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Executive Summary * 

 

From July 2007 through August 2009, 1.8 million homes were lost to foreclosure and 5.2 

million more foreclosures were started.  One in eight mortgages is currently in foreclosure or 

default.  Each month, an additional 250,000 foreclosures are initiated, resulting in direct investor 

losses that average more than $120,000.  These investors include the American people. The 

combination of federal efforts to combat the financial crisis coupled with mortgage assistance 

programs makes the taxpayer the ultimate guarantor of a large portion of home mortgages.  

Each foreclosure further imposes direct costs on displaced owners and tenants, and 

indirect costs on cities and towns, and neighboring homeowners whose property values are 

driven down. High unemployment and depressed residential real estate values feed a foreclosure 

crisis that could pose an enormous obstacle to recovery. 

The Panel is specifically charged with conducting oversight of foreclosure mitigation 

efforts under the Emergency Economic Stabilization Act (EESA).  In particular, the statute 

directs the Panel to assess the effectiveness of the programs from the standpoint of minimizing 

long-term costs and maximizing benefits for taxpayers.  To that end, the Panel asked Professor 

Alan White of Valparaiso University to conduct a cost-benefit analysis.  Although federal 

foreclosure mitigation programs are still getting off the ground, the benefits of foreclosure 

modification are likely to outweigh the cost to taxpayers.   

Since the Panelôs March report on the foreclosure crisis, Treasury has unveiled its 

Making Home Affordable (MHA) initiative, the federal governmentôs central tool to combat 

foreclosures.  MHA consists of two primary programs.  The Home Affordable Refinance 

Program (HARP) helps homeowners who are current on their mortgage payments but owe more 

than their homes are worth, refinance into more stable, affordable loans.  The larger Home 

Affordable Modification Program (HAMP) reduces monthly mortgage payments in order to help 

borrowers facing foreclosure keep their homes.  As of September 1, 2009, HAMP facilitated 

1,711 permanent mortgage modifications, with another 362,348 additional borrowers in a three-

month trial stage. HARP has closed 95,729 refinancings, hopefully reducing the number of 

homeowners who may face foreclosure in the future. 

Treasury currently estimates it will spend $42.5 billion of the $50 billion in Troubled 

Asset Relief Program (TARP) funding for HAMP, which will support about 2 to 2.6 million 

modifications.  If HAMP is successful in reducing investor losses, those savings should translate 

to improved recovery on other taxpayer investments.  But if foreclosure starts continue their push 

toward 10 to 12 million, as currently estimated, the remaining losses will be massive. 

The Panel has three concerns with the current approach.   

                                                 
*
The Panel adopted this report with a 3-2 vote on October 8, 2009.  Rep. Jeb Hensarling and Paul Atkins 

voted against the report.  Additional views are available in Section Two of this report 
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First is the problem of scope.  Treasury hopes to prevent as many as 3 to 4 million of 

these foreclosures through HAMP, but there is reason to doubt whether the program will be able 

to achieve this goal.  The program is limited to certain mortgage configurations. Many of the 

coming foreclosures are likely to be payment option adjustable rate mortgage (ARM) and 

interest-only loan resets, many of which will exceed the HAMP eligibility limits.  HAMP was 

not designed to address foreclosures caused by unemployment, which now appears to be a 

central cause of nonpayment, further limiting the scope of the program.  The foreclosure crisis 

has moved beyond subprime mortgages and into the prime mortgage market.  It increasingly 

appears that HAMP is targeted at the housing crisis as it existed six months ago, rather than as it 

exists right now.  

