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l. Introduction

Europeans have watched in bewilderment and amazexsehe United States mortgage market
cratered. | hope in this paper to describe whpplaed in the US to cause such a mess and, by
comparisons to some of the European Union nattonsonsider safeguards in place in these EU
countries which have, at least to date, avoidezpaat of the US experience here. Indeed, these
EU markets seem more resilient and less vulnetalilee problems the US has experienced.

Much has been written about the mortgage crisiberinited States, and the interplay of many
factors which have contributed to the worseningagion there, including: (a) the issuance of
inappropriate mortgage loans, some to victims eflptory lending, often involving sub-prime
mortgages to people ill-equipped economically todba their repayment, (b) the fall-out of the
housing bubble that the United States experienaesgveral years, with the air leaking out of
the balloon beginning in late 2006, resulting itifig house prices, (c) the development and
wide distribution of derivatives and other secastin the secondary mortgage market, and other
secondary market forces, and (d) the economic semesand its concomitant rise in
unemployment figures, adding to the woes of homegvalready strapped to make payments.

This paper examines these factors, and then cosfegecontribution of each to the United

States crisis, highlighting the impact of thes@dexby comparing the situation in several
European Union countries, where the mortgage matiate followed a different course. This
comparison allows one to derive a better senskeeofdausal factors operating, and allows one to
propose some practices that could potentially &tevand, in the future, perhaps prevent some

of the difficulties presently facing the United ®®mand, although needed to a lesser extent, some
of the European Union countries examined.

I1. Overview
We will look first at individual countries’ and EnArea data, and examine some of the factors
which affect the health of the mortgage marketse Will then investigate some of the specific

policies, practices, attitudes and legal infragtrteewhich help shape this market, as well as the
economic profile within which the markets are warki Finally, we begin to draw some
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conclusions about the better practices which hasalted in such different outcomes in the
mortgage market between the US and the EU courdniesidered.

At the outset, it must be noted that, becausestitatiare kept differently in different countrids,
is hard to make comparisons. Different measuiéferent definitions, different time periods
and delays in reporting are but a few of the eldsmehunreliability when we make cross-
country comparisons. In some cases, certain dasanet readily available to the author,
resulting in some gaps in knowledge. Accordingbyme of the data contained in this paper are
neither comprehensive nor strictly comparable | hatpe they will prove somewhat meaningful,
in the aggregate.

1. Data and Discussion

1. Sources.An excellent and fairly current paper producedhsyEuropean Central
Bank in March 2009 (referred to in this paper a€BE), entitled “Housing Finance in the Euro
Area,” and addressing the period 1999 — 2007 pesvidorough and thoughtful data on the
topics covered, for the EU countries that have &gtbthe euro (the “Euro Area”). | found it,
together with some follow-up communications, masbimative. Additional sources for data
are noted below and in the Tables.

2. Basic Statistics.

In Table 1, we examine basic population and homeownership fdatDenmark, Germany, Italy,
UK and US. The percentage of home ownership iselteuntries ranges from 43% in Germany
to 68% in Italy and the UK, with the US slightlywer at 67%, and with Denmark in a mid-
position at 51%. Various factors affect the petaga of home ownership, including availability
of credit, availability of housing stock, perceivealue of home ownership in the society and
other historical legacies, and governmental sugpugis which may encourage ownership or
rental, including tax treatment.

Other noteworthy facts and ratios include: (1) gkecentage of homes carrying mortgage debt is
highest in the US, at 42% (47%) [where more thaammmber is given, this reflects different
numbers provided by different sources], while thefollows at 38%; the Euro Area average is
only 20%, a significantly lower percentage of horaesumbered by mortgage loans (ECB, 14,
16, 68; Streitfield, November 20, 2009). A simitantrast with the Euro Area is seen with the
ratio of household debt to disposable income, tagihrethe UK at 154%, standing at 128% in

the US, and at merely 97% in the Euro Area (ECB, &imilarly, although there is a wide
spread within the Euro Area countries, the average of mortgage debt to GDP in the Euro
Area countries is considerably lower than the seatie for the UK and US (Hess &

Holzhausen, 4; ECB, 12)

Table 2 sets forth selected facts reflecting how mortgagekets differ in different countries —
in terms of required down payments, the central{pedhot) nature and control of the lending
community, whether or not lending institutions netan their balance sheets (and thus, the
financial risk of loss with respect to) the loaheyt have originated, and how lending officer
compensation is structured. This data demonstthégsll EU countries examined have more
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conservative and more regulated mortgage markatsttte US did during the housing and
mortgage boom, where down payment requirements rg&eed, credit histories and repayment
risks were not evaluated closely, free-wheelinglieg practices thrived, and a strong
securitization market took over, in which origimatilenders did not retain the risk of loss on
transferred mortgage assets. All of these factord,certainly other factors as well, contributed
to the crisis presently being played out in therbi8kets. As reflected in the Table, the numbers
for the UK, statistically, lie somewhere betweea US and the other EU countries looked at.

