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Chairman Johnson, Ranking Member Shelby, and disished members of the
Committee, | thank you for the invitation to appaatoday’s important hearing. | am
Mark Calabria, Director of Financial Regulation @&ts at the Cato Institute, a nonprofit,
non-partisan public policy research institute ledabere in Washington, DC. Before |
begin my testimony, | would like to make clear thgt comments are solely my own and
do not represent any official policy positions loé tCato Institute. In addition, outside of
my interest as a citizen, homeowner and taxpayeyé no direct financial interest in the
subject matter before the Committee today, nor epiesent any entities that do.

State of the Housing Market

The U.S. housing market remains weak, with bothd®sales and construction activity
considerably below trend. Despite expected inegasmortgage rates, many
forecasters are projecting increased housing aciivi2011. Although activity will

likely be above 2010 levels, 2011 is expected lidoslow 2009 levels and is unlikely to
reach levels seen during the boom for a numbeeafsy As other withesses are likely to
provide their economic forecasts of housing agtjwithich are generally within the
consensus estimates, | will not repeat that exetuse.

As in any market, prices and quantities sold inttbesing market are driven by the
fundamentals of supply and demand. The housingehé&aces a significant oversupply
of housing, which will continue to weigh on bothgais and construction activity. The
Federal Reserve Bank of New York estimates thatsongply to be approximately 3
million units. Given that annual single family dtaaveraged about 1.3 million over the
last decade, it should be clear that despite tstetncally low current level of housing
starts, we still face a glut of housing. NAHB esies that about 2 million of this glut is
the result of “pent-up” demand, leaving at leastiion units in excess of potential
demand

The nation’s oversupply of housing is usefully doeuted in the Census Bureau’s
Housing Vacancy Survey. The boom and bust of ousimg market has increased the
number of vacant housing units from 15.6 millior2B05 to a current level of 18.7
million. The rental vacancy rate for th8 duarter of 2010 declined considerably to 9.4
percent, although this remains considerably abbedistoric average. The homeowner
vacancy rate actually increased from tAtahd & quarters to the™quarter of 2010,
reached 2.7 percent, a number almost twice therfdsaverage.



The number of vacant for sale or rent units hasegsed, on net, by around 1 million
units from 2005 to 2010. Of equal concern is thatnumber of vacant units “held off
the market” has increased by about 1.5 millionei®@05. In all likelihood, many of
these units will re-enter the market once pricabibze.

The fourth quarter 2010 national homeownershipfete¢o 66.6 percent, just above the
1998 figure of 66.5, eliminating almost all therga the homeownership rate over the
last 12 years. Declines in the homeownershipwate the most dramatic for the
youngest homeowners, while homeownership ratethése 55 and over were stable or
saw only minor declines. This should not be ssipg given that the largest increase in
homeownership rates was among the younger housshttithat such households have
less attachment to the labor market than olderdimlds. Interestingly enough, the
percentage point decline in homeownership was highmng households with incomes
above the median than for households with inconeésabthe median.

Homeowner vacancy rates differ dramatically by tgpstructure, although all structure
types exhibit rates considerably above historiodrievels. Single-family detached
homes displayed an owner vacancy rate of 2.3 penatile owner units in buildings
with 10 or more units (generally condos or co-apisplayed an owner vacancy rate of
10.7 percent in the™4quarter of 2010. Although single-family detacltedstitute 95
percent of owner vacancies, condos and co-opslheem impacted disproportionately.

Owner vacancy rates tend to decrease as the gribe bome increases. For homes
valued under $150,000 the owner vacancy rate ip&dent, whereas homes valued over
$200,000 display vacancy rates of about 1.5 percEné vast majority, almost 75%, of
vacant owner-occupied homes are valued at $30@0E&s. Owner vacancy rates are
also the highest for the newest homes, with nevgtcoction displaying vacancy rates
twice the level observed on older homes.

