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On behalf of the members of the Consumer Federation of America, thank you for the opportunity to
comment on pending considerations of mortgage finance reform. Consumer Federation of America is
an association of nearly 280 non-profit consumer organizations that was established in 1968 to advance
the consumer interest through research, education and advocacy.

Access to affordable and sustainable mortgage credit is a critical consumer concern. CFA has worked to
identify and promote responsible approaches to the challenge of rebuilding a durable mortgage finance
system for both rental and ownership housing since the collapse of the housing market and the
beginning of Fannie Mae’s and Freddie Mac’s conservatorship. We published a White Paper on this
topic in 2010 titled “Reengineering the Mortgage Finance System,” * which identified a number of
different organizational paths that could be followed to achieve the critical objectives that we believe
must underlie any government participation in the mortgage market. We posed the critical tests that a
new system must meet as follows:

o Will it support the availability of long-term, fixed rate mortgages for consumers?

e Will it offer access to capital by as wide a variety of institutions as possible, from small
community banks to large money center institutions?

e  Will it foster and spread innovation in mortgage products to insure that helpful and sound new
products can be made available widely in the marketplace?

o Will it fulfill a significant duty to serve underserved populations and communities?

Will it provide financing both for affordable single family homeownership and rental housing?

In addition, the system must continue to support a very deep and liquid market in securities backed by
mortgages on residential properties, and continue to support the so-called “TBA” market that allows
consumers to benefit from forward rate locks and the lower mortgage costs that a transparent and deep
market fosters.

Throughout the intervening years CFA has been a key participant in the Mortgage Finance Working
Group sponsored by the Center for American Progress, including significant participation in developing
that group’s recommendations in 2010. CFA’s Director of Housing Policy Barry Zigas is one of the 21
members of the Bipartisan Policy Center’s housing commission, whose recommendations for Housing
America’s Future” * contained an extensive chapter on mortgage finance reform. These were reviewed
by the Senate Committee on Banking, Housing and Urban Affairs earlier this year in hearings featuring
one of our co-chairs, former Sen. Mel Martinez.

There are many constituencies whose needs must be met by changes in the current mortgage finance
system. These include investors, lenders, securitizers, credit guarantors and enhancers, and banking and
finance professionals. But the principal justification for any federal role in mortgage finance policy must
be to ensure that everyday Americans continue to be able to enjoy dependable access to sustainable,
responsible mortgage products at the lowest possible cost.

Homeownership remains an aspiration for most American households. This dream and affordable rental
housing relies on dependable and affordable credit. The current system, in which the federal

1

http://consumerfed.org/elements/www.consumerfed.org/file/Reengineering the mortgage finance system.pdf
? http://bipartisanpolicy.org/library/report/housing-america%E2%80%99s-future-new-directions-national-policy
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government bears the credit risk for more than 90 percent of the market, is unhealthy and
unsustainable. However, a return to the earlier system of private ownership of publicly chartered
companies tasked to carry out multiple roles in bringing mortgage credit to the market contained too
many conflicts to be restored as it was.

In approaching reform efforts, we believe it is critical for Congress and the Administration to put the
needs of consumers above all others, and to identify this objective as the fundamental purpose of
creating any new entities, system or process through which capital is attracted to the mortgage market.

There are a number of different structural approaches that could achieve the objectives we have laid
out. We have had the opportunity to review S. 1217, co-sponsored by Sens. Corker, Warner and others.
Although we realize that the Committee is starting from a clean baseline in developing its recommended
positions on finance reform, these comments reference S. 1217 as a useful example of a series of issues
that are preeminent for CFA and our members. These recommendations focus on issues that are
independent of the structural approach ultimately taken in S. 1217, but are based on the structure
proposed there to illustrate how they could be executed under that proposed structure.

S. 1217 proposes a system with the following key features:

e Separation of the aggregation, securitization and credit guaranty functions that historically have
been combined in Fannie Mae and Freddie Mac.

e Establishment of an explicit federal guarantee of securities backed by eligible mortgages,
administered by a new entity that would charge a fee for this guarantee in order to build up
reserves against catastrophic losses suffered by other, private credit enhancers.

e Limiting this guarantee to apply only to buyers of the securities, and not to the shareholders or
creditors of any entities issuing securities with the guarantee, servicing those securities, or
providing required levels of private risk bearing capital to qualify the securities for the federal
guarantee

e Arequirement for a deep layer of private risk-bearing capital to absorb losses before any
government guarantee to investors is invoked.

e Regulatory authorities in the new public guarantor to determine mortgages eligible for inclusion
in securities it will guarantee; requirements for participating private credit enhancers;
standardized pooling and servicing agreements for all guaranteed securities; and oversight of
the system.

e Creation of an annual fee on mortgage backed securities — in this case only those that are
guaranteed by the proposed new authority -- whose revenue would support critical affordable
housing and community capital needs, as well as provide funding to support the development of
new responsible credit products and to ensure that the new system adequately meets the needs
of underserved and hard to serve populations and geographies.