In Table 3, we highlight the health of the mortgage markehmtwo countries that most
resemble each other, the US and the UK, notingdélatquencies, repossession and loss of
value in the housing market are considerably lawéhe UK. We reflect the state of
delinquencies, foreclosures and repossessiongdgatissessions in the UK), and various
projections for the coming period. From Table 1ne¢e that the US, with approximately 5

times the population of the UK, has an approxinyatglual percentage of home ownership, and
a similar percentage of homes carrying mortgade=svertheless, in the aggregate, the US has far
more mortgage debt than the UK, and a higher ptagerof delinquencies and foreclosures
(8.8%, contrasted with 1.6% in the UK). Forecl@egpossessions paint an even starker picture.
While headlines in the UK blasted the governmenaflowing 46,000 homes (0.4% of homes)

to be possessed in 2009, the US figure for 20088889000 (1.6%), or about 4 times higher as a
percentage of all mortgages, with the US numbstilisclimbing —the p quarter of 2009 saw
129,000 completed foreclosures, and in January,26&6e were 88,000 repossessions in the
US. This number is not expected to peak and begiecline until 2011, according to industry
estimates (although the most recent statisticslmeasomewhat more encouraging).

Table 4 sets forth some economic indicators which havecsé#d (and at times been affected by)
the mortgage market, including unemployment figaed declines in housing prices. Here we
note that, again, the US has been hardest hitmpleyment is higher there, and the housing
market has seen a more serious downward slideugththe economic contracvtion in the US is
less sthan that in the UK and even with that inrDark.

3. An Examination of the Causal Factors in the US.

A quick summary of the factors that precipitatee thortgage crisis in the US is that it was
caused by problems at every stage of the loan pso¢E) easy money available to homeowners,
given by lenders applying loose lending standaadd, (2) secondary market problems, such as:
originating banks having no ongoing responsibiiiiythe quality of loans once sold, fee
compensation to lending officers based on origometj and the debilitating effects of the
securities derivatives market in the private sector

In addition to these, the US experienced a housifple and collapse, worsened by the general
downturn in the economy. This has resulted invardward spiral of housing prices, and an
upward spiral in defaults and foreclosures on homvegch has yet to end, although some
commentators are beginning to say that the turmataiat hand. Finally, greed, and in some
cases fraud, became endemic in the industry. Weetidedicate a separate section to a
discussion of this, as it will seep into other part the discussion.
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This created the “perfect storm” conditions that t is now experiencing in the collapse of its
mortgage and housing industry.

Easy Money and Loose Standardslt became clear fairly early that the
problems that began in the subprime market in tlie2000s were not confined to that sector,
and as the housing bubble burst, problems increéasbéé more general mortgage market.

Subprime Loans Subprime loans, which grew rapidly in the e@000s,
were often targeted to lower income or other vidbés populations of borrowers, who would
not qualify for traditional mortgage loans. Oncaduw, these loans often carried predatory terms,
with escalating payments that borrowers were illipged to pay. Often the loan terms had not
been clarified in advance to the borrowers, andecasrude surprises. Defaults mounted. By
contrast, “[there is] no significant subprime mariethe euro area” (ECB, 8).

Loosening Credit Standard&ven home loans that were deemed lower
risk when made suffered from the pervasive temmtatbf easy money, rising prices, and lax
lending standards. For several years, loans racked “liars’ loans” became common — loans
where neither the income nor assets of the apptcaere verified. In some cases, appraisers
gave estimates of value based on speculative catleat ramping up the values. Down
payment requirements decreased, often to nearleerong little equity cushion for lenders to
fall back on should prices decline, which, in fabgy began to do, in 2006 (JCHS/HU, SON
2009, 1), resulting in properties having negatigeigy, often referred to colloquially in the US
as being “under water,” meaning that more was owdbe bank than the home was worth on
the market.

Home Equity (also known as Second) Mortgag&sese are loans taken
out by homeowners in order to leverage the equitheir homes after home prices rose, in order
to withdraw cash representing the increased vdltizechome. Often, these loans reflected
responses to a need for cash, either to make eeesfar the family, or to secure funds to pay
for a child’s college tuition or other capital réiguments. These loans now represent a
significant proportion of the total outstanding tgage debt in the US, and it complicates work-
out efforts. As housing prices fell, these secoadidans contributed further to the percentage of
homes which have negative equity.

In the UK, which has often been described as Iietgveen the EU countries and the US in its
policies and practices (for example, ECB, 73), sspssion of homes by banks, and other
problems, have not been as grave as in the US. &ddiibes this to the fact that “[Ilending
standards have been more rigorously upheld in #e(OML, News & Views, 6), compared to

the US. In other words, down payment requiremesiésxed, but not as much and not as
pervasively; home equity loans exist, but not ®shme extent; and, while there were some sub-
prime mortgage loans made, they were not nearthescale, nor on as disadvantageous terms
to borrowers, as in the US.

Secondary Market Forces Here a little background is perhaps worthwhile.




Fannie Mae The United States mortgage market has for ndaegdes
been fostered by a strong secondary market, in tayggenerally do not exist in EU countries.
The Federal National Mortgage Association (“FNMA™&annie Mae”) was created in the
post-depression period. As Fannie Mae has evolt/ads, together with its companion
organizations, and with implicit government backipgrchased mortgages, pooled them, and
usually resold them to institutional holders (ttemtially, insurance companies and pension
funds) who were looking for relatively predictablieng-term sources of regular income. The
funds generated by the purchase were used by thgage lenders to initiate more mortgages.
By using standard documentation and insisting otaiceloan terms, such as a free (that is, non-
penalty) repayment option, this secondary marketenthe mortgage market in the US fairly
standardized, and national in scope, allowing nmaoeey to flow generally, including into less
advantaged areas.