The second problem is scale.  The Panel recognizes that HAMP requires a significant 

infrastructureðboth at Treasury and within participating mortgage servicersðthat cannot be 

created overnight.  Foreclosures continue every day as Treasury ramps up the program, with 

foreclosure starts outpacing new HAMP trial modifications at a rate of more than 2 to 1.  Some 

homeowners who would have qualified for modifications lost their homes before the program 

could reach them.  Treasuryôs near-term target for HAMP ï 500,000 trial modifications by 

November 1, 2009 ï appears to be more attainable, but even if it is achieved, this may not be 

large enough to slow down the foreclosure crisis and its attendant impact on the economy.  Once 

the program is fully operational, Treasury officials have stated that the goal is to modify 25,000 

to 30,000 loans per week.  Treasuryôs own projections would mean that, in the best case, fewer 

than half of the predicted foreclosures would be avoided. 

The third problem is permanence.  It is unclear whether the modifications actually put 

homeowners into long-term stable situations.  Though still early in the HAMP program, only a 

very small proportion of trial modifications that were begun three or more months ago have 

converted into longer term modifications.  In addition, HAMP modifications are often not 

permanent; for many homeowners, payments will rise after five years, which means that 

affordability can decline over time.  Moreover, HAMP modifications increase negative equity for 

many borrowers, which appears to be associated with increased rates of re-default.  The result for 

many homeowners could be that foreclosure is delayed, not avoided. 

Whether current Treasury programs adequately address foreclosures also depends on the 

future condition of the housing market.  Today, one-third of mortgages are underwater, and if 

housing prices continue to drop, some experts estimate that one-half of all mortgages will exceed 

the value of the homes they secure.  Negative equity increases the likelihood that when these 

homeowners encounter other financial problems or life events cause them to move, they may 

walk away from their homes and their over-sized mortgages.  Others may be discouraged about 

paying off mortgages that greatly exceed the value of the property or give up their homes when 

they recognize that they would be ahead financially if they rented for a few years before buying 

again.  If left unresolved, re-defaults and future defaults related to negative equity could mean 
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that the country experiences high foreclosure rates and housing market instability for years to 

come.   

While Treasury must consider programmatic changes to meet these challenges, so too 

must it adapt and improve the existing programs in several key ways. 

Given the issues facing MHA, Treasury must be fully transparent about the effectiveness 

of its programs, as well as the manner in which they operate.  Although Treasuryôs data 

collection has improved significantly since the Panelôs March report, it should be expanded, and 

the information should be made public.  Treasury should release its Net Present Value (NPV) 

model, which is used to determine a homeownerôs eligibility for HAMP. The new denial codes 

should be implemented to provide borrowers with a specific reason for denying a modification 

and a clear path for appeal.  Denial information should also be aggregated and reported to the 

public. 

Treasury should also make the loan modification process more uniform so that 

borrowers, servicers, and advocates can more easily navigate the system.  Uniform documents 

and more uniform processes would benefit both lenders and borrowers, and would make the 

program easier to administer and oversee.  Treasury should continue its efforts to streamline the 

system, including through development of a web portal as suggested in the Panelôs March report. 

The model for determining borrowersô eligibility for the programs could be adapted to 

accommodate borrowers with arrearages and by incorporating more localized information when 

determining a mortgage loanôs value. 

In MHA, as in all of Treasuryôs programs, accountability is paramount.  Servicers who 

fail to comply with the programôs requirements should face strong consequences.  Treasury must 

ensure that Freddie Mac, recently selected to oversee program compliance, has in place the 

proper processes to provide robust oversight.  To further reinforce accountability, Treasury 

should continue to develop performance metrics and publicly report the results by lender or 

servicer. 

Rising unemployment, generally flat or even falling home prices, and impending 

mortgage rate resets threaten to cast millions more out of their homes, with devastating effects on 

families, local communities, and the broader economy.  Ultimately, the American taxpayer will 

be forced to stand behind many of these mortgages.  The Panel urges Treasury to reconsider the 

scope, scalability and permanence of the programs designed to minimize the economic impact of 

foreclosures and consider whether new programs or program enhancements could be adopted. 
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Section One: An Assessment of Foreclosure Mitigation 
Efforts after Six Months  

A. Introduction: What Has Changed Since the Last Report 

The United States is now in the third year of a foreclosure crisis unprecedented since the 

Great Depression with no end in sight.  Of the 75.6 million owner-occupied residential housing 

units in the United States, approximately 68 percent (51.6 million) of homeowners carry a 

mortgage to finance the purchase of their homes.
1
  Since 2007, 5.4 million of these homes have 

entered foreclosure, and 1.9 million have been sold in foreclosure.
2
  Absent a significant upturn 

in the broader economy and the housing market, another 3.5 million homes could enter 

foreclosure by the end of 2010.
3
 

Foreclosure rates are now nearly quadruple historic averages (see Figures XX and XX). 