CFA broadly supports these key elements of S. 1217 and urges the Committee to build its
recommendations on them. However, we do recommend some changes and additions to the proposed
legislation that we believe will strengthen the system and increase its benefits to consumers while
limiting its risks to taxpayers, and we urge their inclusion in any further bills whether S. 1217 is adopted
as the template for them or not.
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Focus on the Consumer and Assuring a Fair and Open Marketplace

Consistent with our comments above, CFA strongly urges the Committee to adopt explicit language
outlining the key objectives of a new system and outlining specific responsibilities for it. We
recommend the following language to replace that found on page 13, lines 9-15:

(1) PROYIDE LIQUIDILY, YRAaNSPaReNCY and StanbDaRDIZation FOR MORLGaGe CREDIY, SUPPORY @ ROBUSY
SeCONDARY MORtGaGe MaRKe and vHe PRODUCTION anD CFFICIeNt VRaDING OF ResIDeNtial MORVGaGe BaCKeD
SeCURIies;

(2) ensure BROAD anp FalR avalLaBILLLY OF CReDI FOR QUALIFleD BORROWERS aCROSS aLL GeOGRAPHIeES,
HOUSING tYPes, MORtGaGe BaLances WILXIN vHe LIMILS Sev FORYH HeReln, and POPULAtIONS RWIVHOUY INTERRUPLION
VHROUGH COMPLete BUSINeSS CYCLeS;

(3) PROYIDE LIQUIDILY FOR MORVGAGeS tYat FURLYER tXe PURPOSes OF vxe Comumumny Remyestment Act
and OveR ReGULAVORY OR SLatUtORY ReQUIReMeNnts FOR WXICK PRUMARY MaRKev ORIGINAtING LenDeRs are
ReSPONSIBLE anD t0 SUPPORY access VO CREDIV IN VRADIVIONALLY XaRD V0 SeRYe OR UNDERSERYED MaRKels;

(1) PrOYIDE @ GUaRanvee OF vHe FULL anb thmely Paymentv OF PRMCIPAL anp InteRest on SeCURIies
BacKkeD BY MORLGaGe assets aPPROYeD BY vie CORPORavion, and

(5) LeyY SUCX Fees as necessaRy v0 PROYIDe SUFFICIeNt CaPltal vo FULFILL tXe CORPORavION's GUaRantee
OBLIGAtIONS and to PROVeCt VHe taXxPayeR FROM HAYING 0 aBSORB L0SSeS MCURReD In VHe SeCONDARY MaRKev
DURING PERIODS OF eCONOMIC StResS.

S. 1217 would establish a new entity, the Federal Mortgage Insurance Corporation (FMIC) to provide the
explicit and paid-for guarantee in the new system. FMIC would be governed by a board of directors, and
S. 1217 enumerates their number and required areas of expertise. We strongly recommend that any
board governing any new authority that issues and oversees a federal mortgage security guarantee be
required to include members specifically to represent consumer interests on the board. We
recommend that the following language be added at page 18, line 20 of S. 1217:

Remove PeRIOD arteR “MULVIFAMILY XOUSING DeYeLOPMent anb apd “;”, tXen on nexv Lmne abp “(v) 1 oF wXom
SXaLL Have a DemonstRaved vecHnical, acapemic, OR PROFesSIONaL UNDERStandInG OF, OR PRacvical, DISCIPLINARY,
OR YocavionalL exPeRlence WItX CONSWKMER PROVECtION and POLICIeS and PROGRaMS to SUPPORY SUstalnaslLe
HOMeOoNNeRSHIP; anp

(Y1) 1 oF WHOM SHALL Xave a DemonsvRaveD vecHnical, acapemic, OR PROFeSSIONaL UnDeRStandING oOF, OR
PRACLICAL, DISCIPLINARY, OR YOCatlonaL exPeRlence WILX arFORDaBLe Remtal XOUSING.”

The structure of the FMIC outlined in S. 1217 would include specific offices led by senior Directors to
focus on various aspects of the FMIC’s responsibilities. Notably absent from this list of key offices is one
dedicated to assuring that the basic purpose of facilitating access to affordable credit to the widest
possible universe of credit worthy borrowers and communities is achieved. A major concern in any new
system is that it be designed from the start to prevent a natural tendency by profit-maximizing entities
to “cream” the market by concentrating on the most profitable and low-risk segments of the
marketplace, to the exclusion of others that are profitable and sustainable, but that require more effort
and consideration. Inclusion of the full range of populations and geographic areas never has been the
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natural outcome of unregulated market tendencies. Rather, full disclosure of data demonstrating how
different populations are served, and sensible and enforceable regulation requiring full inclusion of
economically sustainable markets is required to assure this outcome.