While house prices have fallen considerably siheemarket’s peak in 2006 — over 23%
if one excludes distressed sales, and about 314ding all sales — housing in many
parts of the country remains expensive, relatiie¢come. At the risk of
oversimplification, in the long run, the size oéthousing stock is driven primarily by
demographics (number of households, family sizg, athile house prices are driven
primarily by incomes. Due to both consumer prefees and underwriting standards,
house prices have tended to fluctuate at a levetevimedian prices are approximately 3
times median household incomes. Existing homespriat the national level, are close to
this multiple. In several metro areas, howeveacgs remain quite high relative to
income. For instance, in San Francisco, existmgédprices are almost 8 times median
metro incomes. Despite sizeable decline, pricemastal California are still out of reach
for many families. Prices in Florida cities arengerlly above 4 times income, indicating
they remain above long-run fundamentals. In souible areas, such as Phoenix and
Las Vegas, prices are below 3, indicating thatgwiare close to fundamentals. Part of
these geographic differences is driven by the um@wgact of federal policies.



Household incomes place a general ceiling on lamghiousing prices. Production costs
set a floor on the price of new homes. As ProfesBdward Glaeser and Joseph
Gyourko have demonstratedhousing prices have closely tracked producticsis;o
including a reasonable return for the builder, duee. In fact the trend has generally
been for prices to about equal production costsolder cities, with declining
populations, productions costs are often in exoéssplacement costs. After 2002, this
relationship broken down, as prices soared iniogldgb costs, which also included the
cost of land. As prices, in many areas, remain considerabby@lproduction costs,
there is little reason to believe that new homegxiwill not decline further.

It is worth noting that existing home sales in 2@d€re only 5 percent below their 2007
levels, while new home sales are almost 60 peloeloiv their 2007 level. To a large
degree, new and existing homes are substitutes@ngete against each other in the
market. Perhaps the primary reason that existfeshave recovered faster than new, is
that price declines in the existing market havendaeger. Again excluding distressed
sales, existing home prices have declined 23 peraérereas new home prices have only
declined only about 10 percent. | believe thigristty clear evidence that the housing
market works just like other markets: the waylaacexcess supply is to reduce prices.

Mortgage Markets and Mortgage Policies

For those who can get a mortgage, rates remainhigaric lows. These lows rates,
however, are not completely the outcome of the etatdut are driven, to a large degree,
by federal policy interventions. Foremost amorggsthinterventions is the Federal
Reserve’s current monetary policy. Of equal imgack is the transfer of almost all
credit risk from market participants to the fedd¢eadpayer, via FHA and the GSEs.

Given massive federal deficits as far as the eyesea, and the already significant cost of
rescuing Fannie Mae and Freddie Mac, policymakeosilsl be gravely concerned about
the risks posed by the current situation in ourtgaaye markets. Immediate efforts
should be made to reduce the exposure of the taxpay

In transitioning from a government-dominated to ketdriven mortgage system, we
face the choice of either a gradual transition su@den “big bang”. While | am
comfortable with believing that the remainder o fancial services industry could
quickly assume the functions of Fannie Mae and diesilac, | recognize this is a
minority viewpoint. Practical politics and concexsito the state of the housing market
point toward a gradual transition. The questiothen, what form should this transition
take? One element of this transition should beadugl, step-wise reduction in the
maximum loan limits for the GSEs (and FHA).

If one assumes that higher income households &irer ladle to bear increases in their
mortgage costs, and that income and mortgage lavelgositively correlated, then
reducing the size of the GSEs’ footprint via loemnit reductions would allow those
households best able to bear this increase to.dédsdax burden and income are also
positively correlated, the reduction in potentaat tiability from a reduction in loan limits
should accrue to the very households benefited bhyostich a reduction.



Moving beyond issues of “fairness” — in terms ofondhould be most impacted by a
transition away from the GSEs - is the issue o&cap. According to the most recent
HMDA data (2009), the size of the current jumbo kea(above $729Kk) is approximately
$90 billion. Reducing the loan limit to $500,000wld increase the size of the jumbo
market to around $180 billion. Since insured dépdes have excess reserves of over
$1 trillion, and an aggregate equity to asset ratiover 11 percent, it would seem that
insured depositories would have no trouble absgraimajor increase in the jumbo
market.

Given that the Mortgage Banker Association projs¢atal residential mortgage
originations in 2011 to be just under $1 trilligtwvould appear that insured depositories
could support all new mortgages expected to be nmag@11 with just their current
excess cash holdings. While such an expansicenairig would require capital of
around $40 billion, if one is to believe the FDt@en insured depositories already hold
sufficient excess capital to meet all new mortgiageling in 2011.

Moving more of the mortgage sector to banks aniftstwould also insure that there is at
leastsomecapital behind our mortgage market. With FanniedBie and FHA bearing
most of the credit risk in our mortgage marketreéhis almost no capital standing
between these entities and the taxpayer.