At the close of second quarter 2009, the Mortgage Bankers Association reported that 4.3 percent 

of mortgages, 15.05 percent of sub-prime loans, and 24.40 percent of sub-prime adjustable rate 

mortgages (ARMs) were currently in foreclosure.  In addition, 9.24 percent of all residential 

mortgages were delinquent, a rate nearly double historic norms.
4
  Homeowners avoiding 

foreclosure, but still losing their homes in preforeclosure sales (short sales) or deeds-in-lieu 

(DIL) transactions further add to this crisis.
5
 

Foreclosures, and in many respects the foreclosure alternatives mentioned above, have 

consequences beyond the families who lose their homes.  They affect the neighbors who must 

                                                 
1
 U.S. Census Bureau, American Housing Survey for the United States: 2007 (2007) (Table 3-15.Mortgage 

Characteristics ï Owner-Occupied Units) (online at www.census.gov/hhes/www/housing/ahs/ahs07/tab3-15.pdf) 

(hereinafter ñCensus Housing Surveyò);  U.S. Department of Housing and Urban Development, U.S. Housing 

Market Conditions, at 24 (Aug. 2009) (online at www.huduser.org/periodicals/ushmc/summer09/nat_data.pdf). 

2
 HOPE NOW, Workout Plans (Repayment Plans + Modifications) and Foreclosure Sales July 2007 ï 

August 2009, at 1 (2009) (online at www.hopenow.com/industry-

data/HOPE%20NOW%20National%20Data%20July07%20to%20Aug09.pdf). (hereinafter ñHOPE NOW, Workout 

Plans and Foreclosure Salesò). 

3
 Goldman Sachs Global ECS Research, Global Economics Paper No. 177, Home Prices and Credit 

Losses:  Projections and Policy Options, at 16 (Jan. 13, 2009) (online at 

docs.google.com/gview?a=v&q=cache%3AQlc0g0CzRpEJ%3Agarygreene.mediaroom.com%2Ffile.php%2F216%

2FGlobal%2BPaper%2BNo%2B%2B177.pdf+Goldman+Sachs+Global+ECS+Research%2C+Global+Economics+

Paper+No.+177%2C+Home+Prices+and+Credit+Losses%3A+Projections+and+Policy+Options&hl=en&gl=us&sig

=AFQjCNGp3ZHbpbCgjpZh2_17Dv-BpFzCCg). 

4
 Mortgage Bankers Association, National Delinquency Survey at 1 (Aug. 2009) (hereinafter ñMBA 

National Delinquency Surveyò).  Between 1996 and 2008, residential mortgage delinquency rates averaged an 

annual 4.8 percent surveyed.  Id. 

5
 According to a July 2009 real estate agent survey, 14 percent of all home purchases stemmed from ñshort 

sales.ò  Campbell Surveys, Real Estate Agents Report on Home Purchases and Mortgages - 2009 (online at 

www.campbellsurveys.com/AgentSummaryReports/AgentSurveyReportSummary-June2009.pdf) (accessed Sept. 