The originating banks no longer held the repaymisktof the mortgages they made, once they
were sold to FNMA; however, because of the inteliatézh of FNMA the banks were expected
to subscribe to certain lending standards whiclewey and large, fairly conservative, setting
requirements for, among other matters, down paym@eaunts, valuations by accredited
appraisers, and verification of assets, incomeadher relevant economic data regarding
borrowers. Lenders provided underlying evidenak attested to their purchasers that
appropriate standards were applied. Since thegagetsale transactions between a given bank
and FNMA occurred on a regular basis, any irregiggrwere noted, and any pattern of
improper lending could lead to intervention, orlagon of the bank from FNMA participation.

Mortgage-Backed Securities MarketThese patterns changed when,
during the 1990s, a new source of funding for homoetgages was developed. Recognizing that
there was a potential market on Wall Street focitstomers to purchase interests in home
mortgages, investment firms began packaging pddisme mortgages which they bought from
originating lenders, creating bond securities bddkethe mortgages (hence, “mortgage-backed
securities” or “MBS”), and then selling the bonuslarge or smaller face amounts, on the
securities markets. Then, more sophisticated gegyroften “sliced and diced” in different
formulations, were developed and labeled “derivestjVowing to their having been “derived”
from the mortgages. A good description of som#hefderivative products appears in Green &
Wachter (107-08) although, at the time of that wgt the derivatives were still being described
as safe and innovative contributions to the fumitig of the mortgage market. As
supplementary protection to investors, and as axgta secure high credit ratings from the
rating agencies, the derivatives were guaranteetherwise protected (generally through a
device called a Credit Default Swap), by a handfideemingly impregnable companies,
including the now-infamous AIG.

Of all outstanding mortgages in the US, approximyei®% have been placed into securitized
MBS. These were sold widely, and ended up in ntemgds, from local and foreign
governments, to private companies and individuMany of the derivatives were purchased for
their own accounts by many of the world’s largesmths, many of them in the US. Many of the
riskiest tranches of the derivatives were retaimgthe originating bank or packager.



Tremendous fees were earned by the investment lvemkl packaged and resold interests in
these loans. Accordingly, there was every incentimancially, to the bankers, to issue the
derivatives and rely on others, earlier in the g@ge chain, to attest that due diligence had been
done, and they were satisfied that the loans weoel.g

One result of this change in the market is thatethneas no on-going relationship of trust and
repeat business between the originators of theslaad the ultimate purchasers, as there had
been between banks and FNMA. The market becanyadiffuse, and as long as the loans were
generated and placed in the hands of ultimate Butlegre was relatively little sense of
responsibility on the part of the intermediate pl@ay Loans became unverified, or less verified,
standards became loose, resulting in the “liash$3 described above. In addition, the number
of lenders proliferated, and standards and reguiati this area were uneven — in some cases
nonexistent. Mortgage brokers sprang up everywlaer these brokers were compensated
based on the number and value of mortgages gederatecordingly, they had little incentive to
ascertain that their applicants were truthful, #rad their facts were checked. Any such
formalities would only result in fewer, or lowerlua, loans, resulting in a loss of personal
income.

In the Euro Area, by contrast, securitization isléss prevalent, with banks continuing to rely
principally on deposits to fund loans (ECB, 8),hwlittle securitization by MBS sales (as
distinguished from covered bonds, discussed ini@et¥.3 below). Of Euro Area mortgage
loans outstanding in 2007, for instance, only 2X%e value was placed into MBS,
representing only 7% of the total number of EureaAmortgage loansSee Table 2.

A final factor affecting the market, which we waliscuss more below, has to do with the land
records system in the US. Generally, deeds antgages must be recorded, and this is
generally handled at a county level. In Pennsybsdor instance, there are over 80 counties.
Nationally, this means that, rather than havingBi@es to file records, as would be the case if
this were handled at a state level, there are leaisdof different county seats, each with its own
recordation process. Each time a mortgage isr@asigr sold, a form of assignment is required
to be recorded in the county office. Thus, by examy the local county records, it is possible to
know who the current owner of the mortgage wasis Ehessential when refinancing or selling a
home, to find out a balance, to defend againsivadd, for notice in the event of a tax sale, etc.

As the derivatives market, and Wall Street, tooktom of the mortgage secondary market, this
involved several transfers of ownership of mortgad@em the originating entity, to the pooling
and derivatives entity — and then often piecesigfrests in the mortgages, through the
derivatives process, ended up in many differentiarccordingly, in 1997 the lending
industry created a “Mortgage Electronic Recordiggt&m” or “MERS,” under which the
nominal owner of the mortgage in a county’s recavds MERS. Then, on the books of MERS
at its offices, it kept track of the various chasigé ownership that the mortgage went through,
leaving the county records unchanged. This systamestimated, saved the industry about $1
billion. You can imagine some of the many probleha this effort at efficiency and
centralization could produce. Later we will dissgsoblems created by MERS in the area of
defaults and foreclosures.