Under a new system in which the federal government will be guaranteeing mortgage backed securities
and setting the de facto standards for supplying capital to the mortgage system, it is imperative that
ensuring this objective is a specific responsibility of the new federal guarantor. Experience has taught
that subsuming this objective beneath specific mandates to support capital markets, protect investors
and taxpayers, and reduce risk in the system, as S. 1271 does, leads to market failures for low and
moderate income consumers and traditionally underserved communities.

Consequently, we recommend that the Committee require the creation of an “Office of Community
Investment” in any federal guaranty entity it designs. Specifically, we recommend that at page 103, line
14 of S. 1217 the following language should be added:

P. 103, 1me 1Y: mserv new Sec. 233: Orrice oF Comnumny Inyesvmen

(a) GSTABLISHIMENT: txere Is esvaBLisxed witxm vie FIMIC an Orrice o Comnumny Investment, WXICX
SHaLL Be xeaveD BY tye Deruvy Director oF Comuumny Inyesument,

(8) ReSPONSIBILIVICS: txe Orrice oF Commummny Inyesument SHaLL ensuRe vHav te acvIviies OF txe
FMIC compLy ¥IVX vHe ReoUIRements OF tXIS ACt WX ReSPect t0 ensURING tXe BROAD aYalLaBILRY OF
sustalnaBLe MORLGaGe CREDIV t0 aLL GeOGRAPXIeS, XOUSING vYPes, MORvGaGe BaLances and POPULALIONS
In a sare anp SOUnD manner. SpeciFicaLLy, txe Orrice oF Communny Invesumenv SxaLL --

(1) ADMINISteR tXe MARKEY ACCeSS FUND -- Pursuant to vve GuIDeLmMes sev ouv In secvion [XX], [ec.]

(2) PERFORM ANMNUAL MARKEt ANALYSIS — as parv oF vie FINUC annual RePORVING PROCESS DeSCRIBED In
section [XX], vxe OFrice oF Comnumny Investment S¥aLL ~

(R) Conpuct an oveRalLL maRKev assessment, INCLUDING a neeDs anaLysIs to IDENIFY PRIORY and
unmev neeps In vHe XOUSING FInance markev, IDEMVIFY aReas VHav Xave Been UnDERSeRYeD BY VHe MaRKev as a
WHOLe, assess tHe PoventiaL causes OF VHese GaPs and evaLuave BARRICRS V0 anD OPPORVUMIVIES FOR aDDReSSIMG
VHOSe Gars.

(B) €xamme vXe CHaRaCveRISVICS OF aLL SeCURNIes msured BY vxe FMIC. Uxis exammarion sxaLL
assess anp ComPrage tHe DISLRIBUVION anD vHe VeRMS OF MORvGaGe Loans conmamed In vMe SeCURIIeS MSURED BY
FMIC DURMG tHe PREYIOUS YeaR WILX ResPect 10 Dcome and Raclal CHARACLeRISLICS OF BORROWERS OR Rentval
arFORDABILILY, INCOMe andb Raclal CHARACLERISVICS OF Census LRacts, L0an amounms, RURAL areas, LenbeR Size
anp type, arrORDaBLe MULLIFAMILY UNILS, IDeNvIFIeD PRIORILY and Unmev and UMDeRSERYeD SeGMents, and BY RISK
CHaRACLeRISLICS OF BORROWERS, acRoss seaments wixm FIMIC securnies anp compaged WX tHe OYeRaLL
magker as Reporvep I XIMDA roR txe PRevIOUs 3 YeaRs FOR WXICH Dava IS avalLaBlLe.

(3) eyaLuAte ISSUCR AND BOND GUARANTOR PERFORMANCE ~ txe Orrice oF Communmny Investment
WILL eSLVaBLISH and IMPLement a PROCESS FOR eYaLUatnG WHEtXeR, and vie extenmt v0 WHICK, CeRtam ISSUeRs
and Bonp GUaRantoRs Xaye PERFORMED WILX ResPect 10 txe PROYISION OF BROAD aYaILaBILILY OF SUstalnaBlLe
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MORVGaGe CREDIV 0 ALL GeOGRAPXIES, HOUSING VYPeS, LeNDeR SIZeS, MORVGaGe BaLances WItHIn vHe ReLeyanv
10an LDMILS, and POPULAtIONS. SUCK an eyaluavlon WILL —

(R) aPPLY vo any ISSUeR OR BOND GUARANTOR LXav, In tXe PREYIOUS YeaR, Was ResPonsiBLe FOR 5
PERCENt OR MORE OF alL SeCURIies sured BY vxe FIMUC, anp any ovXeR IssueRrs OR Bonp Guarantors
0N a DISCReLIONaRY Basls, and SHALL take Ito consiperavion —

