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CALABRIA: Subcommittee Chair Waters, Ranking Member Cagitd, distinguished members of the Subcommittee, |
thank you for the invitation to appear at todaygortant hearing. | am Mark Calabria, Director afdfcial Regulation
Studies at the Cato Institute, a nonprofit, nortipan public policy research institute located haré/ashington. Before |
begin my testimony, | would like to make clear thgt comments are solely my own and do not reprem@nbfficial policy
positions of the Cato Institute. In addition, odéesbf my interest as a citizen and a taxpayeryé o direct financial intere
in the subject matter before the subcommittee todardo | represent any entities that do.

My testimony today will address two specific quess. The first is: why have the Obama and Bush Atstration efforts,
along with those of the mortgage industry, to rediareclosures had so little impact on the ovdeoaibclosure numbers? T
second question is: given what we know about wieyipus efforts have had such little impact, whataur policy options?

In answering both these questions, | rely on aaresive body of academic literature, the vast mgjafi which has been
subjected to peer review, which has examined therishnates of mortgage delinquency and defaultefmst among this
literature is a series of recent papers writteredynomists at the Federal Reserve Banks of Bosiwi\Hanta, in particular
the work of Paul Willen, Christopher Foote and kajher Gerardi. My testimony owes a considerabiglgctual debt to
this research.

Why haven't previous efforts stemmed the foreclesise?

The short answer to why previous federal effortstém the current tide of foreclosures have larfglgd is that such
efforts have grossly misdiagnosed the causes digage defaults. An implicit assumption behind formeeasury Secretary
Paulson’s HOPE NOW, FDIC Chair Sheila Bair's IndgMaodel, and the Obama Administration’s currergdtosure
efforts is that the current wave of foreclosureslisost exclusively the result of predatory lendimgctices and
“exploding™" adjustable rate mortgages, wheredl@@yment shocks upon the rat-set cause mortgage payment to bec
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“unaffordable.™

The simple truth is that the vast majority of madg defaults are being driven by the same fadbatshiave always driven
mortgage defaults: generally a negative equitytjpmsbn the part of the homeowner coupled witHedvent that results in
a substantial shock to their income, most oftesbagss or reduction in earnings. Until both ofsh&omponents, negative
equity and a negative income shock are addressetiésures will remain at highly elevated levels.

Given that | am challenging the dominant narratféhe mortgage crisis, it is reasonable to askifore than mere
assertions. First, if payment shock alone weraltirainate driver of defaults then we would obsenrgstdefaults occurring
around the time of reset, specifically just aftex te-set. Yet this is not what has been obseAralysis by several
researchers has found that on loans with re-sttrssathat have defaulted, the vast majority oadk$ occurred long before
the re-set. Of course some will argue that thiduis to such loans being ““unaffordable™ from theetof origination. Yet
according to statistical analysis done at the BoStderal Reserve, the borrower's initial debtameime (DTI) had almost
no predictive power in terms of forecasting subseduaefault.

Additionally if payment shock was the driver of delt, the fixed rate mortgages without any paynséioicks would display
default patterns significantly below that of adalse rate mortgages. When one controls for owneityegnd credit score,
the differences in performance between these diftamortgage products largely disappears. To fuillustrate this point,
consider that those mortgages generally consideraahg the ““safest™ - mortgages insured by thefaééiousing
Administration (FHA), which are almost exclusivéiyed rate with no-prepayment penalties and sulbistamorrower
protections, perform, on an apples to apples basibadly as the subprime market in terms of deéingies.

The important shared characteristic of FHA and nobsihe subprime market is the widespread presehzero or very little
equity in the mortgage at origination. The chanasties of zero or negative equity also explain pleer performance of mc
subprime adjustable rate mortgages. Many of themeslalso had little or no equity upon originatiprgviding the borrower
with little equity cushion when prices fell. Recagjng the critical role of negative equity of coansaises the difficult
guestion as to what exactly it is that homeownegdasing in the event of a foreclosure.

““Unnecessary™ foreclosures

Central to the arguments calling for greater goremt invention in the mortgage market is that ménypt most, of the
foreclosures being witnessed are ““unnecessanavadable. Generally it is argued that investord lman servicers do not
face the same incentives and that in many caseselitd be better for the investor if the loan weredified, rather than
taken to foreclosure, but still the servicer taltesloan to foreclosure.

The principal flaw in this argument is it ignorég tcosts to the lender of modifying loans that widwdve continued paying
otherwise. Ex Ante, a lender has no way of sepagatie truly troubled borrowers, who would defafrttm those that wou
take advantage of the system, if they knew theydcget a modification just by calling. As long ast@ntially defaulting
borrowers remain a low percentage of all borrowasshey are today, it is in the best intereshefihvestor to reject many
modifications that might make sense ex post. Intexhd lenders may institute various mechanismiselp distinguish
troubled borrowers from those looking to game tystem.