Housing Bubble Collapse All of this new approach to mortgage lending
seemed to be working well. Indeed, as long agpraé¢ homes were rising, the pieces all came
together and everyone was a winner. However, gs@tated to sound that the housing market
was experiencing a bubble. Too many homes werglimiilt — who could afford these homes?
Often the purchasers (that is, borrowers) wereldptwrs, buying a house under construction
and, before it was even completed, flipping the dama new buyer, meanwhile making a profit
and putting the gains realized into another homestment. Starting in 2006, home prices
flattened, the subprime default wave began to lgewniable, new housing construction slowed
sharply, and the derivatives market had its firgtlbsers, reducing public interest in these
products [new issues of which have all but disapa This situation only continued to worsen
in 2007, 2008 and 2009.

Nationally, home prices in the US have declined 38 their peak in 2006. Housing starts are
down 50% compared to their peak (JCHS/HU SON 2688t Sheet), and sales generally are
down 30% (JCHS/HU, SON 2009, 5,6). This encomgassech regional variation, of course,
with some areas much harder hit than others (JCHS8&ON 2009, 20). By one measure, over
27% of homes are currently under wat8ee Table 4.

Recession and the Economic Picture The housing collapse, and the subprime
mortgage crisis, contributed significantly to trengral economic recession the US entered into.
Coupled with the serious risk of collapse in maectors of the financial markets in the fall of
2008, the US, and much of the world economy, has loerecession and trying to recover ever
since. Together with rising unemployment, falllmause prices, and the difficulties borrowers
face in securing credit since the crisis, this dbthe recovery of the mortgage market further,
and it is only now that, in the US, there beginriodpe tentative signs of turn-around.

4. Further Concerns at Present in US. Compounding the problems in the US, there
are further challenges just coming to the surfabilvhave yet to be fully exposed and dealt
with.

Toxic Assets. For one thing, banks still hold in their portfidisubstantial
amounts of the riskiest derivative products, somes referred to as “toxic assets,” and it will be
quite a while before the banks can dispose of taesets. Some of these have been purchased
by various government-related entities, as patheffinancial institutions bail-out, but much
remains in the banks (Kestenbaum). These asietshé non-performing loans discussed
below, remain on the banks’ books at face valustrimuting to the weak balance sheets of those
banks. This means that the home mortgage marKeewiain unsettled in the US for some time
to come, unless some further intervention by theegument is successfully undertaken.

Non-Performing loans. For several reasons, lenders are also sitting aviot of
non-performing mortgage loans on their books, &eg aire not yet bringing foreclosure actions
to wipe out all non-performing mortgage loans. r &e thing, they are held by the banks on
their books at their purchase prices, and havdeen written down for accounting purposes to
their current value (which, in any case, might b&adlt to ascertain). A write-down occurs
only when the loan is sold, foreclosed or otheninskependently valued — wholesale write-
downs would adversely affect the banks’ balancetsheften already compromised. So there
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has been a reluctance on the part of banks torhstéeal with these loans. In addition, banks
say they have limited staff to administer the lgamsl they are often overwhelmed by the
magnitude of the challenges. Finally, once thekidarecloses, it takes the mortgaged property
into its own real estate portfolio, becomes resfma$or maintenance, taxes, insurance, and
other costs, and then must turn around and trgltdle asset in a down market. The more
foreclosed homes on the market, the lower the prdg# fall before a new equilibrium is
established. Indeed, much of the drop in homeeproan be attributed to the unusually high
number of foreclosed homes on the market, whictkdare beginning to sell at distress prices,
just to move them out of their portfolios (The N&ark Times Opinion).An unappealing set of
choices, resulting in slow movement back to equitli.

“Under Water” Homes. Another serious problem impacting recovery ralate
the “under water” issue. This in US parlance mehasa home is worth less than the amount
outstanding on the mortgage loan. Because ohfpfirices in the US, at this point this applies
to no less than 20% - 27% (Thaler, New York Timgén@n; Goodman, January 201df)the
total number of homes with loans in the US. Thid falone chills the already depressed home
sales market, because a sale will not generateganmoceeds to satisfy the debt, “trapping”
people in their homes (JCHS/HU SON 2009, 1). Imynzases, a bank will accept a “short
sale,” where the bank takes the net proceeds akarslieu of full loan repayment. However, in
general, the negative equity syndrome leads tdiaddi foreclosures, with borrowers
wondering why they are continuing to pay the lerfdea home with negative equity; in some
cases, therefore, borrowers stop making paymentsome states, as in EU countries, after a
mortgage has been foreclosed, the borrower iso$tliyated to the lender for any shortfall in the
value of the home, compared to the amount owedhdiJS, this is called a “recourse loan.” In
other states, including several that have beenandest in the boom/bust, all home loans are
“non-recourse,” meaning that once the bank hast#ke home by repossession, no further
amount can be claimed from the borrower. In naouese states, especially, we are beginning
to see homeowners who are significantly “under watalk away from their homes, handing
the keys to the lender, even if they could affar@édntinue their payments. This is sometimes
referred to as a “strategic foreclosure.” Certainlstates with non-recourse laws, this is a
potentially huge problem only beginning to affeettistics. In the 10-county San Francisco area,
for example, of approximately 1.4 million mortgadgans, approximately 28% are under water,
with about half that number under water by 25% oren(Said). In Nevada, nearly 2/3 of all
homes have negative equity (Thaler). Thaler, kamgple, suggests that there is no moral issue
in walking away from such a home in a non-recosig@tion — it was part of the understanding
that was bargained for in the beginning, and hesfiih remarkable that as many homeowners pay
their under water mortgage loans as do, when bamitg act to maximize profits.”