(1) tXe cHaRacveRISLICS OF Loans In aLL SeCURIvies MSuReD BY vxe FIMUC FoR WHICH vHav
ISSUeR OR Bond GuaRantoR was ResPonsiLe In te PREYIOUS YeaR, VaKMG IO acCoumt txe FactoRs
consipered In vxe 1MaRrket AnaLysis anp vHe sarety and SounDness OF aLL SKCH Loans;

(2) txe exvemv OF measuRres vaken vo assist BORRONERS L0 SUCCeeD as XOMEOWNeRs,
INCLUDING MeasuRes vaKen v0 assIst BORROWERS eXPeRICNCING FInancial OR OVHER DISVRESS;

(3) txe errective use or Marxev Access Funp Resources;
({) CompLance WIvY anvIDISCRIMINAvION and CONSUMER PROLeCtion Laws; anp

(5) Any ovyeR ParRameveRs vxav vye Orrice oF Comnumny Investmem BeLieves aRre
necessaRy 10 a compLete anD acCURave evaLuarion.

(B) ProviDe FOR tMe SUBMUSSION BY €acX SUCX ISSUER OR GUARANLOR OF a StRaveGiC PLan FOR
aDDReSSING unmetr neeps OR UNDERSERYeD MARKetS IDeNtIFIeD I VHe MaRKet analysis OR OvHeR
Weaxnesses IDentiFied In vHe eyaLuation.

() esvaBLISY a PROCEDURE FOR RatinG Leyel OF PERFORMance and aPPLYMG Incemtives anD PenaLties
CORRESPONDING 0 LeyeLs OF PeRFORMance, excepy tyat tie Orrice or Comumunny Inyesumenv SxaLL
nov evaLuate vHe ISSKeRS OR BOND GUARaNtORS BaseD SOLELY 0N tHe YOLUMe OF Loans FaLLMG INto
PaRVICULAR CateGoORIes.

P. 104, arter Line 8: mserv new OFrice:

“Txe CoRPORavION SYALL estaBLISK an OFFice OF vye OmBuUDSMan vo Recerve COMPLAIS FROM
HOmeowneRs, XoMmeowneRs’ RePResenvatiyes and OvHeR DesIGhaved VHIRD PaRvies CONCERNMG VHEIR
MORVGAGEe ORIGINALOR OR SeRYICeR. UXe OMBUDSMaAnN SHALL Haye vXe aUvHORIY L0 InyestiGave,
INCLUDING BUT NOV LIMIteD VO VXe RIGHY O OBvalm IMFORMAvION, DOCUMENTS, and ReCORDS, In WXaveyeR
FORIM KePv, FROM tHe SERYICeR, and v0 ReSOLYE DISPULES Berween any XOMeOoWNneR and vie SeRYICeR OF
a Loan MSuRrep BY vxe CorroRavion.”

We believe that an Office specifically tasked with identifying how well any federal guarantee is
succeeding in meeting the broadest possible needs in the marketplace is critical. We stress that the
office and the requirements for reporting with which it would be tasked is not intended to replicate the
housing goals regime adopted for Fannie Mae and Freddie Mac in 1992. The approach we are
recommending would build on sensible changes made to the Fannie and Freddie requirements in the
2008 HERA, which eliminated HUD’s prior responsibility to set goals based on assumptions of future
market outcomes. Instead, like the 2008 amendments, the regime we have proposed would compare
the overall system’s outcomes and those of its largest customers against well-understood and
documented trends in the primary market over time. It assumes that production in the secondary
market system as a whole, and among the largest customers of a federal guarantee, will track the
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market well. Only in instances of persistent failure to demonstrate this would this proposed Office have
the authority to step in. It would be tasked in such cases with working with the customer to identify
causes of the discrepancies, and strategies for overcoming them. Because no regime is fully effective
without genuine enforcement tools, the FMIC should be empowered to reduce access to the guarantee
by issuers that fail to demonstrate they are serving the whole market, and resist making changes in their
approach to rectify this. This power should include excluding persistent non-performers from the
insurance altogether.

We strongly believe that a regime like the one we have described is necessary to produce the outcomes
described in the introduction to these recommendations.