It is also claimed that the process of securizdtias driven a wedge between the interests of iakeand servicers, with tl
implication that servicers would be happy to mod#gd investors would prefer modifications, but tth& pooling and
servicing agreements preclude modifications or $eaticers fear being sued by investors. The flxst that should question
this assumption is the finding by Boston Fed redens that there is little difference in modificatirates between loans h
in portfolio versus those held in securitized podlsere is also little evidence that pooling andrising agreements preclu
positive value modifications. According to recemedit Suisse report, less than 10 percent of ageatsdisallowed any
modifications. While the Congressional Oversighté&tdor the TARP has been critical of industry effpeven that Panel
has found that among the sample of pools it exatinivith a 5percent cap on the number of modifications, nont@fpool:
examined had actually reached that cap.

If few pools have reached the cap, it would seewmionls that the 5 percent cap is not a binding caimgton modifications.
In many instances the pooling agreements alsonetfue servicer to act as if the servicer heldwhele loan in its portfolic
raising substantial doubts as the validity of theahche warfare™ theory of modifications. A callekeview of the evidence
provides little support for the notion that highrtsaction costs or a misalignment of incentiveliisng lenders to make
foreclosures that are not in their economic intet®@sce lenders have no way to separate troutdewers from those
gaming the system, some positive level of negatalae foreclosures will be profit-maximizing in taggregate.

What could reduce the level of foreclosur
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The high level of foreclosures has left many potiekers and much of the public understandably fatestirand searching
answers. To be effective, those answers must hendeal in solid and unbiased analysis. In ordeiatoyg the success of ¢
federal efforts, we must also establish a reasertaddeline. | strongly encourage both Congresstenddministration to
present detailed estimates of how many foreclosaresiriven by which primary causes and how marthage foreclosures
can be reasonably avoided. Before discussing sp@aificy proposals, Congress should bear in mivad &s approximately
50 percent of foreclosures are currently driverjdiyloss, the most significant way to reduce favsales is to foster an
environment that is conducive to private sectorgmation. Accordingly, the worst thing Congress da is to insert
uncertainty into the job market, pushing employerthe sides-lines.

In addition to focusing on owners currently in fdsure, efforts can also be made to reach fanbkdsre they fall behind
on their obligation. For instance, approximatelyilion jobs have been lost in “"mass lay-offsiica the beginning of the
current recession. Mass lay-offs represent a daslidek to households: the loss of a job along wisthock to the local
housing market as the result of a major employamizing. As damaging as mass lay-offs can be, doelyave one
advantage - we know about them ahead of time,eaB#partment of Labor (DoL) collects data on magsdffs and
workers must be given notice of such. Despite tteng connection between mass layoffs and forecdssuhere is almost
no coordination between DoL and HUD (or the mang-poofit organizations providing housing assistanBeL and HUD
should partner in an effort to provide currentlpegpriated housing counseling funds to workers wihey receive a notice
of mass lay-off.

Congress can also encourage bank regulators tdegiders more flexibility to lease out foreclosexrtes to the current
residents. Typically banks come under considerptadssure from their regulators not to engage ig kenm property leasir
or management, as that activity is not considereara function of banks. | believe we can avoidl#rger debate of banks
being property managers by giving banks greataitfility in retaining properties with non-perforngmrmortgages as rentals,
preferably to current residents. In addition to snawners who may wish to stay in their homes aterspapproximately 20
percent of foreclosures occur on renter-occupigdstment properties. If current renters can coetitaumnake their rent,
many banks may prefer to keep those renters réttharproceed to a foreclosure sale.

In order to separate out deserving borrowers, wadrging to get back on their feet, from thoseminwalking away from .
bad investment, Federal lending entities, suchtes &nd the GSEs, should engage in aggressive ree@grainst delinque
borrowers who have the ability to pay, but simghpase not too. All federal modification programsusld also include
strong recourse provisions. We should make evdoyteb turn away from becoming a society wherealbgincurred debts
are no longer obligations to be honored but singpljons to be exercised.

Lastly, Congress and the Administration should fo@sources on those households most in need, utHorkan
intervention, would lose their home. Programs aimeldouseholds who are not facing foreclosureshmply cannot re-
finance due to being “underwater™ on their magigshould be ended. These programs draw off linktieders/servicer
resources that should instead focus on at-neediésmi

Conclusions

In concluding my testimony, | again wish to strgnglate: the current foreclosure relief effortsdéargely been
unsuccessful because they have misidentified thenlying causes of mortgage default. It is not edjpig ARMs or
predatory lending that drives the current waveooéélosures, but negative equity driven by housmeprdeclines coupled
with adverse income shocks that are the main daf/defaults on primary residences. Defaults orcsladive properties
continue to represent a large share of forecloséesordingly, for any plan to be successful it tnaddress both negative
equity and reductions in earnings. | thank youyfmur attention and welcome your questions.
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