heart of why there is a justification for sone
intervention here. If you get this constant dom no effect
whi ch drives this problemeven further and deeper, creating
addi tional problens, it may provide sone light as to why
this particular fact situation warrants sonething |like the
suggestion we are naking.

M. Summers. You have two different possible vicious
cycl e mechani sns going on. One, which is abundantly cl ear,
is wth respect to nortgage-backed securities where, as you
put it in your opening statenment, M. Chairman, there was an
i ssue of finding--there was an issue of finding a floor and
reduci ng uncertainty. And you have the problemthat there
are |l everaged hol ders of those securities. As those
securities decline in value, they get a margin call; they
have to put up nore noney. They are either unable or

unwi lling to put up nore noney, as a consequence of which
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they sell them as a consequence of which they go further
down in value. And | think it is quite clear that that
mechanismis present and is pervasively present with respect
to nortgages, and anything that involves purchasing
nor t gage- backed securities, as your proposal would, or as
t he invol verent of the GSEs does, serves to limt that.
Second, there is the simlar nmechani smoperative in the
mar ket for houses. The nore house prices fall, the nore
peopl e wal k away; the nore they wal k away, the nore house
prices fall; and then nore people wal k away, and you have
the sanme kind of vicious cycle. There is also a
desirability of containing a vicious cycle of that kind.
Wth respect to the second nechani sm though, | would
caution that while I do not think I would go quite as far as
he did, the point that Dean Baker made | thought was right,
that one has to be very careful in stabilizing markets and
preventing overreactions. But at the sane tine, one needs
to be very careful of not trying to prop up nmarkets at
artificially inflated values. And | do not think we can say
at this point that there are large parts of the country
where house prices have fallen significantly bel ow
fundanmental s, and, therefore, by reducing the effective
supply of housing, we are making the adjustnent process
better.

So while as you know, | amvery synpathetic to the
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broad structures that you have put forward in your

| egi sl ation, my enthusiasmderives fromtwo sources, and
quite explicitly does not derive froma third. It derives
fromthe sense that this would be constructive with respect
to the nortgage market in providing stability in that
financial market. It derives fromthe sense that it would
bring about nore efficient outcones that the person who is
living in many of these houses is the right person to
continue to live in that house, but needs to be living in
that house with the value of the house witten down. And |
beli eve your legislation will support that taking place nore
efficiently and effectively than it otherw se woul d.

But | beconme unconfortable when--and | al so believe
related to that that in certain nei ghborhoods preventing an
epi dem c of foreclosures would avoid a disaster. But |
think it is very inportant to be clear that it is not and
shoul d not be the objective of public policy to prevent
house price deflation as a nmacro phenonenon. NMoreover, in
sonme sense, one of our concerns is that what we have to want
is that both housing markets and financial markets find a
| evel where it is attractive to be a buyer. And the |onger
the Governnent--if the Governnment were to becone a dragging
anchor, slowi ng the process of adjustnent, you woul d del ay
the day when it was attractive to be a genuine buyer, and in

some ways repeat the m stakes of what the Japanese did.
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So, yes, but the case is based on the mcro of the
housi ng market and the macro of the nortgage financi al
mar ket, and not based on a desire to artificially prop up
housing prices. And | think it is--1 amglad you asked the
guestion because | think it is inportant to be clear about,

at least for nme, where the case |ies.

Chairman Dodd. Well, | think that is a very good
poi nt, and I--other nenbers can speak, obviously, for
t hensel ves here. | agree with your conclusion; hence, while

we are trying to do this carefully, understanding there are
hazards in how we craft sonmething like this, there is a
hazard in not crafting anything at all. And so how you try
and manage this intelligently--one of the objectives,
obviously, is to have a limted tine frame we are tal king
about for exactly the last point you are making, so that
this is a very--we are talking about a brief period with a
sunset provision in a sense, so it is not an ongoing
program not setting up a separate bureaucracy, utilizing
the platfornms that presently exist with FHA, for instance.
There is a tendency in this town, obviously, if you
establish sonething, it does not go away, and the danger of
what that could do to your macro point.

M. Summers. | think a danger--1f | mght?

Chai rman Dodd. Yes.

M. Summers. | think a danger which you will need to
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be attentive to--and | believe it can be addressed--that
actual |y Dean Baker's comments highlighted for ne is the
follow ng: You are going to do one of your transactions
where you buy the nortgage and then the FHA gives a 90-
percent nortgage, and you are going to do it hypothetically
in some comunity where there has not been a | ot of turnover
in the housing market, where there are 15 nonths of nornma
demand for houses being supplied. And sone appraiser is
going to conme along and say what the value of the house is,
and then you are going to wite a nortgage for 90 percent of
that, and that is what the guy holding the nortgage i s going
to have.

Wll, inan illiquid market with a very |large
inventory, doing that appraisal is not an easy thing to do
accurately, and everyone that appraiser is going to neet is
going to tend to have an interest in a higher appraisal.

And t he people who are going to bear the burden if there are
m sapprai sals are going to be the taxpayers when the

apprai sal turns out to be wong and 2 years from now, gosh,
the house is worth 20 percent less than it was appraised it
and we are seeing this novie again.

And so | would urge that there be very considerable
attention given to the incentives in the appraisal process
as this takes place, and to what | mght think of as

forward-| ooking appraisals. It is very easy in down markets
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to do--1 nean, | have been misled nyself in this on a nunber
of unfortunate occasions, where you are told what your house
is worth on the basis of sonebody who did conparabl es when
houses |i ke yours were sold 6 nonths before, and that
beconmes the basis for the appraisal, and that is not
realistic in the context where the market is falling.

| think one of the things that you will need to give
careful thought to is the incentives governing the
apprai sals as this process goes down.

Chai rman Dodd. Thank you very nuch.

M. El nmendorf, do you want to comment on this as well?
| know you have tinme constraints.

M. Elnmendorf. | agree with nmuch of what Larry said
about not trying to prevent an aggregate correction in house
prices. | do not think your proposed |egislation would or
could do that. | think our goal is to try to avoid an
overshooting, and particularly in those cases where house
prices rose very dramatically and are now com ng back down
very dramatically. And in those areas, particularly those
where subprinme | ending was very prevalent, | think there is
a risk of an overshooting in a way that would be very
damaging to the people in those areas, those in the subprine
nort gage houses and those in all other houses or rental
housi ng as their nei ghborhoods and communities are hurt.