The evaluation of both its overall activity and that of the largest issuers should be an integral part of the
FMIC’s reporting responsibilities. Hence we recommend the following changes to the proposed S. 1217:

P. 31, Line 2: arteR “secuRrIties” ISseRt “IMCLUDING VHe state and Functionma oF vye UBA marxer anp a pevaiLep
DISCUSSION OF XOX It Xas PROYIDED tHese Benerits acROsS alLL Income LeyeLs, Races, evHnICIies, Genbers,
HOUSING tYPeS, and GeOGRAPXICAL Locatlons;”

P. 31, Lme 3: mseRv nex sussection (F) “vxe Orrice oF Comnummny Investment’s Review OF ISSUERS’
PeRFORMaNce aGamst MaRrkev StandparDs FOR INCLUDIMG FOR WXOM access v0 MSURAaNce Xas Been Limited OR
veRmInaveD as a ReSULY OF LHe eyaLuations, and a RePOR On txe state and acuIvnies oF txe NMarkev Access
Fiunp [apD OvHeR MOUSING FUMDS as WeLL vo vxe exvent viav HUD SHOULD Be RePORVING on viose;” [anp
ReNUMBeR SUBSeQUeNt SUBSeCtions ]

P. 31, Lines 5-9: end sentence arteR “MarKet” and StRIKe tHe RemaibeRr.

P. 31, Line 12: arteR “HOUSING MaRKer,” MSERV ‘and access t0 MORLGAGe CReDIV BY CURRENT HOMEONNERS anp
FIRSY VIme HOMEeBUYERS and OWNeRS OF Remtal XOUsInG,”.

Further, to assure that issues of affordability and access receive sufficient attention and focus in the new
entity, p. 39 line 15 should be changed as follows: before “availability” insert “broad” and before
“credit” insert “sustainable” and after “credit” insert “to all geographies, housing types, lender sizes,
mortgage balances within the limits set forth herein, and populations”.

On p. 40, line 4: before “all geographic locations” insert “all qualified borrowers and”

This focus on assuring access to credit also should be included in the goals against which the first loss
credit providers are judged, and against which possible alternative means of providing that credit
enhancement are measured. Hence, we recommend the following changes to the text of S. 1217:

P. Y3, Line 22: StRIKe “CONSIDER HOW” anD RePLace WILX ‘ensure vxav”.

P. YY, 1me 3 anp Y: Reprace ‘ImPacts” WX “‘maximizes” and arter “CReDIL” MSeRt “on egual anp
VRaNSPaRent teRms”.

P. Y4, Lme 8: arter “consumers” mseRrt ‘RePReSENtING a BROAD RanGe OF GEOGRAPXIC LOCATIONS, HOUSING tYPeS,
Income and WealtX CateGoRIes, and Raclal and etXNIC BaCKGROUMDS”.
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P. YY, Lme 9: arter “arroRpaBILtY” aDD ‘FOR BORROWERS aCROSS a BROAD RanGe OF GEOGRAPHIC LOCatIons,
HOUSING tYPes, INCOMe and WeaLvX CaveGoRIes, and Raclal and evHnIC BaCKGROWMDS”.

P. Y4, 1me 11: arver “aLvernavives” mMseRt “tHar PRIORIIZE VHe PRESERYAtIon OF XOMEONNERSHIP WXen
CONSISteNnt WX vHe INveRests OF INYeStoRs”
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P. YY, Lme 12: RepLace “IveRacts” WX “SUPPORVS”.

P. Y4, Lme 15: StRIKe “anp” and IseRv new sussecvion, (Y1) “PROMOvES CREDIV ayaILaBILRY LHROUGHOUY
BUSINeSS CYCLes, and”.

This responsibility should extend to the broader market regulation responsibilities of the FMIC. Hence,
we recommend the following changes:

P. 88, Lme 18: arter “marker” mseRt *, as LonG as SUCH COMPeLIvION DOeS NOv IMPaIR eItHER Sarety and
SOMDNess OR CONSWIMER PROvection”.

P. 88, Lne 22: arteR “magxer, seRv *,as LONG as SUCK COMPeETIIYe PRICING DOES NOv IMPAIR CItHER Sarety
anp sounpness OR CONSWIMER PRovection”.

P. 88, Lme 23, arteR “anp” mseRv “BROAD” and arveR “CREDI” ISERV “aCROSS aLL GEOGRAPHIC Locavlons,
XOUSING tYPeS, Income anb WealtX CateGoORIes, and Raclal and evHNIC BaCKGROUND anp tHav vMeRe IS a ROBUSY
SeconDaRY MmaRKet FOR CReDIt exvendeD PURSUAMY t0 ReGULALORY OR SLAatUtORY ReQUIReMeNts FOR WHICH PRIMARY
MaRKev ORIGINAVORS aRe ResPonsiBLe” [OR “MecessaRY to ensuRe tx¥av tye PURPOSeS OF tXe CORPORatION as Lalp
out In vxis Acv are mev.”]

Down Payment Requirement

The bill would require a minimum down payment of 5 percent for any mortgages backing securities
insured by the FMIC. We strongly oppose legislating a minimum down payment for a number of
reasons.

