from encouraging the extension of risky loans that put households in financial jeopardy and seed systemic
risks.

In the mid-2000’s, private-label mortgage backed securities grew to surpass Fannie Mae and Freddie
Mac’s market share, as the GSEs new business as a share fell from 57% in 2003 to just 37% in 2005 and
2006.™" Eventually, Fannie Mae and Freddie Mac increased purchases of non-traditional loans, which
generated substantial losses. For example, Alt-A loans represented just 7% of Fannie Mae mortgages
from 2004 and earlier, but increased to about 20% in 2005 and 2006.

Such purchases were not driven by policy concerns. Alt-A mortgages are generally characterized as loans
to borrowers with good credit but using nontraditional underwriting standards. For example, Alt-A loans
often use no or limited documents of income and assets. A Federal Reserve review states that 50% to 60%
of Alt-A loans generally involves low documentation, but that share increased to 78% by the end of
2006.™" Loans without income documentation, particularly if used as a way to inflate income, are less
likely to be claimed to be to lower income borrowers. In fact, according to the GSE’s second quarter
2008 credit supplements, the average loan amount for an Alt-A loan purchased by the GSEs was above
$170,000 and only a small share — 5% - of these loans had LTV above 90%. Further, the average FICO
score on Alt-A mortgages was a reasonably strong 715 for Fannie Mae and 724 for Freddie Mac.

There are also reasons to believe Alt-A loans are not targeted toward underserved neighborhoods. Using
the average outstanding balance and mark-to-market LTV, the average value of property behind a Fannie
Mae Alt-A loan was over $250,000 in 2007, substantially greater than other “non-traditional” loan
categories and over 15% greater than the median sales price for all existing single-family homes that year.
These Alt-A loans led to substantial losses. In the first half of 2008 (the half preceding conservatorship),
Alt-A loans accounted for nearly 11% of Fannie Mae’s single-family book of business, but accounted for
over between 43 and 49% of their credit losses.

Meanwhile, data from FHFA shows Fannie and Freddie purchased roughly 9.5 million loans between
2005 and 2007 that qualified for one or more affordable housing goals. Nearly 73% of these had loan-to-
value ratios of 80% or less. Less than 17% had LTV ratios over 90%.™™ Applying the reported ever 90-
day delinquency rate of all GSE loans by LTV categories, the estimated default rate of loans purchased in
this time period by Fannie and Freddie with this distribution of LTV ratios is barely above their overall
default rate for all loans purchased over the period. Even if we conservatively apply the default rate for
loans under 660 within each LTV bucket, this increases the roughly estimated default rate for these loans
to a leve substantially below the comparable default rate for all loans financed by private-label securities,
regardless of LTV or FICO. Further, in comparisons of rates of serious delinquency between the GSEs
and the private label market in all categories of LTV and credit score for loans originated and acquired
from 2001 through 2007, GSE loans outperform private label MBS loans, usually by huge margins. ™

Taken together with our research findings on a large portfolio of loans originated under Community
Reinvestment Act and Affordable Housing programs, these results support the conclusion that the use of
prime-market-rate, fixed-rate mortgages for lending to low- and moderate-income borrowers lead to
lower defaults than non-traditional loans by private origination channels.

Transparency and Accountability are just part of the solution

Clearly, rebuilding the US financial system is no easy task, but learning from the past — both what worked
well and what failed - offers the opportunity to establish a more stable system than ever before.
Accountability and transparency are two critical elements, and coupled with consumer protection
measures of Dodd-Frank, comprise part of the overall solution. But alone, they will not replenish the flow
of capital needed to support a robust housing market over the long term and through business cycles. In
fact, even as the pure private market gradually returns, a sole reliance on pure private markets will put the



housing market recovery at risk in the short term. In the long-term, it will leave some markets in some
economic cycles cut off from a liquid supply of mortgage credit on fair and sustainable terms and the
entire economy exposed to bubble-bust cycles. To return to long-term vibrancy and resilience, the system
must also provide for liquidity on a broad and constant basis; stability; and access to affordable financing
for homeownership and rental.

Broad and constant liquidity to fund the §11 trillion US mortgage market

A substantial share of the market can be served mostly by private capital with the provision of a limited
federal backstop that is highly protected by adequate private capital in the first loss position, and that is
explicit and paid for. Such a mechanism will provide investors the confidence to deliver a reliable supply
of capital for both rental and homeownership options, every day and in every community, during all kinds
of different economic conditions, through large and small lenders alike.

Financial stability instead of volatility

As we have been reminded, when left to its own devices, the mortgage market is inherently inclined
toward extreme bubble-bust cycles, which cause significant wealth destruction that brings with it
devastating repercussions not only for homeowners and lenders but also for neighborhood stability, the
financial system, and the broader economy. Mitigating that tendency requires strong, consistently
enforced underwriting standards and capital requirements that are applied equally across all mortgage
financing channels for the long cycle of mortgage risk, and mechanisms that assure countercyclical
funding availability.

Affordable and sustainable financing for both homeownership and rental housing

Liquidity and stability are essential to affordability and, for most families, the lower housing costs
produced by the modern mortgage finance system over the past half century (before the recent crises)
enabled them to build equity, save, and invest.

A pillar of this housing system is affordably priced long-term, fixed-rate, fully self-amortizing,
prepayable mortgages. The long term provides borrowers with an affordable payment while the fixed-
rate, the option to prepay, and self-amortization features provide the financial stability and forced savings
that are critically important to most families, while retaining the opportunity for mobility.

Multifamily rental housing also gains stability from long-term, fixed-rate financing as it results in more
affordable and stable rents.

In the absence of government policies designed to explicitly support long-term, fixed-rate mortgages, it is
likely that this type of mortgage would largely disappear from the U.S. housing landscape or become
unaffordable to the nation’s middle class, which has been so effectively served by 30-year residential
mortgages, and to the nation’s many renters who rely on multifamily property owners” ability to finance
and refinance their apartment buildings.

Liquidity, stability and the efficiently priced long-term fixed rate mortgage contributed to the building of
a strong middle class and has been an important guiding concept in modern U.S. housing finance
policy—and a key component of the American socioeconomic mobility of the 20th century. It has not
always been available to all qualified borrowers, however.

Broad access to such sustainable financing for all qualified homeowners and renters can be achieved in
the future -- if successors to certain GSE functions are structured to be able to make non-QRM mortgages.
With adequate capitalization, standardization and oversight, GSE successors should facilitate certain non-
QRM mortgages in a way that protects taxpayers while adding stability to the housing market.



In conclusion, restoring investor confidence in the mortgage market will require much greater
transparency than in the past. It will also require more accountability on the part of agents, as envisioned
by the Dodd-Frank Act’s risk-retention provisions. However, regulators should proceed with care to avoid
putting an unintended and pro-cyclical damper on the fragile finance system. In particular, our research
suggests that a broad QRM definition will better balance the value of risk-retention with the goal of
reducing the government role in the market from current levels and protecting the taxpayer over the long
run. Our research suggests that it is more appropriate to apply risk retention requirements to mortgages
with features that in and of themselves increase risk, rather than to borrower characteristics. Finally, the
ultimate impact of these measures is highly dependent on the form that the mortgage secondary market
takes. As you move forward in this complex reform process, it is important to bring private capital back
and protect the taxpayer, but it is also important restore the financial system so that it works better for the
American households who rely on it for their economic security. You cannot have true transparency and
valuable information at any level if] at the origination level, the risks are not understood by the borrower.
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