And | think trying to avoid that overshooting is a
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| egitimate goal and one that your |egislation would help to
achi eve by providing a way to hel p people get into new
nor t gages.

Chai rman dodd. Thank you very nuch.

Let me turn to Senator Bunning.

Senat or Bunning. Thank you, M. Chairman.

Wel conme all, good testifiers and experts in this field.
We have a mmjor problem as you well know, and there are
many sol utions, one of them being on the floor today. |
happen to think it is inadequate. But we have an awful | ot
of ot her people who are proposi ng changes |i ke Chairman
Frank, Chairman Dodd, and ot hers.

Can anybody answer this question: How many peopl e who
are in trouble today took second nortgages or refinanced to
tap their honme equity?

M. Stern. | will be happy to answer this question.

Senat or Bunning. Go ahead, Scott.

M. Stern. Thank you for the question. Qur experience
is that where there were second | oans, they were originated
as part of a single transaction, perhaps an 80-percent first
and a 20-percent second, not--

Senat or Bunning. To get the whole house covered?

M. Stern. To get to 100-percent |oan-to-val ue, nost
likely on the suggestion of a lender. | do not know a | ot

of nortgage | enders who walk into a | ender and say, "i would
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i ke an 80: 20 piggyback I oan.” These are often at the
suggestion of the |ender.

Your question is perhaps to question were these
i rresponsi bl e | enders who just borrowed too nmuch. | would
respectfully say I do not think so. The majority of the
time where these were second |oans, | think they were part
of an overall single transaction of a first and second
nor t gage conbi ned on the reconmendati on of | enders.

Senat or Bunning. Wuld that be because of the total
overall cost not being able to be afforded by a single
nortgage so they could borrow enough to cover the entire
nortgage with a second | oan?

M. Stern. Over the past 5 to 7 years, the nortgage
i ndustry has done a variety of things to expand
homeowner shi p opportunities, nost of themwell intentioned.
Sonme of these involved m nimzing docunentation, sone of
theminvol ved | owering credit standards, and sonme of them
i nvol ved reduci ng down paynent of any borrowers who borrowed
100 percent of their hone's value did so because they needed
to. Many of the borrowers did so because they had to. But
at the end of the day, there were al so conpetent
underwiters, typically seasoned underwiters, who | ooked at
t hese transactions and erroneously concl uded that the
overall risk of the |oan was accurate.

VWhat we now know is that there was a significant
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| ayering of risk that is resulting in the challenges that
t hey have today. They do not have enough noney. They
cannot afford the ARMresets. But now, of course, the big
chal l enge is they cannot refinance, even if they want to,
because their hone has negative equity.

But in answer to your question, | do think there are
cases where borrowers put little down because they needed
to, but nowit is the result of the negative equity in their
home that is causing the challenges, not the fact that they
put no noney down to begin wth.

M. Baker. If | could just throw in one nore thing.

Senat or Bunning. Sure.

M. Baker. A lot of the people that took out
additional equity when they refinanced, in nmany cases these
wer e people who wanted to refinance to take advantage of
| ower interest rates where they were subject to resets in
2005- 06, and there had been appreciation in the interim and
they were actually encouraged in many cases by |enders to
take out sone of the additional equity to neet needs,
whatever. So it was very often at the urging of the | enders
that they woul d have refinanced for nore than the original
val ue of their nortgage.

Senat or Bunning. Can any of you see what incentives
there woul d be for second nortgage holders to release their

nort gage so borrowers can refinance?
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M. Baker. In nmany of these cases, they have--1 nean,
as things stand now, their second nortgage is going to be
al nost worthless, you know, because the hone is underwater.
They al r eady- -

Senator Bunning. Well, | understand that, but to
actually have a chance for the first nortgage to get
changed, you have got to get a release fromthe second
nort gage. So- -

M. Baker. That is right. You are absolutely right,
Senator. | amsorry. But, | nean, at this point they
essentially are giving up nothing except their right to
obstruct.

M. Elnmendorf. Can | anend that a bit? | think the
problemis they are not quite worth nothing because in sone
cases house prices may rise, people may stay in the hones.
Second-lien holders may get sonmething. It is not very much.
It is probably pennies on the dollar of what the nortgage--
of what they hoped to get in an ideal world. But it is not
quite zero, and | think that is the conplication. It is not
just they will not sign the form They want to get a little
sonmething out of this, and | think that is the reason why
coordination in the refinancing is inportant and why the
second-lien holders may need--do need to be brought into
this process, and they may need to get sonething out of the

deal --not very nuch, | think, but perhaps sonething.
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Senat or Bunni ng. Maybe anyone--go ahead, Larry.

M. Summers. | wish | had a clear way forward for you
on this issue. | think it is a very difficult one. There
is what | would call a long and undi stingui shed tradition of
hol d-up artists in financial life. And just as the guy who
figures out that sonmebody wants to build a mall in a certain
area and he figures out to own half an acre, half an acre is
not really worth very much to him but he feels hinself to
have an asset of considerable inportance because of his
bl ocking right, that is the nature of the problemthat one
has with these second nort gages.

On the other hand, as | suspect those on your side of
the aisle will point out, rightly, one does need to be
rat her careful about being cavalier about what, after all,
are legal rights that people acquire.

Senator Bunning. Well, especially if we throwit into
a bankruptcy court, or sonething like that.

M. Sunmers. | personally amof the view-and | know
this is controversial--that carefully structured bankruptcy
reformthat does it in the context of bankruptcy would be
constructive. There are others who would go further--and |
would not--in allowing as part of a conprehensive solution
sone broad-gauged witing down of second nortgages with
sonebody' s di scretion outside of the bankruptcy context. |

find that to be somewhat--1 find that to be a problematic
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approach. But | think the question of how one works through
the second nortgages is a crucial one.

| would just add one other thing. | would, if | could
be so presunptuous, conmend to Conmttee staff the recent
wor k that has been done by the Boston Fed where they have
foll owed every nortgage and every honme in Massachusetts over
the last 20 years. And one finds a variety of quite
interesting patterns. Mich nore common than | woul d have
i mgi ned, for exanple, is the pattern where sonebody takes
out a prinme nortgage and subsequently refinances as a
subprinme nortgage in order to get nore out in appreciation.
And we think of these nortgages that are being restructured
all as the nortgage that the person used in order to buy the
home. And it is that in many cases, and nost cases probably
particularly the egregi ous 2006 and 2007 subprine cases.
But there are a variety of other phenonena here involving
refinancing, and | think there is really a great deal of
experience that is calibrated in that data that could
usefully informthe design of this |egislation.

