FDIC: Speeches & Testimony Page 1 of 4

FEDERAL DEPOSIT
INSURANCE CORPORATION

' HOME | DEPOSIT INSURANCE | CONSUMER PROTECTION | INDUSTRY ANALYS!S | REGUILATION S EXAMINATIONS| ASSET SALES | NEWS & EVENTS | ABOUT FOK: |

Home > News & Events > Speeches & Testimony

Speeches & Testimony

American Securitization Forum {ASF) Annual Meeting
Remarks of FDIC Chairman Sheila C. Bair
June 6, 2007

I would like to acknowledge up front the leadership of the American Securitization Forum in working with
us to address some of the problems in the subprime market. | thank you for stepping up to the plate —
especially your Chairman, Greg Medcraft, and your Executive Director, George Miller. It hasn't been
easy for any of us. This is a very complicated market. There’s a lot of meney at stake, and millions of
people whose homes are on the line.

But | think we’re making good progress in developing solutions that promote a stable secondary market,
and that benefit most market participants and borrowers. The immediate task is to sustain
homeownership by ensuring that servicers have the flexibility they need to make prudent loan
modifications, if it is reasonably foreseeable that a loan may default. The next thing we need to do is to
come up with national standards for all subprime lenders.

Strong underwriting standards will bring stability to this market going forward. It will help keep families in
their homes and help others buy homes in the years ahead. The market also needs to know when and
how troubled loans are modified. Transparency promotes market stability.

Subprime mortgages have benefited Wall Street, and boosted homeownership across the country. The
trick now is getting all the actors working together -- from Main Street to Wail Street to Washington -- to
get this market on track as an engine for sustainable homeownership.

Positive Benefits

With little doubt, mortgage securitization has been a net positive for many middle- and lower-income
communities, as well as the broader economy. Homeownership is at record levels. And lenders have an
effective tool for managing and diversifying risk. The liquidity provided by private label mortgage-backed
securities (MBS) has been a significant factor in the growth of nontraditional and subprime mortgage
lending.

Let me give you & couple of numbers:

s The share of U.5. mortgage debt held in private label securities doubled between 2003 and 20086,
from 9 percent to 18 percent.

This increased liquidity allowed lenders to make these mortgages more widely available.

e As a share of all mortgage loan originations, subprime loans more than doubled from 8 percent
in 2003 to 20 percent in 2005.

Problems
While this market-driven process has evolved in remarkable ways over the years, the process is now

clearly under stress. Significant changes in the subprime mortgage market in recent years have
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substantially complicated the relationship between borrowers and lenders. Mortgages have become
commedities, involving multiple players. As a result, it may be easier to get credit but it's much harder to
resolve troubled loans. When the market turns as we've seen in recent months, workout strategies for
troubled loans in securitized structures are much tougher to put together.

Further complicating the situation is the fact that the investors may see their interests differently, with
each other, or with the borrower. As all of you know, the problems in this market are a major concern for
the FDIC. in March, the FDIC and other federal bank regulators jointly proposed new guidelines for
underwriting and marketing subprime mortgages. We've received over 100 public comments on the
guidelines. And we hope to finalize them later this month.

Protecting Current Borrowers

These proposed rules are designed to assure strong underwriting and consumer protection for subprime
mortgage lending by banks. | am hopeful that Congress or the Fed will act to impose comparable
requirements on nonbank lenders te prevent future abusive lending practices. There remains the urgent
issue of how to address an estimated 2 million loans that will reset over the next 18 months. Almost
three-quarters of securitized subprime mortgages originated in 2004 and 2005 were “2/28 and 3/27"
hybrid loan structures. These loans have lower payments during the first two to three years but then
reset to higher interest rates that impose payment “shocks” of 30 percent or higher. Those are huge
increases. Most subprime borrowers will be unable to make the payments on these loans after they
“reset.”

Further compounding this problem is that fewer and fewer of these borrowers are able to refinance
because of the slowing rate of housing appreciation, and the financial difficulties facing subprime
lenders. Many borrowers could avoid foreclosure if they were offered alternatives that aliow for
affordable mortgage payments. Restructuring their loans would bring them back to good standing, allow
them to repair their credit histories and dampen the impact that foreclosures have on the broader
housing market. Most important, people would be able to stay in their homes.