The bottom line is that reducing the conformingildianit to no more than $500,000, if
not going immediately back to $417,000, would repre a fair, equitable and feasible
method for transitioning to a more private-sectaveh mortgage system. Going
forward, the loan limit should be set to fall by0$800 each year. As this change could
be easily reversed, it also represents a relatsetly choice.

Reducing the competitive advantage of Fannie MaeFaaddie Mac via a mandated
increase in their guarantee fees would both hetpis® revenues while also helping to
“level the playing field” in the mortgage markeaiven that the federal taxpayer is
covering their losses and backing their debt, alwitly the suspension of their capital
requirements, no private entity can compete withni&Mae and Freddie Mac. We will
never be able to move to a more private marketagmbr without reducing, if not outright
removing, these taxpayer-funded advantages.

An increase in the GSE guarantee fee could alaséeeé to re-coup some of the taxpayer
“investment” in Fannie Mae and Freddie Mac. Secti84 of the Emergency Economic
Stabilization Act of 2008, better known as the TARPected the President to submit a
plan to Congress for recoupment for any short@tiserienced under the TARP.
Unfortunately the Housing and Economic Recovery &@008, which provided for
federal assistance to the GSEs, lacked a simidpuineement. Now is the time to rectify
that oversight. Rather than waiting for a Presidnecommendation, Congress should
establish a recoupment fee on all mortgages puedhiag Fannie Mae and Freddie Mac.
Such a fee would be used directly to reduce theitlahd be structured to recoup as
much of the losses as possible. | would recomntieaickhe recoupment period be no



longer than 15 years and should begin immediatdlyeasonable starting point would be
1 percentage point per unpaid principal balandeanis purchased. Such as sum should
raise at least $5 billion annually and should besatered as only a floor for the
recoupment fee.

In any discussion regarding costs in our mortgageket, we must never forget that
homeowners and homebuyers are also taxpayersg eglrer current taxes or future
taxes (via deficits) to fund subsidies in the hogsnarket reduces household disposable
income, which also reduces the demand for houdiane of the subsidies provided to
the housing and mortgage markets are free. Thene @i great costs, which should be
included in any evaluation of said subsidies.

Contribution of Federal Policy

Federal government interventions to increase hptises, including Federal Reserve
monetary and asset purchases, have almost exdjusdlied upon increasing the demand
for housing. The problem with these interventianthey have almost the opposite
impact between markets where supply remains tigtithose markets with a housing

glut. In areas where housing supply is inelastiat is relatively unresponsive (often the
result of land use policies), these programs hasteed slowed price declines. Areas
where supply is elastic, where building is reldiveasy, have instead seen an increase in
supply, rather than price. For these areas thre@se in housing supply will ultimately
depress prices even further.

A comparison of San Diego, CA and Phoenix, AZ ilages the point. Both are of
similar population (2.5 million for Sand Diego, 21llion for Phoenix), and both
witnessed large price increases during the bubY&t.the same federal policies have
drawn different supply and price responses. Im2@bout 8,200 building permits were
issued for the greater Phoenix area; whereas tlyta8,500 were issued for San Diego.
Existing home prices (2010) in Phoenix fell over,8%ereas prices in San Diego
actually grew by 0.6%. This trend is compoundedh®yfact that prices are almost three
times higher in San Diego than in Phoenix. Thetpigithat federal efforts to “revive”
the housing market are sustaining prices in thet exggensive markets, while depressing
prices in the cheapest markets, the opposite of aawould prefer. As home prices
are correlated positively with incomes, these pedicepresent a massive regressive
transfer of wealth from poorer families to richer.

Among policy interventions, the Federal Reservetsriest rates policies are perhaps
having the worst impact. It is well accepted ia thban economics and real estate
literature that house prices decline as distanoes the urban core increase. It is also
well accepted that the relative price of urban ugsuburban house prices is influenced
by transportation costs. For instance, an incrgatee price of gas, will, all else equal,
lower the price of suburban homes relative to urbdfoose monetary policy adds to
increases in fuel prices, which | believe it cuthers, then such monetary policies would
result in a decline in suburban home prices redatio urban. One can see this dynamic
play out in California. In general, prices in aahtities and urban cores, have witnessed



only minor declines or actual increases over teeytaar. According to the California
Association of Realtors, overall state prices anemjust 2% from January 2010 to
January 2001. Yet prices in the inland commutiognties — Mariposa (-27%), San
Benito (-14%), Butte (-29%), Kings (-16%), Tular&g%) — are witnessing the largest
declines, in part driven by increases in commuggas) costs.