Senat or Bunni ng. Thank you.

Chai rman Dodd. Thank you, Senator.

Senat or Reed.

Senator Reed. Thank you, M. Chairman. Thank you for
your excellent testinony.

Secretary Summers, one of the assunptions that everyone
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is operating under, and I know | am is that if you adjust
the price of the property down to a realistic value, then
the homeowner will be able to carry on. But the question
then is the continued viability of honeowners given
declining wages in sone places, stagnant wages, unenpl oynent
goi ng up, commodity prices going up, and fam |y budgets.
This is not the best tine to try to work out a real estate
crisis.

So any thoughts on the other side of the equation, that
if this continued, price increases in commodities and
unenpl oynment growt h, classic recession, where are we?

M. Summers. | think it is a serious concern, Senator
Reed. | aminclined to think that the further decline in
house prices risk that | described is, if anything, slightly
greater than the risks you describe, but | do not mnimze
the risks that you descri be.

The HOLC programin the Depression that the Chairnman
has referenced in designing his |legislation has an
approxi mately 20-percent foreclosure rate, even though the
programwas put in at the bottom of the Depression, things
were getting better, and equity | evels were rather higher
t han what we contenpl ate today.

So I think we need to be realistic in recognizing that
what ever we do with the FHA, there is going to be a

significant re-foreclosure rate. On the other hand, there
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are going to be a very |arge nunber of famlies who are
goi ng to have been benefited and who are going to have been
enabled to stay in their hones.

Now, sone suggest, as Dean Baker did, that, one, cut
past all that problemby turning the potential victinms of
foreclosure into long-termrenters. And | see a nerit of
t hat approach in the sense that you woul d avoid sone of
t hese problens--not all of these problens. They m ght not
be able at a certain point to afford the rent.

For me, at the present tinme, the problenmatic aspect of
that is the alnost entirely involuntary character of what is
happeni ng vis-a-vis the contract that underlay the nortgage
and vis-a-vis the bank.

So | do not support that and woul d oppose it fairly
vigorously, but going in that direction is the direction one
goes if the problemone is nost focused on is the ability of
people to continue to stay in their hones indefinitely.

Senat or Reed. Dean Baker, do you have a conment?

M. Baker. Yes, just a couple of things. | think any
sort of program|like the Hope Act would be npst successful
if we are very careful about the prices for reasons
Secretary Summers had said and | had said earlier. And I
think one way in which we could do that is if you try to
anchor the guarantee price in rents, because rents are

ongoing in the market, they have not fluctuated in as
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radical a pattern as sale prices. So if we were to set a
guarantee price of, say, sonme nmultiple, 15:1 or sonething
like, of rent, we would do two things. One, we would ensure
oursel ves that we are not setting ourselves up, setting up

t he taxpayers for |large |osses; and, secondly, we would

m nimze the subsequent foreclosure because that would be a
situation where you would not anticipate |arge subsequent
declines in the house price.

So | woul d suggest that, you know, when we are | ooking
to appraisals, again, as Secretary Summers said, it is very
hard to find a reliable appraisal in a very irregular
market. We could get a reliable rental appraisal because
there is a large anount of rents in the market, and that
could be a very good anchor. And, again, insofar as we are
usi ng noney, using sonme of this guarantee to guarantee
overpriced honmes in bubble areas, that is noney that is not
going to stabilize markets where it could have a benefici al
effect.

Senator Reed. We all make reference back to the
experience of the 1930s and the Depression, but there seens
to be sone--there are differences, obviously, and one is
that--and maybe this is nore folklore than reality, but it
seens to have sone currency. It is that back then nost of
t he nortgages were owned by a financial institution that

could go in and nake this deal pretty directly. The
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securitization process, which is very sophisticated, how
will that conplicate or what should we be particularly

| ooking at in terns of the obstacles to getting anything
done given these very sophisticated securitization products
t hat have been cut up in tranches and defy sonme people's
under st andi ng? Secretary Summers.

M. Summers. | apol ogize for having | ost sight of
preci sely where the | egislation Senator Carper has discussed
in the past currently is. But the proposals to give |egal
l[tability--to give relief of legal liability fromservicers
for renegotiate strike ne as being close to the | owest
hanging fruit in this whol e area.

| think there is roomfor debate as to just how nuch of
the problemthey will solve. | think there is no roomfor--
| think there is alnbst no roomfor rational debate that
they represent a constructive step in the right direction.

Senator Reed. Any other conments? Yes, Ellen. M.
Har ni ck.

Ms. Harnick. | would add that one other difference
that flows fromthe fact that these |oans are securitized is
that different incentives are at play, so that back in the
1930s, the lender was the hol der of the note and was the
person negotiating. Today, when you have the servicer
negoti ating on behalf of different tranches of investors,

sonetinmes the servicer's own incentives are quite different
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fromwhat is good for the note holder. So that, for
exanpl e, there has been a lot witten about this, but
servicers actually earn nore thensel ves from foreclosing
than they do fromsone of these cost-intensive alternatives
like nodification. And | assunme that that would be in play
with the FHA proposal as well. They will incur costs in
goi ng through the process for which they will not be

rei nbursed under their pooling and servicing agreenent;
whereas, if they foreclose, all their costs would be

cover ed.

So this is a problemthat would have to be worked
t hrough. There would need to be a way to nmake the rational
outcome--realize the rational outcome even where the
servicer's incentive mght run to the contrary.

Senator Reed. Do you have a proposal ?

Ms. Harnick. Well, the best proposal | amaware of is
the one that allows a court to supervise the process and
ensure that the rational solution is inposed where the
servicer cannot or will not agree, and that is the
bankruptcy conversation that has been raised in other
quarters.

M. Stern. If I--

Senator Reed. Yes, please.

M. Stern. | am happy to just add very, very quickly

that the nunber one thing we hear fromWall Street and from
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securitizers is they do not know where the bottomis. And |
assure you that when they say we do not know where the
bottomis, they are not tal king about credit quality. They
are tal king about val ue.