In April, | testified before Congress on the subprime market and the difficulties that exist in developing
practical solutions for troubled borrowers whose loans are in securitization structures. The FDIC, along
with the other federal regulators and industry, including your own George Miller, have been talking
regularly about how to deal with this problem, most recently last week in Washington. We have focused
mainly on how market participants could help resolve the difficulties in modifying the mortgages that are
locked into securitized pools. Our goal is to facilitate an exchange of ideas and industry-led consensus
on ways to help struggling borrowers avoid foreclosure, while maintaining the integrity of the secondary
market.

One of the clear messages we heard is that loan modifications that provide sustainable mortgages for
borrowers are generally the best option for investors and borrowers. Foreclosure rarely is. Sustainable
mortgages help give the markets stability both for current borrowers and investors, and for those in the

future as well. This is an issue | hope we address squarely and not just end up kicking the can down the
road.

Another important message from the industry, not surprisingly, is that more and better information is
needed. As loans are modified, investors need to know. They need {0 see the details. This ties in very
closely to our goal of sustainable mortgages. If a loan modification puts a borrower into a loan that he or
she can afford, and the details about that modification are disclosed, we believe this will create
additional market pressure for sustainable loan restructuring. Sustainable [oan modifications avoid
ongoing financial distress for borrowers, help keep them in their homes, ease demands on servicer
resources and help assure stable income flows for investors. This, too, will give greater stability to the
market.

ASF Principles

The ASF has taken a real leadership role in trying to resolve these issues. | commend the ASF and the
membership for developing principies and guidelines for modifying subprime loans. Those principles
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recognize and support many of the key conclusions reached in our discussions with the industry. These
include:

e The importance of loan modifications as a loss mitigation tool;

+ The importance of establishing early contact with borrowers and taking action prior to default
where it is reasonably foreseeable;

s The need for modifications that provide sustainable and long-term solutions;

o The need for amendments to existing securitization agreements that prohibit or restrict servicer
flexibility; and

¢ The need to establish greater clarity and consistency in investor reporting and the treatment of
modified loans for purposes of “triggers” that control the release of excess cash flow.

| also want to highlight the principle that specifically encourages servicers to conduct maodifications that
are in the best interest of the borrower. This principle alone should ensure that the borrower’s needs are
not subordinate to the interests of everyone else. Finally, } fully support the ASF’s commitment to
develop standard, uniform model contractual provisions governing a loan servicer’s ability to make loan
modifications in future securitizations.

| appreciate that ASF has a number of interests to balance. However, | do wish tc emphasize my strong
belief that modifications should be for the long term. This is an absolute necessity if we are to stabilize
neighborhoods and preserve the homeownership gains of recent years.

So, where do we go from here? The next big step is finalizing our regulatory guidance. As | said, we
hope to get these rules out in June. Our new rules focus on two fundamental consumer protection
principles. First, a loan should be approved based on a borrower’s ability to repay according to its terms,
not just at the initial rate.

We say subprime loans should be qualified and underwritten based on the borrower’s ability to meet
fully-indexed and amortizing terms. In my view, this is simple common sense. | don't think any of us
would advise our kids to take out a loan they can’t repay. But to make good choices, borrowers need
clear, easy-to-understand information.

The proposed guidance provides that mortgage product descriptions and ads should provide clear,
detailed information about all costs and features, including payment shock. All the regulators, both
federal and state, feel very strongly that clear, common sense underwriting and marketing standards for
subprime mortgages are extremely important. So, | believe our current draft will remain largely intact.
Without strong rules we can't protect consumers. Nor can we reinforce the market discipline that
preserves a steady flow of capital for responsible lending.

Looking to the future, | believe that the ultimate solution is a national standard for subprime mortgages
regardliess of who does the underwriting. There are two core elements for developing a national
standard: One, underwriting standards that truly measure the ability to repay. And two, marketing
standards that require upfront, complete, and clear cost disclosures for adjustable rate and non-
traditional loans and prohibit deceptive advertising based on teaser rates or misuse of the word “fixed.”

A national standard should deal with abusive prepayment penalties and the use of “stated income”
loans, issues that are also addressed in our proposed guidance. One way is for the Federal Reserve to
use its powers under the Home Ownership and Equity Protection Act (HOEPA). New HOEPA rules
could strengthen protections for subprime borrowers. And they would apply to bank and non-bank
lenders alike. An additional advantage would be a clearer standard for secondary market liability by
allowing it only if the loan was abusive on the face of the loan documents. This feature could provide
necessary comfort to the market, while protecting against truly egregious lending. Members of the
Senate Banking Committee have urged the Fed to use this authority. The Fed will hold a public hearing
next week on HCEPA. The FDIC supports the Fed’s efforts and would welcome new rules against
abusive subprime or predatory lending practices.