MERS lIssues. Finally, there are a host of issues surroundiegiominal, as
opposed to the actual, ownership of the mortgagetasince the securitization process has in
many cases created multiple partial owners of glsimortgage and, often, the named owner of
the mortgage in the county records is the trackmmpany, MERS. On record, over 60 million
mortgagesn the US are now nominally owned by MERS (Morgens®eptember 2009). This
results in a homeowner frequently not knowing witiom to communicate, whether the entity
communicating with them has proper credentials,re@ng no evidence of who owns their
mortgage. This has created problems also in tfieigl arena, where, in at least five states,
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judges have stated that MERS has no interest imtiregage, is only a straw (or empty) party,
and cannot bring a lawsuit, thus throwing out tre¢losure or other judicial action (US Legal;
Morgenson, September 2009).

Home Equity/Second Mortgages.There are additional problems arising from
the high number of second (or so-called “home gtjuihortgages, which are often held by a
different lender than the first mortgage debt, mghkiegotiations in case of a default that much
more difficult (Goodman, January 2010; Morgensoec&nber 2009). Indeed, in the case
where the first and second mortgage lenders argdime, it has proven to be much easier to
work out compromises to reinstate a defaulted ([déorgenson, December 2009). The amount
owed in second mortgages to the nation’s four Etrganks alone amounts to $442 billion
(Morgenson, December 2009).

5. Government and Industry Responses in the US driEU.

US. The US has had a succession of escalating respénasn the federal
government in its efforts to stabilize the natiomairtgage situation, meeting with varying — but,
overall to date, limited — success (Goodman, Jan2@t0; JCHS/HU, SON 2009, 3-4;
Morgenson, December 2009).

Part of the reluctance to take more dramatic acbqrotect homeowners and restabilize the
markets is that there are those in the US who wiskuch assistance or forbearance to be
forthcoming, saying that it creates a “moral haz#wdlelinquent or under water homeowners,
encouraging them to slack off in their respondiletli to banks, and an unfairness issue,
“rewarding” people who don’t pay, while doing natbifor citizens who live up to their
obligations and pay their mortgages as they shotlds is parallel to the “moral hazard”
arguments used to oppose the bank bail-outs. Baiédut” of the homeowner, the argument
goes, encourages risky behavior, counting on aieekom the government. There is an
underlying question in these critics’ minds of wrextthe borrowers in default “deserve” to be
helped. This political conversation has slowedr$fto work out sensible, forward-looking
solutions.

Other critics have begun to complain that the psapgobeing implemented are often designed,
not to assist homeowners, who have been helpednomdiestly, but to assist banks, by giving
them time to sort through their bad mortgage pdbke(New York Times Opinion).

In several EU countries, by contrast, we have gegernmental and market responses designed
specifically, and seemingly effectively, to helpekepeople in their homes.

Germany. In Germany, an option in many cases has beenfttlatving a
foreclosure, people are permitted to stay in tresidence, paying rent to the bank as tenants.
Title has passed, but the property is not vacdter, avoiding empty homes, which encourage
vandalism and deterioration, eliminating the blightneighborhoods from having vacant
properties, and perhaps avoiding a problem withélessness or overcrowding, as foreclosed
families move to smaller quarters or move in wélatives.
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UK. In the UK, arguably closest to the US in its gats, there are several
indicators that the government is taking a morevaeble in supporting homeowners, and trying
to keep people from repossession. This includagls far-reaching and comprehensive set of
directives of a consumer protection nature. Thakeial Services Authority (“FSA”) has, since
2000, been charged with responsibility for admarisig the home mortgage markets on a
national basis, replacing a self-regulatory scheusmieh had existed previously. Mortgage
lenders must be granted a consumer credit licemskare bound by FSA rules governing their
conduct of business, including providing clear dathnced information to consumers, an
obligation to offer a “suitable” mortgage produatat prospective borrower (including
considerations of affordability); lenders must depemeasures to help borrowers who face
difficulties, including the requirement that lensl@nay only repossess a property after all other
reasonable measures have failed (Kempson). Themany signposts of help at the
government website (mortgagehelp.direct.gov.ukjclvkells visitors to the site such things as:

Mortgage lenders should only take possessionast aesort and there are a
range of ways lenders can help you manage youathiyopayments better. Your
lender should think about what they can do to@néyou losing your home. For
example, they may: - agree to change the terrgewfloan; -accept reduced
payments from you in the short term; - add yougas to the amount you have
borrowed.

In addition, a recently issued Protocol in the BIKivil Procedures Rules, governing
foreclosure courts and judges, reinforces thesks Gavil Procedure Rules, Protocol, April
2010); moreover, the FSA now requires lenders leado report and publish information on how
they handle complaints from customers regardingéhbnmance (among other areas) (CML,
News & Views no. 5). Finally, a Financial Ombudsn®ervice has been established, to resolve
disputes between consumers and financial servigas ffairly, reasonably, quickly and
informally” (Kempson, 10), whose determinations lireding on financial firms, but may be
appealed by consumers; this service handled al&00@ home mortgage cases in 2006-07
(Kempson, 11).