On a recent call | was on, we discussed the fact that
this is the best quality of |oans--the applications of Mrch
of 2008 are the best quality of |oans many of us have ever
seen. They are high credit, they are low |l oan to value, and
yet we cannot mnake the | oans because sinply the properties
are not appraising out.

If we had a bottom of the appraisal market, of the
val uati on market, these |oans could be refinanced. Many of
t hese borrowers need to refinance. Their ARMs are
resetting. They conme to us. W cannot hel p them because
the sinple reason is their | oans are underwater.
Securitizers need a bottom

Senator Reed. Thank you very much, M. Chairman.

Bob, | think you are next.

Senator Bennett. Senator Dodd as he left said he was
going to have to recess the headquarters because of the
votes, and since | amthe only one who has voted, he said,
"You recess the hearing."”

[ Laught er. ]

Senator Bennett. So | am prepared to do ny

present ati on now - Senat or Bayh.
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Senator Bayh. M. Chairman, if | could just briefly
apol ogi ze to our panelists for the votes intruding upon this
panel. W are all grateful for your tinme. Secretary
Summers, it is particularly good to see you, and | coul d not
hel p but think about the echoes to sonme of the chall enges
that you dealt with very ably in the 1990s currency crises
in East Asia or in Mexico, and the countervailing risks of
contagion and noral hazard. And it seens to ne that there
are sonme analogies to this situation where we need to dea
wth the systemc risk of the day, but then | ook very
carefully at how we got into this ness and put into place
mechani sms t o nmake sure--you nentioned the incentives that
are msaligned in some cases--to nmake sure we do not get
into it again to deal with the noral hazard potentially down
t he road.

So | would not help but be struck by that, and, again,
thank you all. | apologize for having to run, but it is one
of the few things as Senators, you know, they actually pay
us to do here is to vote. So thank you all very nuch.

Thank you.

Senator Bennett. Thank you.

| want to conbine sone of the things | would have said
in an opening statenent with nmy questioning period, and |
have found this panel to be very, very hel pful, not

necessarily in terns of the solutions you proposed--that
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m ght di sappoi nt you--but in ternms of the problens you have
exposed that are hel pful to us.

Secretary Summers, | applaud you and your fi nal
statenent where you say, "It is essential to recognize that
policies that serve only to delay inevitable adjustnents can
easily prove counterproductive.” And in our effort to be
seen as doi ng sonething, the Congress inevitably noves in
that direction, and | appreciate that warning.

| want to show you a chart--1 should have had it bl own
up, but I think it is big enough you can at | east see the
di vergence between the two lines, and let nme tell you what
they are. The blue line is estinmated price change since
January 2006, according to Case-Shiller, and it goes from
t he baseline point, a peak here in price appreciation
occurring in July of 2006, and then down 10.8 percent now.

The red line is cunmul ative estimated price change since
January 2006 according to OFHEO s Monthly Purchase Price
| ndex USA. They are dramatically different. OFHEO shows a
one-tenth of 1 percent increase in housing prices over that
period, with the peak occurring in May 2007. And in My
2007, Case-Shiller had it already underwater.

And as | have talked to M. Lockhart at OFHEO and asked
hi m why the di screpancy, the answer is: W went to
different places to gather data. Case-Shiller gathered the

data in the 20 largest cities in the United States, and
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OFHEO tried to gather data over a nuch broader scale. Point
one for you, Dr. Baker, that there is a difference between
prices in one place and prices in another, which nakes it
nore difficult for us to cone up with a nationw de system
and if we try to do our nationw de system based on the bl ue
line, we may very well do danmage to people who are living in
cities that contribute to the red |ine, because the
differential is fairly strong.

My own observation is that in addition to the
differential that you tal k about, Dr. Baker, where sone
cities have reached equilibriumand others are in bubble
condition, even within the same market there are
di fferences, depending on the price band. In ny own city of
Salt Lake City, | knowthere is a glut of $400,000 hones,
because ny daughter has one that she has been trying to sel
for over a year and can't. There is a shortage of hones
under $200,000. And the |aw of supply and demand says t hat
we shoul d be building hones in that area. Wiy is there a
shortage in that price band? Because honeowners in the
peri od when the peak occurred, regardl ess of where you put
it on the chart, could nake nore noney buil di ng $400, 000
homes and so they did not build hones in an area where there
woul d be a greater demand because they could sell hones in
t he hi gher area, because people were buying themw th the

ki nds of practices that you have been tal ki ng about. And
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also--let's not rule this out or turn our backs to it--
peopl e were buyi ng hones for the purpose of selling themto
peopl e were buyi ng hones for the purpose of selling themto
t he peopl e were buying honmes for the purpose of selling
them And the honeowners were neeting that demand, and the
mar ket was there for it. And when that coll apsed, everybody
involved in it got hurt, and |I frankly think nost of them
who were involved in the specul ati on deserved to get hurt.

These are not struggling working famlies who got
schnookered into sonething by an inproper nortgage activity,
M. Stern. | fully agree that that went on. There is no
guestion that what you have described is accurate. But it
was not accurate for the whole market, and this is ny point.
Dependi ng on which city you go to, depending upon with price
band you go to, depending on what kind of buyers you go to,
you get an entirely different kind of dynam c and an
entirely different notive for getting into this, and sol ving
it wwth a single Federal programis extrenely difficult.

Now, M. Stern, you said the solution--1 wote down the
phrase--is you "mark to market value."” Wo determ ne what
is market value? You have described | oans that are good
loans that fully neet all the needs of the |ender, but the
mar ket value is not there because the appraisal is not
there. |Is the appraisal--mrket value, the econom sts tel

you, is when a willing buyer and a willing seller sit down
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and conme to a price. And at many parts of the there, again,
at the lower end, a willing buyer and a willing seller could
very easily cone to a price because there is a shortage.

And to arbitrarily have sone Governnent agency or someone
backed by a Governnent agency try to determ ne market val ue
is going to be very, very difficult. And if all public
policy flows fromthat kind of determ nation, we run the

ri sk of doing what Secretary Sunmers warned us agai nst of

del ayi ng an inevitabl e shake-out here.