28, 2009). (hereinafter ñCampbell Real Estate Agent Surveyò). 
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live next to vacant homes and suffer decreased property values as a result.
6
  They alter the 

composition of schools and religious institutions, which see children and congregants uprooted.
7
  

They harm the foreclosing bank, depressing its balance sheet.
8
  They drive down housing prices 

by flooding the market with bank-owned properties.
9
  They negatively affect the economy as a 

whole by decreasing stability in banks, communities, and municipal and state tax bases.
10

  

Successfully addressing the foreclosure crisis is key to reviving banks, reversing the fall in real 

estate prices, and promoting economic growth and stability.
11

 

                                                 
6
 The Center for Responsible Lending estimates that ñin 2009 alone, foreclosures will cause 69.5 million 

nearby homes to suffer price declines averaging $7,200 per home and resulting in a $502 billion total decline in 

property values.ò Center for Responsible Lending, Soaring Spillover: Accelerating Foreclosures to Cost Neighbors 

$502 Billion in 2009 Alone; 69.5 Million Homes Lose $7,200 on Average (May 7, 2009) (online at 

www.responsiblelending.org/mortgage-lending/research-analysis/soaring-spillover-3-09.pdf); John P. Harding et al., 

The Contagion Effect of Foreclosed Properties (July 13, 2009) (online at 

www.business.uconn.edu/Realestate/publications/pdf%20documents/406%20contagion_080715.pdf);  

Congressional Oversight Panel, Statements from Audience, Philadelphia Field Hearing on Mortgage Foreclosures, 

at 154 (Sept. 24, 2009) (online at cop.senate.gov/hearings/library/hearing-092409-philadelphia.cfm). 

7
 An estimated 2 million children will lose their homes to foreclosure.  ñ[C]hildren who experience 

excessive mobility, such as those impacted by the mortgage crisis, will suffer in school.ò  FirstFocus, The Impact of 

the Mortgage Crisis on Children (Apr. 30, 2008) (online at 

www.firstfocus.net/Download/HousingandChildrenFINAL.pdf ) (citing Russell Rumberger, The Causes and 

Consequences of Student Mobility, Journal of Negro Education, Vol. 72, No. 1, at 6-21, (2003). 

8
 Congressional Oversight Panel, August Oversight Report: The Continued Risk of Troubled Assets (Aug. 

11, 2009) (online at cop.senate.gov/documents/cop-081109-report.pdf).  Laurie Kulikowski, Citi Execs Offer 

Optimism, Thin Details, TheStreet.com (Sept. 14, 2009) (online at www.thestreet.com/story/10598384/1/citi-execs-

offer-optimism-thin-details.html) (Citigroup CEO Vikram Pandit ñnoted that two particularly troubling businesses 

for the company are the credit card and mortgage portfolios. óWhen we see those assets turn, I think you will start to 

see a change in the profitability of Citi.ôò). 

9
 Lender Processing Services, LPS Releases Study That Demonstrates Impact of Foreclosure Sales on 

Home Prices (Sept. 3, 2009) (online at www.lpsvcs.com/NewsRoom/Pages/20090903.aspx). 

10
 In April 2008, the Pew Charitable Trusts estimated that ñ10 states alone will lose a total of $6.6 billion in 

tax revenue in 2008 as a result of the foreclosure crisis, according to a 2007 projection.ò Pew Charitable Trusts, 

Defaulting on the Dream: States Respond to Americaôs Foreclosure Crisis (Apr. 2008) (online at 

www.pewtrusts.org/uploadedFiles/wwwpewtrustsorg/Reports/Subprime_mortgages/defaulting_on_the_dream.pdf). 

11
 Federal Reserve Board of Governors, Remarks as Prepared for Delivery by Governor Randall S. 

Kroszner at NeighborWorks America Symposium (May 7, 2008) (online at 

www.federalreserve.gov/newsevents/speech/kroszner20080507a.htm) (ñ[D]iscussion of the impact of foreclosures 

on neighborhoods and what can be done to mitigate those impacts is not only timely, it is essential to promoting 

local and regional economic recovery and growthé.ò). 
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Figure XX: Percentage of Single Family Residential Mortgages Delinquent
12

 

 

Figure XX: Percentage of Single Family Residential Mortgages in Foreclosure
13

 

                                                 
12

 MBA National Delinquency Surveys, supra note XX. 