In addition to these structures, the UK has pytite at least three schemes to assist home
borrowers in distress (FSA website; Farrow); howgtreere have been suggestions in the news
media that these have been less than effectivegiBudrth).

Euro Area. The ECB paper reports that, in many Euro Area ti@s) “some
loans for house purchase explicitly provide formawt flexibility during the contract period,
especially in the case of an income shortfall” (EGB). Moreover, repossession proceedings,
considered a last resort, require debt counselimgegotiations between lenders and borrowers,
either as part of the foreclosure process or as-&@ndition for its commencement (ECB, 38,
86). This requirement would be unusual in the BI§1¢ugh such a requirement has been
implemented in some local jurisdictions, such &sQlity of Philadelphia, which has had a
successful program in reducing home foreclosures).

Certain initiatives seem to be appearing in theniéffe recently which mirror some of these
better practices, such as rent-backs (Stout), goimeipal forgiveness (Streitfield, March 2010),
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and forbearance efforts for unemployed workers €elli). To date, however, these are limited
in scope and application, isolated examples, armntary on the part of individual banks, rather
than comprehensive and mandatory.

V. Best Practices: Preliminary Observations

We note that implementation of the practices dbedrbelow, in the aggregate tending toward a
more conservative mortgage market, would in mamsgsaequire considerable legislation to
adopt, and would probably result in a lower projorof home ownership in the US. This
would require some changes in attitude, and thiigadlwill to make such changes. It remains
to be seen whether this poltical will can be mwesten the US.

I note that, in addition to the salutary practioaefiined below, commentators have also
suggested that personal bankruptcy involves faerddficulties for a Euro Area person than for
a US resident, and they also point to the pursuité EU by lenders of deficiency amounts
against borrowers personally, to account for theenconservative behavior on the part of EU
borrowers (ECB, 37). I, however, am not persudtatithese factors are significantly different
in the US. They do contribute, perhaps, to thalitytof the different compact which prevails
between citizens and their government, and may bane significance when aggregated with
the differing nature of public policies and thefeliénce in perspectives regarding the appropriate
role of government. It is the nature of this stalienderstanding, and the attitudes on the part of
citizenry and institutions that, apart from economnd fiscal issues, contributes to the more
exacerbated and litigious situation in the US (Kgga

1. Equity Considerations. Of the several ways in which the EU countries we
considered have differed from the US, one cleaimdison is the attitude toward equity held in
real estate. In order to safeguard against falimge prices, or other pricing or payment
problems, it is far preferable for lenders and baers alike to have some borrower equity in a
home. This includes insisting on some sensiblesrtdr downpayments, some reasonable limits
on withdrawing cash through second mortgages, atbag preference for a self-amortizing
mortgage, rather than interest-only (or, worse yegiative amortization) loans. Having an
equity cushion guards against a home developingtivegequity, which reduces the temptation
for walk-aways (especially in jurisdictions wheranie loans are non-recourse), and
generally contributes to a healthier market andens@nsible decisions by borrowers who, when
they have some equity at risk, don’t want to jedfm= their investment.

If public policy evolves to the point where theseai desire to assist lower income groups to
purchase homes, this should be accompanied byngeaamd education, about finances, home
ownership responsibilities, and the like, and hetresult of the exploitative subprime lending
that took place in the last decade.

2. Lenders: Regulation and Perhaps Limitation; Canpensation Not Fee Based.
Appropriate regulation of lenders and their pragicas demonstrated by several EU countries,
such as Italy, Denmark and UK, creates a systetmaeiéiar expectations that, while at times
conservative, keep lenders subject to certain cotigaalification, capital requirements, and
conduct, and may, as in the UK, be deployed fostutiial consumer protections, at present
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absent in the US at a national level. These ptiotexcan eliminate lender over-reaching, offer
better guidance and information to prospectivedwers, and provide assistance to consumers
who have financial difficulties or disputes withnters. Lenders’ employees are generally
salaried, not paid on commission, eliminating teatiptis in that area as well.

3. Lenders Retain Financial Risks for Loans MadeThe Covered Bond Model. At
the level of the functioning of the secondary meskthe covered bonds prevalent in Germany
and Denmark offer perhaps the most sensible wagairing non-deposit funds to support new
mortgage loan creation. Much attention has bedneaded to the Danish mortgage market as a
model (see, for example, Soros, Mortgage Profgs3tiis system, in place since shortly after
the 1795 Copenhagen fire, operates through a smaiber (8) of authorized mortgage banks
(which do not accept deposits), called Monetanafaial Institutions (“MFI”) (ECB, 6),
offering fairly strictly regulated mortgage prodsitd consumers, with a minimum 20% down
payment requirement (which reduces the likelihobdame prices falling beneath the amount of
the outstanding mortgage). The Danish Financige8usory Authority (“DFSA”) regulates all
aspects of the market and also acts as the intéaimgdzktween borrowers and investors (Global
Property Guide). Each mortgage is pooled togetlidrother mortgage loans offered on
identical terms, and these back a bond series whigfiered in the public market, generally
purchased by private investors. The bonds arectasplex than the derivatives market that
evolved in the US, and there is no tranching intfeient risk segments (ECB, 47). The
proceeds from the bond sales are used by the M#fféo more mortgages. The loan, and thus
the risk of nonpayment, remains on the balancetsii¢ke originating bank. If a borrower
defaults, his/her mortgage loan is retired fromlibad series and held by the issuing bank to
work out. Bondholders have recourse, in the egéatdefault, against the bond collateral, but
also against the issuing MFI. No bond defaulténss occurred (Global Property Guide). A
good diagram of the structure of the Danish mak&iund in Allen et al., 102. The bonds are
matched to the mortgage loans they support amdusing prices fall, the bond prices generally
fall as well, and a borrower can, if desired, rafine or repay, by purchasing a quantity of
matching bonds, at their reduced price, and réigéer debt using these discounted bonds, thus
reducing the impact of the falling price on therbarer’s ability to repay the loan. As the ECB
suggests (ECB, 54):