One final coment--well, no, two. This chart is harder
for you to see at that distance. There is a bottomline
that | ooks flat on both charts. It is in dark blue. It is
not flat. It is loans in foreclosure, all nortgages. And
in 2001, it was at 1 percent, and by 2008, it is at 2
percent. So it not flat. It has doubled in that tine
peri od.

Now, the swooping red |line is subprinme adjustable rates
in foreclosure. And in 2001, it was at 8 percent. It fel
to 3.5 percent in 2006, and then skyrocketed to 14 percent,
and it is still going up.

The sonewhat nore conplicated chart above it has a
third line on it in dark maroon. It is between the two.
Very interestingly, it in 2008 is below where it was in
2001. It is foreclosures of subprine fixed-rate nortgages.

Subprinme fixed-rate nortgages hit their peak in forecl osures
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in 2002 and have been com ng down ever since.

Further underscoring the point that hits nme out of al
of this testinony is that this is not a nonolithic market.
And nost of the conversation, both by you and by the
reporters who have chased ne as | have wal ked up and down
the halls, is, "Wiat are you going to do about "the' housing
crisis?" As if it were a single, nonolithic problem

We have differences in--repeat, differences in
| ocation, we have differences in price band, we have
differences in style of nortgages. W have all kinds of

differences that we are trying to solve by a single Federal

I aw.

My final point, you talk about the resets. | have a
nortgage that just got reset. It went from6.25 percent to
5.25 percent. | just got the notice yesterday. | ripped it

open as | cane honme fromthe day in the Senate, and | said,
"This is great. | love reset in this market.” It just cut
one full percentage point, 100 basis points off of the
anopunt that | am paying here. W cannot automatically
assune that reset neans disaster.

Now, | have gone on too long. That is my opening
statenent, and | amgoing to have to | eave in 2 m nutes.
But, Secretary Summers, you wanted to respond.

M. Summers. Senator, | take your point about

het erogeneity, but | think is exactly right, but |I would
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qualify--1 would at | east nmake three points.

First, | think if you look at the study carefully, the
di fference between the OFHEO i ndex and the Case-Shiller
i ndex, you will discover that different places is part of
the story, but another very large part of the story is that
t he OFHEO i ndex covers hones that are supported by
conform ng nortgages, not the hones that are supported by
t he nonconform ng nortgages of various kinds, including
subprime, where nuch of the problemlies.

Second, there is, as you say, heterogeneity, and at
| east as | understand it, that is why voluntarismis at the
center of Senator Dodd's proposal and proposals like it.
Honeowners |i ke you and nortgage owners of your nortgage
wi || have no notivation whatsoever because of the
ci rcunstances--the part of the country you live in, the
nature of your creditworthiness, and so forth--to bring
their nortgage forward. The avail abl e evi dence suggests
that foreclosures are vastly disproportionately concentrated
in categories of hones that have fallen way off in price.

And so if you nmake avail abl e a universal foreclosure
program the people who will take it up will be those who
are facing the problens of falling house prices and
securitization.

It is an unfair observation, but it is not a conpletely

unfair observation, to suggest that if a proposal were nade
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to help the victins of heart disease that an argunment that
t hat was an unwi se proposal because there was enornous

het erogeneity in health and many people did not have heart
di sease and had ot her di seases woul d probably not be a very
strong argunent. And while this situation is not--the
analogy is not really right, and so what | just said is a
bit of--

Senator Bennett. | will agree with you that the
anal ogy i s not--

M. Summers. As a bit of a cheap shot, it does capture
sonething which I think is inportant to recognize, which is
t he place where these national programs will have their
impact will be in the segnents that are caught by the kinds
of distress that we have been di scussing.

Senator Bennett. | vastly apol ogize, but Harry Reid
keeps the tinme rule vigorously, and if | do not |eave, |
will not get there in tine for the vote. Respond if you
want to in witing, anything you want to send to ny office.
And, again, it has been a very val uabl e panel, and |I have
| earned a great deal fromit.

The Conmittee is adjourned.

Let me correct that. The Commttee is in recess.

[ Recess. |

Chai rman Dodd. The Committee will cone back to order.

My apol ogies. You are very patient. W wll have to get
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you a very good nortgage sonepl ace.

[ Laught er. ]

Chai rman Dodd. You cannot plan these things. You set
up a hearing, and then everythi ng happens at once. Last
evening, we spent all day trying to resolve sone 16, 18
different anendnents as a nmanagers' anendnent as part of the
housi ng proposal we just voted on. And | had al so agreed
and accepted a wonderful invitation several weeks ago to
speak to the m dshipnmen at the Naval Acadeny | ast evening.
And | wonder who was working against ne that all of a sudden
the final vote on the housing package was going to occur on
the very night that I was going to address the corps of
m dshi pnmen in Annapolis, and then this norning holding this
heari ng and having the votes occur at the same tine.

So to the three of you here, | appreciate i mensely
your willingness to stay around a little bit and respond
nore to some Menbers' questions and sone thoughts, and your
testi nony has been excellent this norning. So | thank you
for that as well.

G ven the short tine we have, let ne turn to Senator
Carper. | have had a chance already to raise sone
questions, and he has not, and then what we will probably do
is leave the record open and all ow Menbers to submt
addi ti onal questions as well for you.

Senat or Car per.
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Senator Carper. Thank you, M. Chairman. Let ne just
congratul ate you and Senat or Shel by on the work that
culmnated with the vote on the floor. Do you recall what
the final vote was?

Chai rman Dodd. 84 to 12.

Senator Carper. 84 to 12. It is pretty hard around
here to get--1 could introduce a resolution that says today
is Thursday, and | would be lucky to get 84 votes for it.

So that is pretty inpressive.

[ Laught er. ]

Senator Carper. | would echo the Chairman's thoughts.
Thank you so nmuch for your patience, for waiting for us, and
for your testinony and responses.

One of the things that Secretary Summers nenti oned
before we started our series of votes, he talked a little
bit about the safe harbor |egislation, and he sort of
conplinmented me on ny safe harbor | egislation, which
actually is going to be introduced by Del aware's
Congressman, M ke Castle, also a Banking Committee nenber
and, like ne, a fornmer Governor. People confuse us all the
time, including in Delaware. But it is an issue that | have
sone real interest in, and | think the notion is if we are
going to have this voluntary program where we get borrowers,
| enders, servicers, nortgage servicers to agree to take a

haircut, a financial haircut, then there may have to be sone
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protection agai nst |awsuits agai nst the servicer.