Investors and Good Citizenship
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I'd like to end by pointing to the obvious. We're all in this together. All of us bear some responsibility for
the turmoil in the subprime market. And all of us need to be a part of the solution. And let’s be honest
about it. Hybrid ARMs were never made based on the assumption that the borrowers would be able to
make the payment once the loan reset. They were designed as two- or three-year “bullets,” with the
assumption that home appreciation would allow the borrower to refinance at or before reset. Given
current conditions in the housing market, this business model is no longer viable. But market
participants should not now claim to be shocked that borrowers are in distress.

Let me be clear, regulators support subprime mortgage lending. Securitization has injected tremendous
liquidity and strengthened the American marketplace. But products such as the 2/28 and 3/27 hybrid
ARMSs create such a huge payment shock at reset that they cannot be sustained through normal
economic cycles. | am hopeful that more secondary market funding can be directed at traditional 30-
year fixed-rate loans. These loans are steady and predictable, yet still provide a healthy return. They do
not put subprime borrowers in the position of having to gamble on home price appreciation or the
direction of interest rates. | think the more subprime borrowers we can put into fixed-rate loans the
better off everyone will be. As 1 told Congress, there is no silver buliet. This problem will take time to
work out. But our talks with the industry, the ASF Principles, and reviews of the accounting and REMIC
rules are all steps in the right direction.

| would ask that you work with us to support national standards for responsibly underwritten subprime
mortgages. | would ask that in making your own investing decisions; you seek out securities backed by
responsibly underwritten mortgages. | believe this is in everybody’s best interest — lenders, investors
and homebuyers. And it is in the national interest because it will go a long way to preserving the
American dream of owning a home.

Thank you very much.
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Real estate settlement services take bite out of borrowers
By Jack Guttentag

(This is Part 1 of a four-part series. )}

"The impression I get from reading your articles is that our mortgage system doesn't work well for
borrowers.. Isn't there any way to fix it?"

In some respects, the United States housing finance system is the best in the world. In other respects,
it is unworthy of a banana republic.

Our housing finance system has a primary market and a secondary market. The primary market is the
market the borrower sees, where loans are executed. The secondary market is where the loans
criginated in the primary market are sold to investors, the ultimate source of funds.

Our secondary market is the envy of the world. Investors acquire mortgage-backed securities at the
smallest possible margins over U.S5. government securities. However, much of the benefit stemming
from our efficient secondary market is eaten away by excessive costs in the primary market.

The first three articles in this series focus on excessive charges paid by borrowers to third-party
settlement service providers, lenders and brokers. The fourth article is directed toward making it easier
for borrowers to shop effectively.

Why third-party settlement service charges are too high:

Third parties involved in the lending process include title insurance companies, mortgage insurance
companies, appraisers, credit-reporting agencies, flood insurance ¢companies and escrow companies.
Their costs are generally higher than they would be if they were purchased in a normaly competitive
market.

The reason is that third-party service providers compete not for the favor of borrowers, who pay their
fees, but for the favor of the lenders who select them. This type of competition is perverse because it
drives up the costs of the service providers. This in turn raises prices to borrowers or prevents prices

from falling in response to improvements in technology.

For example, borrowers pay for private mortgage insurance, but the insurance company {(PMI) is
selected by the lender. Lenders use their referral power primarily to benefit themselves. The process is
much the same in the markets for other third-party services.

The direct payment of referral fees has long been illegal under the Real Estate Settlements and
Procedures Act (RESPA). However, RESPA is ineffective because it does not eliminate referral power,
which is the crux of the problem. Small players often ignore the rule because HUD, which is responsible
for enforcement, cannot possibly police ail the ways in which one party can transfer something of value
to another.

Large lenders circumvent RESPA through circuitous but legal devices, such as reinsurance affiliates that
share the insurance premiums paid by borrowers. The process of legalizing referral fees increases the
costs that borrowers ultimately pay. So long as referral power is allowed to persist, the cost to
borrowers might be lower if referral fees were paid openly in cash.