First, we believe such a requirement will unduly restrict credit to low wealth borrowers that have been
shown to be good credit risks with strong performance even through the most recent extreme credit
cycle. AJanuary, 2012 report by the University of North Carolina’s Center for Community Capital and
the Center for Responsible Lending® found that down payments have relatively less effect than other
underwriting factors on loan defaults of standard, fixed rate prime loans with full documentation, but a
very large impact on access to mortgages by low wealth borrowers. Between 7 and 30 percent of the
borrowers who had such mortgages originated in 2000-2008 and were current on them in 2012 would
been excluded from the market if a down payment of between 3 and 10 percent had been required.

The mortgage reforms adopted by the Dodd Frank Act and recently put into regulations by the
Consumer Financial Protection Bureau (CFPB) have reestablished basic requirements for lenders that
should restore a broad market standard of safe and sustainable mortgages. By requiring lenders to
make loan decision based on a the borrower’s ability to repay, making them liable for this
determination, and providing a safe harbor for compliance with this requirement through the Qualified
Mortgage (QM) definition, these regulations have eliminated the mortgage product features that
demonstrate the largest historical negative influence on mortgage performance.

Down payments do make a difference in loan performance. But other factors, such as product type,
delivery channel, quality of servicing, credit history and overall debt loads have far greater effects. An

* Roberto G. Quercia, Lei Ding, Carolina Reid, Balancing Risk and Access: Underwriting Standards for Qualified
Residential Mortgages, Center for Responsible Lending and UNC Center for Community Capital (Revised
March 5, 2012)
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arbitrary legislative requirement for a 5 percent down payment will eliminate many credit-worthy
borrowers from the FMIC universe of covered loans. One perverse consequence will be to shift these to
the FHA, where the US Government bears all of the credit risk, rather than sharing it with private credit
enhancers as envisioned in S. 1217.

Establishing the characteristics of eligible loans for securitization with FMIC insurance is one of the most
important functions that the FMIC will have to perform. The Committee should not establish any
arbitrary limitations on this authority, but instead require the FMIC to take into account the full range of
loan and borrower characteristics that influence loan performance when setting its standards.
Moreover, leaving this authority with the FMIC, rather than in the statute, will enable the FMIC to
respond to changing market conditions, some of which might lead it to increase down payment
requirements beyond what is proposed in S. 1217. This is the appropriate means to create a durable
and market-sensitive system.

Support for New Products and Hard to Serve Markets

Title IV of S. 1217 establishes a new “affordable housing allocation” in the form of a fee levied on all
securities receiving insurance through FMIC. We strongly support this provision in Section 401, but
believe it should be extended to all mortgage backed securities.

To address issues of access and affordability beyond those that must be produced by the system’s
everyday operations as described in an earlier section, we support the creation and funding of a multi-
purpose fund that builds on Title IV of S. 1217 so that the new housing finance system can better serve a
range of housing needs. In particular, we support assessing all mortgage backed securities (not just
guaranteed securities) a 10 basis point annual user fee (i.e., a “strip”) that would be used to support a
new Market Access Fund and the two funds created under HERA — the Housing Trust Fund and the
Capital Magnet Fund. These funds, each of which uses a different mechanism to serve very different
housing purposes, would be administered, respectively, by a separate office within the federal guaranty
agency, HUD and the Treasury’s CDFI Fund. We strongly suggest that percentage allocations to the
three funds provided in Title IV be reconsidered to assure that the allocations more closely reflect the
needs that each fund addresses.

A Market Access Fund financed through this fee at the FMIC is needed to ensure that the new system
has the means by which it can foster responsible mortgage product innovation; support the provision of
affordable credit on responsible terms in hard to serve geographies; for products with more limited
volumes that might otherwise be unattractive to private credit enhancers, lenders or securitizers; and
to assure that the needs of the broadest possible range of creditworthy borrowers can be met at a
reasonable cost.

We believe that the FMIC's ability to share risk, extend credit enhancements, and foster product
development, research and testing is critical to the overall success of the model in S. 1217. Separating
the funding for such activities and allocating it to another agency like HUD that would then be tasked
with collaborating with the FMIC for this purpose is needlessly complicated. There is every reason to
make sure that the FMIC can maintain its relations with other risk bearing counterparties on whom it is
relying in issuing its insurance and control the terms, funding, evaluation and consideration of potential
risk-sharing and credit enhancement arrangements with those counterparties.
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Consumer Protection in Mortgage Servicing

The recent crisis has demonstrated how critical uniform serving standards are to the proper functioning
of the market in times of stress. S. 1217 would appropriately require all securities receiving insurance to
include standard pooling and servicing agreements. We fully support these requirements.