And what | think Secretary Summers was saying is he
agrees with that notion, and | just want to ask each of you
to comment on the value of that proposal by ny coll eague
from Del aware, Congressman Castle, the safe harbor proposal

M. Stern. | amhappy to start. On ny way over here
t oday, when we were pondering whet her Governnent action was
necessary, and we were thinking about nedical nal practice,
we said, well, when sonething happens to you in the
hospital, you sue your doctor. You do not ask the
Government for help. And why is this situation different?
And | said, you know what? If | had been the victimof a
bad | oan, I would go sue ny lender. And it is very
relevant, | think, because | think if I ama servicer, a
| arge servicer, and several of these conpani es have hundreds
of billions, if not trillions, of dollars of |oans, | think
t hey have to be concerned about consuner | awsuits--not
investor lawsuits, but fromthe very borrowers to whomthey
made the | oans.

| do think it is an outstanding trade-off or conprom se
to say that in exchange for witing down the |oan we w ||
provi de a safe harbor froma private right of action
because | do think if you are a servicer right now, you have
to be concerned about | awsuits on behal f of borrowers who

ended up with loans with the very features that are causing
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the financial pressure. | think it is an excellent outcone.

Senator Carper. Al right. Thank you.

O hers, please.

Ms. Harnick. Well, the safe harbor that | think is a
really terrific idea and that | think Dr. Sunmers was
supporting is the idea of protecting servicers fromlawsuits
by investors, because | believe that that fear is, in fact,
one of the significant barriers both to voluntary | oan
nodi fications and I would inmagine it would be a barrier to
accepting a short refinancing under the FHA proposal. So |
think that that would be really essential. And it is
essential in part because it woul d address--there is nothing
unfair about it, | think, fromthe point of view of
i nvestors, because what it is attenpting to do is address
the very significant problemthat servicers are in a
position where they often cannot nake the economcally
rational choice. |If the economcally rational choice is
accept a short refinance or nodify the | oan and thereby
recover nore for the nortgage holder than the inevitable
consequence of foreclosure, that is a very good choice. And
if servicers--to the extent that servicers are--and | have
heard repeatedly that they are--hanpered by the fear that
sone investors will say, well, the way you nodified the | oan
or the way you structured the new refinanci ng di sadvant aged

me, even though it was better for the collective. So | do
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think it is an excellent idea.

| have to say | would not be supportive of the idea of
provi ding a safe harbor from consuner |awsuits, and | do not
know if that is sonething that needs to be discussed
further. | could expand on it if necessary, but for
investor lawsuits, | think it is an excellent idea.

Senator Carper. M. Stern, in your coments were you
referring to investor |awsuits?

M. Stern. | amsuggesting that if a consumer receives
a short payoff froma servicer, one of the things they
shoul d offer in exchange is, yes, to not sue the servicer
who provided themthe short payoff.

Senator Carper. Ckay. Fair enough. Thank you.

Dr. Baker?

M. Baker. | do not have too nmuch to add on that. |
woul d agree very strongly that | think it is a step in the
right direction because, you know, you sort of have this
asymmetry that, you know, again, it may very well be in the
investor's best interest, but fromthe standpoint of the
servicer, they want to take the cautious path. | do not
t hink any servicer has ever been sued for not doing a short
sale or a witedown. So, you know, the cautious thing for
themis just sit there, go ahead with the foreclosure. That
is a well-trodden path, and that is very safe.

So | think, you know, giving themsynmmetry that they do
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not have to fear either way so that they can make what is
the best decision, |I think that is the good way to go. And,
again, | would agree with Ellen that | do not--1 would not
want to give any sort of carte blanche. | amnot famliar
with the legislation, the details of the |egislation.
woul d not want to give sone carte blanche imunity in
consuner |awsuits because there were inproper actions in
cases, and, you know, you m ght want to hold those servicers
responsible. So | would be hesitant on that.

Senator Carper. Al right. Thank you.

The Hope for Homeowners proposal allows a nortgage to

be refinanced and insured by FHA, as you know. In return
for accepting the risk, FHA receives, | think, 50 percent of
all future profits. | think that is the way it reads. The

FHA should, in ny opinion, share sone of the future profit
to help pay for the program and the House bill allows FHA
to share--1 think a lot during the first few years, maybe
100 percent in the first year, down to O in the fifth year
of a refinance. But, in any event, it is |less over tine.
How nmuch shoul d FHA receive for accepting this risk?
M. Stern. | would be happy to address that, and it
m ght surprise you to know that there are State-run nortgage
progranms that currently allow for the State programto
participate in the appreciation of a home. | would be

surprised if you did know t hat.
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In the State of Mssouri, there is an organi zation
known as the M ssouri Housi ng Devel opnent Comm ssion, and
specifically they supply first-tinme honebuyer funds for
borrowers with a nedi an--who have an i ncone bel ow t he nedi an
I evel in the area where they buy. 1In exchange for receiving
t hose funds--they are subsidized interest rate and down
paynment funds. In exchange for receiving those funds, the
buyer agrees to a concept called a "recapture tax," and that
recapture tax agreenent says: |If you sell your house in the
future and you make noney on the hone investnent, and your
i ncone has increased above the nedian | evel, you nust pay a
per centage of those profits back to the M ssouri Housing
Devel opnment Commi ssion. And what happens in that case is
that noney is used to then replenish the system so that
future buyers have the benefit of the first-tinme honebuyer
system

| just thought it would be helpful to you to know t hat
it is not unprecedented. It works extrenely well in
M ssouri, so the concept is called the "recapture tax," and
they do have the benefit of the appreciation of the property
i n exchange for providing a subsidy.

Senator Carper. Al right. Thank you.

Ms. Har ni ck.

Ms. Harnick. Thank you, Senator. | think it is a good

i dea for the homeowner to share sone of the appreciation
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with the program both for the soundness of the program and
because as a fairness issue.

| think that ny recomrendati on, our recomrendation
woul d be that we track nore closely to what the House bil
does. Wiat the House bill does is it allows shared
appreci ation over 5 years, and, by the way, it tracks both
shared appreciation and al so nmaki ng sure that the borrower
can't immedi ately get the benefit of the 10-percent haircut.
And t he proposal here does the sane. | think that is an
excel | ent idea.