Foreclosure Mitigation and the Labor Market

There is perhaps no more important economic indidan unemployment. The
adverse impacts of long-term unemployment are kvedivn, and need not be repeated
here. Although there is considerable, if not cagtgl agreement among economists as to
the adverse consequences of jobless; there isdaralgreement as to the causes of the
currently high level of unemployment. To simplifipe differing explanations, and
resulting policy prescriptions, regarding the caotrdevel of unemployment fall into two
categories: 1) unemployment as a result of lackggiegate demand, and 2)
unemployment as the result of structural factarshsas skills mismatch or perverse
incentives facing the unemployed. As will be dssed below, | believe the current
foreclosures mitigation programs have contributethe elevated unemployment rate by
reducing labor mobility. The current foreclosunagigation programs have also helped
keep housing prices above market-clearing levelsyihg a full correction in the
housing market.

First we must recognize something unusual is tagiage in our labor market. If the
cause of unemployment was solely driven by a lddemand, then the unemployment
rate would be considerably lower. Both GDP andscomption, as measured by personal
expenditures, have returned to and now exceedpheicrisis levels. But employment
has not. Quite simply, the “collapse” in demanteind us and has been so for quite
some time. What has occurred is that the historétationship between GDP and
employment (which economists call “Okun’s Law) Ibasken down, questioning the
ability of further increases in spending to redtieunemployment rate. Also indicative
of structural changes in the labor market is tleakdown in the “Beveridge curve” — that
is the relationship between unemployment and jalaneies. Contrary to popular
perception, job postings have been steadily inangasver the last year, but with little
impact on the unemployment rate.

Historically many job openings have been filledviiyrkers moving from areas of the
country with little job creation to areas with giexgjob creation. American history has
often seen large migrations during times of ecomadistress. And while these moves
have been painful and difficult for the familievalved, these same moves have been
essential for helping the economy recover. On@@imore interesting facets of the
recent recession has been a decline in mobilitgiqodar among homeowners, rather
than an increase. Between 2008 and 2009, thenewestt Census data available, 12.5
percent of households moved, with only 1.6 moviagss state lines. Corresponding
figures for homeowners is 5.2 percent and 0.8 m¢mo®ving across state lines. This is
considerably below interstate mobility trends wased during the housing boom. For
instance from 2004 to 2005, 1.5% of homeowners m@eoeoss state lines, almost



double the current percentage. Interestingly ehdhg overall mobility of renters has
barely changed from the peak of the housing butableday. This trend is a reversal
from that witnessed after the previous housing bobthe late 1980s burst. From the
peak of the bubble in 1989 to the bottom of thekaigin 1994, the percentage of
homeowners moving across state lines actually asee.

The preceding is not meant to suggest that alh@fteclines in labor mobility, or
increase in unemployment, is due to the foreclomutigation programs. Far from it.
Given the many factors at work, including the utausble rate of homeownership,
going into the crisis, it is difficult, if not im@sible, to estimate the exact contribution of
the varying factors. We should, however, rejedicpes that encourage homeowners to
remain in stagnant or declining labor markets. sT&iparticularly important given the
fact that unemployment is the primary driver of tgage delinquency.

Conclusion

The U.S. housing market is weak and is expectedrtin so for some time. Given the
importance of housing in our economy, the presBurpolicymakers to act has been
understandable. Policy should, however, be baged fostering an unwinding of
previous unbalances in our housing markets, naasuisg said unbalances. We cannot
go back to 2006, and nor should we desire to. h&ssize and composition of the housing
stock are ultimately determined by demographics)ething which policymakers have
little influence over in the short run, the housstigck must be allowed to align itself

with those underlying fundamentals. Prices shaidd be allowed to move towards their
long run relationship with household incomes. fagttamilies into homes they could

not afford was a major contributor to the housinglide. We should not seek to repeat
that error. We must also recognize that prolonginegcorrection of the housing market
makes the ultimate adjustment worse, not bettastly it should be remembered that one
effect of boosting prices above their market-clegievels is the transfer of wealth from
potential buyers (renters) to existing owners. eAsting owners are, on average,
wealthier than renters, this redistribution is digaegressive.
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