In a healthy reaction to the excesses of thentquast, a shift towards simpler
and more transparent deals can also be envispgdaibly in the context of a
wider adoption of safer on-balance-sheet coliditaation in the form of covered
bonds.

4. Additional proposal to Restabilize US MortgagesPrincipal Balance Write-Offs
Needed. This proposal has no parallel in the EU. Increglginvoices in the US are demanding
that, as part of the effort to restabilize the U&tgage markets, in addition to other proposals
and innovations, lenders need to reduce the pahbi@lances outstanding on mortgages to a
level that reflects no more than the current maviéie of the home in question, in order to
stabilize home sale prices, and to encourage péopémain in their homes paying their
mortgage debt on the adjustetd level, rather thakimg away from a home with negative equity
(Goodman, Jan. 2010; New York Times Opinion). ¥asiideas have been floated for ways to
accomplish this in a fair manner, including addoayments at the end of the term, provided that
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the market supports the additional money, graduigwowns of principal (Streitfield, March
2010), and sharing any future upside value betweemeowner and lender.

Most loans are owned by investors. They are asngly inclined
to accept losses by writing down loan balancesxchange for
greater assurance that borrowers will be ableakenpayments
(Goodman, January 2010).

Whether lenders should be compensated (and by wfwra)l or any part of these write-downs
is an open question. The New York Times statealrecent editorial:

Unless the banks can be compelled to get on bealdwing
principal reductions to become the norm — thefargclosure
effort may have more success in letting the baolstpone
their losses than in helping Americans keep themes.

Other voices counter with the “moral hazard” (onfair to paying borrowers”) argument.
However, this approach misses the point of theeaddwn. The purpose would be to strengthen
the national housing market, to help keep neightiadk and communities strong by avoiding
further declines in home prices and the decaywaeant housing frequently brings, as well as to
assist the homeowner borrower who needs help.n@iienal economy will recover only as fast
as the housing sector, and a continuing downwagglspire on prices delays recovery. This is not
simply a question of which individuals are beindpled, and whether they “should” be helped.
Rather, the purpose is to staunch a wound, andistatine market (The New York Times
Opinion).

5. Public Policy Supporting Home Owners; ConsumeProtection. Looking at the
various specific differences between the US andEtdeountries in their approach to home
ownership loans, we can begin to discern a patt&emnerally, the differences described above
reveal a dramatic difference between the US andnBbe level of, and emphasis on, consumer
protection. This is true both during the procdssiortgage generation and, perhaps even more
important, in dealing with consumers who experietifficulties.

While both the US and the EU have developed progtanassist homeowners in trouble (and
there have been complaints about the effectivenfasgny of these, on both sides of the
Atlantic), we see nonetheless that: (1) many offbecountry programs are more extensive, and
more generous to consumers, than those in thetd@@other things being mandatory for
banks, and (2) public attitudes in the EU spediffcand positively favor keeping people in their
homes. This often requires banks to negotiate kotinowers in good faith, and to make
accommodations, whether deferring payments, lowgrayments, adding arrearages to the end
of the mortgage period, renting foreclosed home& baformer owners, or other efforts to

allow people to weather a bad economic period, diginity and less upheaval in their lives and
in their communities. These initiatives are widslypported at a societal level.

In the US, by comparison, there remain mixed reastio efforts to help those in need, and the
go-it-alone mentality that is somewhat prevalerthim US remains visible in public discourse in
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this area. | perceive this as perhaps the strosgegle difference between the US and the EU
countries.

The financial services bill that is currently beimdppted in the US will, it is hoped, reduce some
of the abusive practices that prior law allowedhe3e, however, seem to be principally
prospective in nature, and do not generally addtessituation of presently distressed
homeowners. Although the final terms are not wenined, some of the expected features of
the new law are expected to include: (1) cleardrranre centralized supervision of financial
institutions, (2) more controls, security and tgarency for derivatives deals, and (3) perhaps
most important, a new, independently-funded Consuimeancial Protection Bureau will be
established, with authority to regulate mortgagelieg practices, along with other financial
products. How this will evolve remains somewhagmout proponents are expecting that this
will usher in a new era in mortgage lending in tH&, bringing it closer to the models found in
the EU.

V. Summary.

The US mortgage market still faces huge probleitge current mortgage market dynamic, the
incentives and the conflicts of interest amongplagers, make the US system deeply, perhaps
fatally, flawed. As a recent Federal Reserve Beauker stated:

[Floreclosures [continue] to occur in cases wlhperd the borrower and investor
would be better off if such an outcome were agdiCordell et al., 1).