13
 MBA National Delinquency Surveys, supra note XX. 
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1. Waves of Foreclosure 

There is still significant debate about the causes of foreclosure and the obstacles faced by 

foreclosure mitigation programs, but it is inescapable that a large number of American families 

are losing their homes.  The foreclosure crisis began with home flippers, speculators, reach 

borrowers who purchased or refinanced properties with little money down and non-traditional 

mortgage products, and homeowners who were sold subprime refinancings.
14

  Increasingly, 

however, because of the severity of the recession, declines in home prices, and the persistence of 

job losses, foreclosures involve families who put down 10 or 20 percent and took out 

conventional, conforming fixed-rate mortgages to purchase or refinance homes that in normal 

market conditions would be within their means.
15

 

a. Speculators 

The foreclosure crisis has gone in waves of defaults.  While these waves are not entirely 

distinct, they are useful for understanding the course of the crisis and where it is headed.  The 

first wave was centered around real estate speculators, who often borrowed 100 percent or more 

                                                 
14

 U.S. Department of Housing and Urban Development, Unequal Burden: Income and Racial Disparities 

in Subprime Lending in America (Apr. 2000) (online at www.huduser.org/Publications/pdf/unequal_full.pdf). 

15
 MBA National Delinquency Survey, supra note XX. 
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of property values.
16

  When home sales slowed and then as property values began to drop, these 

speculators simply stopped paying their mortgages and abandoned their properties because the 

carrying costs of the mortgages were greater than the appreciation they anticipated realizing on 

sale. 

b. Hybrid ARMs  

The second wave was caused by payment reset shock, primarily from the expiration of 

teaser rates on hybrid ARMs.  Hybrid ARMs have a fixed low teaser interest rate for one to three 

years, and then an adjustable interest rate that is usually substantially higher.  (These loans are 

often called 2/28s or 3/27s.  The first number refers to the length of the teaser period in years, 

and the second number to the post-teaser term of the mortgage.)  The teaser rates on hybrid 

ARMs made the mortgages for the teaser period quite affordable.   

Many hybrid ARMs were subprime loans, meaning that their post-teaser interest rate was 

substantially above-market.  Most of these loans also carried stiff prepayment penalties, making 

refinancing expensive for the borrower.
17

  Sometimes this was because of the risk posed by the 

borrower.  Sometimes the homeowner was willing to assume the high post-teaser rate in 

exchange for the below-market teaser, as the homeowner anticipated refinancing or selling the 

appreciated property before the teaser expired.  To refinance a mortgage (or to sell the property 

without a loss) requires having sufficient equity in the property.  Many hybrid ARMs were made 

at very high loan-to-value ratios, as both lenders and homeowners anticipated a rapid 

accumulation of home equity in the appreciating market of the housing bubble.  When the market 

fell, however, these homeowners lacked the equity to refinance, and often faced prepayment 

penalties if they did, further decreasing their ability to refinance.  Additionally, there are 

allegations that some prime borrowers were misled into taking out these mortgages. 

                                                 
16

 Michael Brush, Coming: A 3rd Wave of Foreclosures, MSN Money (June 3, 2009) (online at 

articles.moneycentral.msn.com/Investing/CompanyFocus/coming-a-3rd-wave-of-foreclosures.aspx).  While 

speculators often borrowed 100 percent or more of the loan-to-value (LTV) ratio, other borrowers also utilized high 

LTV loans, such as borrowers in high cost areas, borrowers unable or unwilling to make a standard 20 percent 

downpayment, and those utilizing cash-out refinancings.  Some speculators may have made false assertions of 

primary residence or exaggerated income.  Id. 