At the end of the 5 years under the House bill, the
recapture tax, as it were, is capped at 3 percent, and |
think that that is a nore appropriate mechani smthan having
an indefinite 50/50 sharing of appreciation. | was saying
earlier, quite apart fromwhether it is wise social policy
to deprive the honeowner of 50 percent of the wealth-
bui l di ng value of a hone indefinitely--1 think that that is
a real question. And | also think it is hard to adm nister.
| f the homeowner invests in a new kitchen, redoes the
kitchen, and 15 years later the hone is appraised at a val ue
t hat exceeds both the refinance price and the value of the
kitchen, how much of that appreciation is attributable to
the work that they did and how nuch is attributable to the
refinanci ng?

So for that reason, | would say |I think it would be
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better to cut it off and cap it.

Senator Carper. Wll, we all know that when people
want to raise the value of their hone for sale, they inprove
t hose kitchens. And what do they do next? The bat hroons.
At least that is what | amtold.

Dean Baker .

M. Baker. Yes, | would very much agree with that.
think the basic point here is that we do not want soneone to
be able to cash in, you know, at the FHA' s expense with the
initial 10 percent. So sonmething |ike 100 percent to start
and t hen phasing down close to O over 5 years, | think that
is a reasonable framework we are tal king about. And once
you get further out, again, the value of that honme is going
to reflect, to a |arge extent, how nuch peopl e have
mai ntained it, what they have put into it, so it does make
sense that that be, you know, a nuch |ower tax, or however
you want to put it, at sonme future point.

So sonething |ike what you have in the House bill
t hi nk makes a | ot of sense.

Senator Carper. Al right. Geat.

M. Chairman, thanks for the chance to ask these
questions, and again to each of you for--I mssed your
testinmony. | amtold it was just a terrific panel. | am
glad | got to ask you sonme questions.

Chai rman Dodd. It was very, very good.
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We have a safe harbor provision in our bill, as does
t he suggestion of the House. The difference is the safe
harbor that--in fact, the counseling provision is to protect
the servicer frominvestor lawsuits. It is not to protect
the servicer fromconsumer |awsuits. And there is nore of a
concern, | think, fromthat side of the equation

In fact, | was curious. | know there are not many
exanples of this, but I was curious as to whether or not if
you did not do sonething--if | aman investor and |
di scovered that a servicer refused to have a workout and the
option was |osing everything, | would be curious if there
wasn't nore of an action, a possibility of action there, why
didn't you take that 50 cents on the dollar? | would be at
| east 50 percent better off than | amnow if | end up |osing
everything. Again, | do not knowif there is any precedent
for any of this at all or not, but it would seemto ne that
m ght be a nore |ikely outconme in sone ways than the
I'i kel i hood you are going to be sued because | amgetting
| ess than 50 cents--or 50 cents |less than | would have
ot herwi se gotten under the circunstances.

M. Stern. Yes, | would say--Dr. Baker said he has
never heard of a servicer being sued for not doing a short
sale, except | would say this is a very unusual tinme. |If
you have a chance to do a short sale for 50 cents on the

dol I ar and you do not, and you do | ose everything, | agree,
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this is a very unusual time. You could be sued for not
doi ng the workout, where they m ght not have in the past.

Chai rman Dodd. Exactly, so it is interesting. Thank
you, Senator Carper, very nuch

Just goi ng back over--and | amgoing to--not to keep
you, just an additional point here. As | nentioned, Larry
Summers and Doug El nendorf had to attend a conference they
are hosting today, and as | said at the outset, the proposal
that | have suggested--back in January, in fact--raised this
idea and then net--it is not a new idea, either. These are
i deas that have been tried, as you point out. There are
States that have tried variations of this. | was in
Pennsyl vania with Bob Casey, Senator Casey, the other day
for a hearing, and I think it is the HEMAP programin the
State of Pennsylvania, sonething very simlar to what we are
tal king about here. In fact, they go further. They have
anot her program a HERO program which really does take
t hese underwater--conpletely underwater prograns to try and
sal vage sonething out of themas well. So, again, people
have identified the programin the Depression era, which was
a nore direct participation, a direct, | guess, acquisition
and purchasi ng of these discounted nortgages.

| amtold historically that the Federal Governnent
actual ly nade some $14 nmillion. | do not know what that was

in today's dollars, what it would be at the end of the day.
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But | want to enphasize the point, |I think there are
sone very, very good points. | think, Dean Baker, you
rai sed, along with Larry, sone cautionary notes, so as you
start down this path, understand and think about them That
is why it is very inportant to nme. This ought not to be an
i deol ogi cal debate. This ought to be a discussion about if
we are going to do sonmething, do it well, and nake sure you
are not going to do nore harm | guess to use your nedica
anal ogy, we ought to apply the H ppocratic oath here as
well. The first rule is do no harm In a sense, while we
are tal king about nortgage mal practice, | want to make sure
that we do no harm that as we try to fashion ideas that can
[imt the nunber of foreclosures that are being filed every
day in the country, as | nentioned, close to 8,000 a day;
240, 000 people went into foreclosure in the nonth of
February. And there is always a normal amount of this.
t hi nk one of the things that--nmaybe sonme people woul d assune
we never had any foreclosures, and there are always a
certain level of themoccurring. But this tine it is
conpounded in a way because of the liquidity issues that
have arisen, and | want to underscore Larry Summers
suggestion. | do not know if any of you have any views on
this or not, but the notion of the GSEs seeki ng nore
capital, and while there is a legitinmate sharehol der

interest in all of this, they are called Governnent -



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

78

sponsored enterprises for a reason, and there is somnething
called a "M ssion Statenent,"” and the M ssion Statenent
shoul d reflect circunstances not unlike the ones we are in,
as unprecedented as they are in many ways, but they exist,
in effect, for dealing with nonents |ike this.

And so | support his underlying idea of having them go
out and raise nore capital at this point, and the
sharehol ders certainly have to be considered. But they, it
woul d seemto nme, have to take a secondary position
considering what is the rationale for the existence of
Fanni e and Freddi e anyway.

| do not know if you have--does anybody have any views
on that? Do you have any view on that, Dean, what Larry
t al ked about earlier?