In order to strengthen consumers’ protections in such standard PSAs, we recommend the following:

P. 95, Lme 22: SURIKe “COYeReD SeCURITIES WHICH aRe INSURED IMDeR” and RepLace NIV “any seCURItIes WHICX
aRe SeCURIIZED VHROUGK tHEe CONUMON SeCURRIZED PLAtFORM eStaBLISHeD BY.

P. 96, Line 13: IseRt new sussection (2):
“(2) Loss mitiGavion, INCLUDING VHe DeyeLOPMeNnt OF IMIFORM StanbaRDS and PRactices

(R) ReQUIRIMG SERYICERS VO OFFER XOMEOWNeRS aFFORDABLE L0an MODIFICAtIONS consistent
WK a PUBLICLY avalLaBLe nev PResent yallie DeteRminarion as Dermmep BY ve CORPORation;
anp

(B) ReQUIRING SERYICeRS TO ReFRal FROM MRIAvING a JUDICIAL OR NON-JUDICIAL FORECLOSURE,
OR WHeRe a FOReCLOSURE Xas Been Imiviated, FROM taKInG any abpplvionaL steps In vye
JUDICIAL OR NONn-JUDICIAL FORGCLOSURE, O1Ce an INItIaL Reguest FOR LOSS MItIGation Has Been
mane BY VHe HOMmeowneR, UntiL compLetion OF tHe Reyiew OF any LOSS Mmitication
aPPLICatIon, IMCLUDING WRItTeN novice v0 tHe Xomeoxner documenting any penial and a
ReQuISIve aPpeal PROCeSS;”

P. 97, LIne 9: InseRt arteR “INYeSTORS”: *, and CONMUMUNMILY StaKeHOLDERS and RePResenvatIves OF HOMeowners”.

Reliance on Private Credit Enhancers

S. 1217 would authorize a structure for secondary mortgage market finance that relies heavily on
private credit enhancers bearing the primary risks of mortgage performance. The federal guarantee
that would be provided by the FMIC only would provide for a “catastrophic” layer of insurance for bond
investors after these private credit enhancements are exhausted.

Section 202 defines the level of risk for which primary credit enhancers are expected to be responsible
as adequate to withstand adverse markets through a range of cycles over the last 100 years, and, in
section 202(a)(2), “is not less than 10 percent of the principal or face value or the covered security.”
This language seems to qualify the broader liability described in Section 202(a)(1), and suggests that it
would be possible for the private credit enhancer’s losses to be stopped at 10 percent of the face value
of the principal they have guaranteed, bringing the federal insurance into play after that. We strongly
oppose any form of “stop loss” insurance that would limit the primary credit enhancer’s responsibility
for absorbing losses ahead of the government. We recommend this subsection be removed because it
suggests such a stop loss arrangement.

Elsewhere, the bill sets a requirement that private credit enhancers retain sufficient capital to represent
at least 10 percent of their obligations for any insured securities. While we strongly support the
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intention that these credit enhancers are sufficiently well capitalized to withstand complete market
cycles, including extreme events like those of the 2008-09 period, we do not believe it is appropriate for
Congress to try to establish this level through legislation. This is a responsibility that should be lodged
with the FMIC in its role as regulator and counterparty to these primary credit enhancers. Thus we
recommend the following change in the bill:

P. Y2, Lmes 20-21: StRIKe VXIS SuBsection (2) anp msteap peRmI vxe FIMUC vo sev txe PercentaGe BaseD on
VHEIR assessMment OF WHav IS ReQUIReD BY suBsection (1) aBove. “Is SUFFICIeNt t0 meet LXe CONDIVIONS OF
PaRaGRaPX (1) aBoye, and WXICK SYALL Be aDJustaBLe av vie DISCRetion OF txe FIMUC vo accolm FOR CHaNGNG
€CONOMIC CIRCIOMStances and vye tyPe OF INSLRULION(S) StandMG In tHe FIRSL-LOSS POSIvION.”

The bill also authorizes the use of both monoline credit insurers or bond guarantors and capital markets
executions like senior subordinated bonds, credit linked notes, etc. We strongly urge the Committee to
restrict primary first loss providers to well capitalized insurers and guarantors and not to authorize the
use of capital markets structures.

Because the system envisioned by S. 1217 assumes that there will be sufficient capital available to
absorb losses before FMIC insurance is needed it is imperative that these credit risk bearers be well
regulated, fully capitalized, and monitored on an ongoing basis. Moreover, because the foundation of
the proposed system is primary risk bearing on a broad portfolio, for which the insurer would be
responsible across issuers and securities they insure, the use of capital markets executions that are
pertinent only to one issue reduces the amounts of capital actually available when needed and does not
encourage broad assessment by the credit enhancer of market trends and circumstances. In addition,
such executions are pro-cyclical in nature, inasmuch as the private capital needed for lower-rated
tranches or higher risk portions of a security will be the most sensitive to broader liquidity and capital
cost factors outside of the mortgage market. One of the important justifications for the federal
government to have a role in the mortgage system is to foster stability and liquidity through full market
cycles. Capital markets structures inherently undermine this objective.