Why do borrowers pay for services required by lenders?
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We have lived with this practice for so long that it seems the natural state of affairs, but in fact, there
is nothing natural about it. If automobiles had to be shopped in the same way as mortgages, the
shopper might only receive the chassis from the dealer, purchasing tires, electrical system and painting
from third parties. Can there be any doubt what would happen to the price of these components if,
instead of purchasing them as a package, they had to be purchased separately from vendors selected
by the dealer?

The unbundled package of mortgage services is a historical relic of usury laws limiting the interest
rates lenders couid charge. When lenders could not raise interest rates to cover their costs, it seemed
reasonable to lawmakers to allow them to pass costs through to borrowers. They didn't realize that this
was a sure-fire recipe for referral abuse, When the abuses became too cbvious to ignore, they
responded with RESPA, which made referral fees illegal but left referral power unchanged. RESPA is
essentially a make-work project for lawyers.

The remedy is to eliminate referral power:

This couid be done by the enactment of one legal rule that is as simple as it is obvious: any third-party
service required by lenders must be paid for by lenders.

If lenders paid the charges, they would be included in the rate, of course, but would cost borrowers far
less than now. Competition by third-party providers to sell lenders would force the prices down, and
rate competition by lenders would force them to pass the savings on to borrowers. Indeed, if lenders
had to pay for all these services, they would discover that some that they had found essential when
borrowers had to pay were not really necessary after all.

The writer is Professor of Finance Emeritus at the Wharton School of the University of Pennsylvania.
Comments and questions can be left at www.mtgprofessor.com.

Copyright 2005 Jack Guttentag
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Eliminating mortgage lender fee surprises
By Jack Guttentag

(This is Part 2 of a four-part series. See Part 1! Real estate settlement services take bite out of
borrowers.)

The first article in this series indicated that third-party settlement services are overpriced because
borrowers paid for them but lenders selected the service provider. Lenders generally use their referral
power to benefit themselves rather than to drive down prices to borrowers. The remedy is to eliminate
referral power through the adoption of a simple rule: Any third-party service required by lenders must
be paid for by lenders.

This article is directed toward lender fees, sometimes referred to as junk fees. These are fees charged
by lenders to cover specific lender costs. They are defined in dollars, as opposed to points, which are
defined as a percent of the loan. Where points are one number, junk fees can be a whole bunch of
numbers, each covering a specific charge.

The problem is that some retail lenders increase these fees after it is too late for the borrower to back
out. Often, the borrower finds out about it at the closing table. It happens because of borrower
inattention, industry locking practices, and terrible disclosure rules.

Borrower inattention: Borrowers are usually only dimly aware of lender fees. When they shop, their
focus is mainly on interest rate and points, which are all that appear in media ads. The borrower's first
exposure to lender fees is likely to be when they receive a Good Faith Estimate of Settlement {GFE),
but this typically doesn't happen until after an application has been submitted. At that point, the
borrower will be at least partially committed.

Industry locking practice: The mortgage market is highly volatile, with prices changing from day to
day and sometimes within the day. Hence, rate/point quotes are not binding until the lender locks
them. Lender fees, in contrast, are not volatile, and therefore the practice is not to include them in
locks. The presumption is that at closing, they will be exactly what they were when the borrower
received the GFE, and with honest lenders, they will be. But with dishonest lenders, the practice of
excluding fees from the lock provides an opportunity to cheat.

The Good Faith Estimate: The GFE makes it all too easy for the cheaters. Lenders are not bound by
any of the numbers on the GFE, which are "estimates.” This is ridiculous, since lenders know their own
charges. In addition, the GFE confuses borrowers by showing each individual lender fee but no total,
when the total is all that really matters. If the GFE were deliberately designed to take the borrower's
eye off the ball, it coutdn't have been done better.

Mortgage brokers provide protection: Excessive junk fees generalty are not a problem on loans
that go through mortgage brokers. Brokers know the fees charged by all the lenders with whom they
do business, and they would not accept fee surprises at the closing table that put no money in the
broker's pocket. Broker fees are ancther matter, to be discussed in article 3 of this series.

Home purchases are most vulnerable: Excessive junk fees are more likely to arise on a home
purchase transaction than on a refinance. On a home purchase, a buyer cannot walk away from the
mortgage without walking away from the house. On a refinance, in contrast, a borrower can usually
begin anew at any peoint without much loss.