M. Baker. Yes. | did not quite agree with himon
t hat because then we are asking Fannie and Freddie to take
on, you know, nore risk. And if you do not increase the
capitalization, then that is putting--it is comng out of
the taxpayer's expense. So the question is: How do you
bal ance that, the sharehol ders versus the taxpayer? As they
are taking on nore risk, that is all going on the taxpayer
side. It seens reasonable to say, okay, there also ought to
be nore on the sharehol der side; therefore, there has to be
nore capital there.

So | think that is going the right direction. How
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much, you know, what is the magi c nunber there, | do not
know. But | think certainly increasing their capitalization
is the right thing to do now

Chai rman Dodd. Ellen or Scott, any views on this?

M. Stern. Well, | will share with you that right now
there are only four reliable sources of capital in the
nort gage mar ket today: Fannie Mae, Freddie Mac, FHA, and
VA. There is no reliable private source of capital from
anypl ace el se, fromWll Street to insurance conpanies, even
to banks lending their own noney. And the reason for the
reliability is the inplied guarantee of the GSEs.

So | woul d suggest that especially now, the liquidity
of the GSEs is inportant. It probably has been never nore
inportant. And as long as they remain the nost reliable
source of funding for an average borrower who needs a hone
for a purchase or refinance, | would encourage liquidity of
t he GSEs.

Chai rman Dodd. El | en.

Ms. Harnick. | do not have anything to add on that
point, M. Chairman, but | did want to conme back to a point
that was made just before the break. May | do that?

Chai rman Dodd. Sure.

Ms. Harnick. Because it goes to the--

Chai rman Dodd. Wat was the point?

Ms. Harnick. The point is the issue of how difficult--
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t he suggestion is that we have to be careful to make sure
that appraisals are properly done in figuring out the
current value. And | think what Larry Sumrers had said is
we need to ensure that appraisers don't have the wong

i ncentives, that appraisers are not |linked to the |lender in
any way or to the servicers, that the |l enders do not have an
incentive to overstate hone val ues.

But | think what got |ost when the conversation got
broken off is the fact that appraisers do this sort of thing
all the tinme. There is nothing unusual about the effort to
apprai se a property, even in markets where sal es have been
slow, even in illiquid markets. | nmean, this is something
that coul d be done--Dean Baker suggested various mechani sns
that could be put in place to ensure that we are getting
good apprai sal s.

So | think that any concern that was rai sed about that
is certainly worth taking into account in shaping the kind
of appraisals we do. But | think that is as far as the
concern needs to go.

Chai rman Dodd. GCkay. Well, again, | wanted to cone
back and just suggest--these ideas and thoughts are very,
very valuable to us as we try to fashion sone good i deas,
and | think Doug El nrendorf made a good point. He said, and

| amquoting him "...we nmust choose between nmessy policy

options and inaction--and the cost of inaction is very
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high." And | agree with himon that. And he particularly
said, "...a neasured expansion in the role of the Federal
Housi ng Adm ni stration as proposed by [nyself] and Chair man
Frank woul d contribute inportantly to reducing the size of
the com ng forecl osure wave.” | do not know if that was
raised in ny absence, this second tranche that we are

appr oachi ng.

Larry Summers said careful consideration should be
given to the type of neasures that we are proposing, and |
agree with himon that. He noted | ast week that the
adm ni stration has put together prograns and policies but
have not really cone to very nuch. W need a much nore
activist set of responses to maxi m ze the chance that the
current crisis is contained. | think he was speaking as
wel | about the capitalization issue of Fannie and Freddi e,
as well as possibly the idea we are tal king about here.

| want the Committee to know that | amconmmtted to
consi dering recommendations by our coll eagues here, the
wi tnesses. | invite your even further consideration as you
| ook at these proposals, unless you just have an underlying
total disagreement with the thrust altogether. But if you
see that at |east the thrust may be going in the right
direction but it needs to be handled in a nore bal anced
approach, | would be very interested in hearing your

suggestions and thoughts on all of this. As | said, there
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is no silver bullets, but this proposal would provide both
| enders and borrowers an additional tool to avoid
unnecessary foreclosures--in a sense, unnecessary

f orecl osures.

You have two constituencies, one that I am synpathetic
about. | do not want to see anybody | ose noney. But | feel
absolutely no obligation whatsoever with the specul at or
community. | amsorry they |ost noney, but that is the
nature of investnent here. Those things happen.

The second group of people | feel very synpathetic
about, and they never should have gotten a nortgage in the
first place, and there probably is not a structure that we
can come up with that they are going to be able to neet.
Now, we ought to think about ways to help people in that
category. But | do not see how these proposals are
necessarily going to work for those people in that
situation. | regret deeply the problens they have, but
realistically it is going to be inpossible in some cases to
provide help at all.

And then there is that third group that plays such a
critical role in all of this, and to the extent we are able
to do sonet hing about that is where ny interest is and ny
focus is, and so | amholding this hearing today, and we
wi || have one again next week, and I will be in

consultations with those of you here. And | really do--this
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is not a gratuitous comment. You are talented, you are
know edgeabl e, you understand these things very, very well.
And it wll be very, very helpful to share your ideas and
t houghts with the Cormittee on how we can do a better job at
this.

| amgoing to ask as well that we include an editorial
fromthis norning--1 believe it was this norning--in USA
Today, which raises legitimte concerns about sonme of the
things in the bill we just passed. And | will be the first
to admt that there are sone things in that bill that, had I
been witing it alone, would not have been in there. There
are lot of things that would have been in that bill had I
had a chance to wite it alone. And there are nmany things
inthere that | think are very good and can be very, very
hel pful. And | amgrateful to Senator Shel by and his staff
and others for allowing us to work through here, now
allowing us to be in a position to work with the House of
Representatives to fashion a nore conprehensive set of
t houghts on all of this in the comng weeks. And we w ||
have markups in this hearing on GSE, on related matters, on
the reformideas that need to be considered as well. And |
amgoing to be working with Senator Shel by and his staff and
ot her Menbers of the Conmttee as we prepare for those to
see if we cannot reach sone strong bipartisan approval of

sone of these ideas.
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But | amvery grateful, again, for your testinony
today. We will |eave the record open because | know sone
ot her peopl e have sonme questions. But | amvery inpressed
with your testinony and very grateful for your presence.

The Conmmittee will stand adj ourned.

[ Wher eupon, at 12:49 p.m, the Conmttee was

adj our ned. ]