One of the important features of the current mortgage market is the so-called “To Be Announced (TBA)”
market in mortgage backed securities. Because of the federal guarantee behind Ginnie Mae and GSE
securities, and the exemptions they have from SEC registration, securities can be marketed to investors
before loans that will back them are actually originated and pooled. Consumers benefit from this
market in numerous ways. Most notably, the TBA market makes it possible for consumers to obtain
forward rate locks. Also, the depth of the TBA market and the fungibility of the securities that are
approved for good delivery into these pools narrow the bid-ask spread on mortgage backed securities
and reduces the costs of mortgage funding through greater participation in the market and reduced
friction in their sales.

We believe that the use of capital markets structures to provide first loss coverage will weaken the TBA
market. Such structures require extensive disclosure to investors in order to enable them to price the
risk they are assuming in different tranches under such transactions. Greater disclosures erode the
homogeneous and fungible characteristics that are essential to the functioning of the forward traded
TBA market.
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Bond guarantors also will need to understand the composition of risks in the securities they guarantee.
But this information would not need to be disclosed to securities purchasers because they will be
looking to bond guarantor, and ultimately the federal guarantee for their expectations of repayment.
This is similar to how the current system under Fannie and Freddie functions and it has provided a deep,
liquid and stable market for decades. This is the model that should be adopted in a new system.

We would expect credit insurers to use various means to secure and maintain the capital necessary to
meet their obligations. Capital markets structures that reinsure and spread this risk are likely to be one
of the ways in which this is done, and we support the availability of such structures to primary credit
enhancers. But we strongly urge the Committee to restrict the providers of first-loss credit
enhancement in this system to only well regulated credit insurers.

The statute should give the FMIC stronger regulatory oversight authority over primary credit enhancers,
in terms of capital, safety and soundness, and their effectiveness in achieving the other functions of the

system. It is more feasible for the FMIC to soundly regulate approved institutional credit insurers than to
effectively monitor a large number of issuers and structured transactions.

Access by Smaller Lenders

It is very important that any new mortgage finance system is available to the widest possible universe of
mortgage originators. Under the system proposed in S. 1217, this will require specific attention and
action by the FMIC, because otherwise the natural tendency of the market to aggregate issuance
functions into a relatively small number of very large institutions will shut out smaller banks, credit
unions, and CDFIs that cannot or choose not to develop the warehousing, back office and other
infrastructure necessary to manage a securities issuance capacity. Fannie Mae and Freddie Mac are able
to purchase whole mortgages from such entities through their portfolios. For many smaller lenders, the
ability to retain servicing rights to the mortgages, and thereby retain contact with their customers is a
critical factor. Most large commercial aggregators only acquire mortgages if they convey with the
servicing rights, which provide a source of long-term fee income, along with the potential for acquiring
and cultivating customers for other purposes. They also can make other demands on originating
creditors using them as conduits to the market, including integration of automated underwriting
systems and other essential business processes that can limit the choices credit originators ultimately
have in choosing among different products and secondary sales outlets.

S. 1217 would require the FMIC to develop standards and guidelines that will reduce any artificial
barriers to participation by smaller lenders. This includes the provisions in the bill that bar differential
pricing of the federal guarantee based on either volume or the size of the issuing institution. It also
requires the FMIC to “facilitate securitization of eligible mortgages originated by credit unions and
community and midsize banks without securitization capabilities.” We support these requirements.

There are other means to achieve this goal, as well. Foremost among them is the Federal Home Loan
Bank System, which is identified in the bill as a potential solution. We strongly support taking advantage
of the existing mutually owned FHLB system for providing liquidity for smaller lenders. The bill leaves
this as a option for each of the 12 regional FHLBs, but would not require any of them to provide this
function. We strongly support including provisions that would require the FHFA, in its capacity
overseeing the FHLBs, or its successor, to promulgate regulations that would require the FHLB system to
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provide this function, either through all banks, or through a selection of one or more of them that would
serve this function for any member of any of the FHLBs. This would solve the problems of small bank
access that the proposed new mutual corporation is designed for without setting up a new entity with a
further implicit federal guarantee, as we believe S. 1217 does. It would reestablish an important role for
the FHLBs. And it would build on a well-established, well regulated system that withstood the financial
crisis in very good shape.

Thank you again for the opportunity to comment on the Committee’s work. Please do not hesitate to
follow up with any questions about these recommendations with Barry Zigas, CFA’s Director of Housing
Policy, at bzigas@consumerfed.org
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