The EU countries have generally evolved more caas®e models, which have, on the whole,
fared far better in today’s difficult economic cke than have their US counterparts. This
makes it less likely that the EU countries willthe future face the kinds of problems the US
must deal with. And EU practices provide the Ushweveral features which the US could well
implement in an effort to improve the functioningits mortgage market.

Differences in public attitudes and public polibpwever, play a significant role in explaining
the differences between the EU and the US. Gré&aAfesocietal support for homeowners, which
translates into the greater consumer protecticaisagply, and the degree of governmental
control over lenders’ practices, help to explaigittidisparate responses in the arena of home
mortgage difficulties over the past several years.
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TABLES

TABLE 1: Basic Population & Mortgage Data

Denmark | Germany Italy UK Euro us
Area
Population 5,000 82,000 60,000 62,000 315,000
(in thousands)
1)
% of Home 51% 43% 78% 68% 67%
Ownership (2) (72%)
Aggregate 230 966 230 1,196 4,600 14,300
Mortgage (USD)
Debt
Outstanding(3
% of Homes 26% 12% 40% 20% 45% (42%
with (38%) (52 million
Mortgages (4) 1st lien
mges)
Ratio: 154% 97% 128%
Household
Debt to
Disposable
Income (5)
Ratio: 70% 53% 13% 69% 42% 69%
Mortgage
Debt to GDP
(6)

(1) United Nations, World Population 2008, roundeeearest million

(2) ULI Housing and (in parenthesis) Hess & Holzben, 5 (2006 figures), except (a) US figure f@mHS/HU
SON 2009, 16 and (b) Italy figure from Survey ofudehold Income and Wealth (Bank of Italy), table pIB0

(3) Calculated from Hess & Holzhausen, 2 (2006r&g), in billions of Euros (European total: 4,680kexcept US
(mid-2008), in trillions of USD, from ECB, 71; Feu¢ Reserve Bank

(4) ECB, 14, 16, 68 (2005 figures); Streitfieldo\dmber 19, 20, 2009) (US)

(5) ECB, 67 (2003 — 2007 average)

(6) Hess & Holzhausen, 4 (UK); OECD, 137 (US);E& Q2 (Euro Area)
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TABLE 2: Data Concerning Causal Factors

Denmark | Germany Italy UK Euro us
Area
LTV: 80/80 67/80 55/80 69/110 75/97%
average/maximum
)
Downpayment 20% 20% 20% 0% 0%
Requirements (in some (in some
cases) cases)
No. Authorized 8 few (but
Lenders more many
than in
1990's)
2)
Degree of heavy heavy | moderately limited
Regulation of heavy
Lenders
Secondary Marketf  covered covered very yes yes
bonds bonds little
(3.4)
% of Outstanding 7% 50%
Mortgages
Securitized (4)
Do Lenders Retain yes yes yes yes no
Repayment Risk?
©)
Compensation to| salaried salaried often fee
Originating Loan based on
Officer originations

(1) Hess & Holzhausen, 6
(2) Guiso, Casolaro & Gambacorta
(3) Green & Wachter, 103

(4) ECB, 51

(5) ECB, 46 (covered bonds)

-16-



TABLE 3: Health of the Mortgage Market

UK (1)

US (2,3)

Delinquencies 188,000 (1.61%)

1.6 million (3%);%8.8
delinquent or in foreclosure

(2)

Foreclosures/Possessigns 46,000 (0.4%)
(completed 2009 —
highest in 15 years)

4.5% in foreclosure; over 4
million in foreclosure pipeling
(4); completed:

850,000 (1.6%) in 2008;
129,000 in & gtr 2009 (5);
88,000 homes possessed i

Jan 2010, a 31% increase 0
2009 (4)

=]

er

Projections For 2010:
205,000 (1.85%)
delinquent; 53,000
(0.48%) possession

Defaults & foreclosures
expected to peak in 2011(6

#, % Homes with
Negative Equity

15 million (27%) (7)

(1) CML, Mortgage Arrears; CML, News & Views,Decbar 2009, 2 [note: these are three month delindashc

Butterworth

(2) Streitfield (November 20, 2009); JCHS/HU S@00D9, 2 [note: these figures include loans 60 dayaore

delinquent]

(3) CML, News & Views, December 2009, 2 (data frbiBA)

(4) MBA, Press Release, New York Times Opinion
(5) Streitfield (March 2010)

(6) Streitfield (November 19, 2009)

(7) Goodman (January 2010)
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TABLE 4: Economic Factors

Denmark (1) UK uUsS
Unemployment 3.2% (Mar 7.8% 10.2%
(1) 2009); expect (9.9% April 2010 (2))
4.5% 2010
% Fall in 21% 35% from peak
Housing 10.8% drop in| from peak | (expected to reach
Prices, Sales| 2009 from bottom end 2010) (3);
(1) 2008 sales down 30% from

2005 levels, 30% of
which are resales of
foreclosed homes (4
Economic 2009 expect | 6%, mid- 4%, mid-2008 to
Contraction 4% 2008 to mid-2009

(1) contraction | mid-2009

(1) Global Property Guide (DK); CML, News & ViewBgcember 2009, 1, 4 (UK & US)
(2) Bureau of Labor Statistics

(3) MBA

(4) JCHS/HU, SON 2009, 5, 6
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