Eliminating junk-fee escalation: In article 4 of this series, I propose a mandatory fixed-dollar fee on
all mortgage transactions. The fee would cover all lender and third-party charges. Among other
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henefits, this would eliminate fee escalation at the closing table. Fee escalation could also be
eliminated by a rule stipulating that when lenders lock the rate and points, they also lock their fees.

The writer is Professor of Finance Emeritus at the Wharton School of the University of Pennsylvania.
Comments and questions can be left at www.mtgprofessor.com.

Copyright 2005 Jack Guttentag
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Mortgage brokers struggle with consumer distrust
By Jack Guttentag

(This is Part 3 of a four-part series. )}

The first two articles in this series dealt with overcharges by third-party settlement service providers,
and lender fee escalation at the closing table. This one is about high mortgage broker fees.

Role of Mortgage Brokers: Because brokers deal with multiple lenders, they play a critical role in
helping a borrower find a lender who offers a particular type of loan program. When the needed loan is
one offered by many lenders, brokers are able to shop among them to find the lowest price. That's the
good news.

Excessive Fees: The bad news is that broker charges per transaction are generally excessive. In part,
this is due to low productivity. Brokers spend a lot of time looking for clients, and they also spend a lot
of time with potential clients who don't close and waste their time, Low productivity generates pressure
to earn more on the deals that do close.

Brokers are able to charge a lot per transaction because borrowers usually don't know at the outset
how much the broker will make. If they find out, usually the deal is too far advanced to do anything
about it.

Only the loosest relationship exists, furthermore, between broker charges and the amount of work the -
broker does for the borrower. The general rule is that brokers charge what the market will bear.
Unsophisticated borrowers who visit a single broker will generally pay more than knowledgeable
borrowers who shop alternative sources.

The Independent Contractor Model of the Industry: The dominant ideclogy of mortgage
brokerage, as promulgated by the National Association of Mortgage Brokers and the various state
associations, is that brokers are independent contractors. They view themselves as merchants who buy
at one price and sell at another price, and how much they make on a transaction is no one's business
but their cwn. The independent contractor model supports the view that brokers are entitled to make
as much per transaction as they can.

The Independent Contractor Mode| Generates Distrust, Which Increases Costs: Distrust runs
like a red line through the hundreds of letters I receive every month from borrowers relating
experiences with brokers, And distrust translates into higher costs,

Brokers detest borrowers who flit from one broker to another, submit applications through multiple
brokers, or pump them for information and then deal eisewhere. Yet these practices arise from
attempts by borrowers to protect themselves against brokers they don't trust. Borrower reactions to
distrust raise broker costs, which pressures brokers to make more per transaction, which generates
more distrust in a vicious circle.

Other Fallacies of the Independent Contractor Model: The fact is that brokers are service
providers, not merchants; they do not buy and resell anything. Furthermore, shopping mortgages is so
difficult that few borrowers can do it effectively. Brokers are the experts at shopping mortgages, not
borrowers. The optimal arrangement for most borrowers, therefore, is to purchase the shopping
expertise of brokers for a fixed fee. Fortunately, it is now possible to do this.

The Agency Approach of Upfront Mortgage Brokers: Upfront Mortgage Brokers (UMBs) operate
according to a different set of rules than the remainder of the industry. UMBs view themselves as the
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agent of the borrower, to whom they owe a fiduciary responsibility. A UMB agrees with the borrower on
total broker compensation from the transaction, and passes through the best price from the broker's
lenders.

The advantage of the UMB approach is that it breeds confidence, which lowers costs and increases
productivity. I know UMBs who charge half the industry average per transaction but close 3-4 times as
many loans. Their secret is a continuous stream of referrals from previous clients - and from me. They
are listed on my Web site.

Implementation of the Agency Approach: The way to break the circle of distrust is to change the
operating model, from independent contractor to agency. The broker trade associations will never do
this, because they cater to the lowest common denominator of member opinion.

Government should but probably won't mandate the agency approach because it would be opposed not
only by the broker associations, but also by the wholesale lenders, who are as short-sighted as the
brokers. They support the independent contractor modei in order to limit their own liability for broker
misdeeds, The agency approach will have to win the battle in the marketplace, which it will, slowly but
surely, When this was written, there were 113 UMBs, many with multiple loan officers.

 The writer is Professor of Finance Emeritus at the Wharton School of the University of Pennsylvania.
Comments and questions can be left at www.mtgprofessor.com.
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