17
 Michael LaCour-Little & Cynthia Holmes, Prepayment Penalties in Residential Mortgage Contracts: A 

Cost-Benefit Analysis, Housing Policy Debate (2008) (online at www.mi.vt.edu/data/files/hpd%2019.4/little-

holmes_web.pdf).  The authorsô literature review showed that most subprime loans carry a pre-payment penalty, and 

that ñlenders and many economists view prepayment penalties as a mechanism to increase the predictability of cash 

flow from mortgage loans, thereby enhancing their value to investors and reducing the cost of credit to borrowers.ò  

LaCour-Little and Holmesô cost-benefit analysis found that prepayment penalties had significant economic value to 

lenders and investors, and that the ñexpected cost of prepayment penalties to borrowers is larger than the benefit, 

although this cost varies depending on the interest rate environment.ò  Id. at 668. For example, they found that ñfor a 

loan originated in 2002 with a two-year penalty period, é the average interest savings was $418, compared with an 

expected penalty cost of $3,923ðan almost 10-fold difference.ò  Id. at 667. 
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The result was that many homeowners with hybrid ARMs were unable to refinance out of 

their loans when the teaser period expired and had to start paying at the substantially higher post-

teaser interest rate.  Most of these loans had been underwritten based on an ability to pay only 

the teaser rate, and not the reset post-teaser rate.  In many cases, even the teaser rate underwriting 

was a stretch.  When the rates reset, monthly payments on these mortgages often became 

unaffordable, resulting in defaults.   

The teaser rates on most of the hybrid ARMs made in 2005 and 2006 have already 

expired, and low interest rates now mitigate some of the payment shock on the remaining resets.  

As a result, the defaults from this wave have already crested, although not all of the defaults have 

yet resulted in completed foreclosure sales.  In addition, some homeowners who have managed 

to make the post-reset payments thus far may still default, elevating future foreclosure levels. 

c. Negative Equity 

A third and on-going wave of defaults has been related to negative equity.  A homeowner 

with negative equity owes more in mortgage debt than his or her home is worth.  Steep declines 

in housing prices below pre-crisis levels and the drag on neighborhood housing prices caused by  

nearby foreclosures have combined to force a growing number of homeowners into this 

category.
18

  In cases where homeowners have edged into negative equity, some may undertake 

home improvements to increase the sale price of their property or at least to offset further price 

erosion.  Conversely, homeowners with substantial negative equity may reason that any money 

they invest in the property, including basic repairs, does not meaningfully add to their equity, 

but, rather, is value that accrues to the lender.  Therefore, homeowners with substantial negative 

equity have diminished incentives to care for their properties, which further decreases property 

values.
19

  Until they regain positive equity, any money they invest in their properties, including 

basic repairs, is value that accrues to the lenders in terms of increased collateral value.  Until that 

point, the homeowner becomes at best less underwater, although the homeowner will continue to 

get the consumption value of the property.  Homeowners with negative equity thus have 

diminished incentives to care for their properties, which further decreases property values.
20

   

Homeowners with negative equity are also constrained in their ability to move, absent 

abandoning the house to foreclosure.  There is a wide range of inevitable life events that 

necessitate moves: the birth of children, illness, death, divorce, retirement, job loss, and new 

jobs.  When one of these life events occurs, if a homeowner has negative equity, the primary 

                                                 
18

 First American CoreLogic, Summary of Second Quarter 2009 Negative Equity Data (Aug. 13, 2009) 

(online at www.loanperformance.com/infocenter/library/FACL%20Negative%20Equity_final_081309.pdf) 

(hereinafter ñCoreLogic Negative Equity Dataò). 

19
 M.P. McQueen, Are Distressed Homes Worth It, Wall Street Journal (Oct. 1, 2009) (online at 

online.wsj.com/article/SB10001424052970203803904574430860271702396.html). 

20
 Id. 
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choices are between forgoing the move, finding the cash to make up the negative equity, or 

losing the house in foreclosure.  Many have chosen the foreclosure route. 

Unfortunately, as the Panel has previously observed, foreclosures push down the prices of 

nearby properties, which can in turn result in negative equity that begets more defaults and 

foreclosures.
21

  A negative feedback loop can develop between foreclosures and negative equity.  

To the extent that negative equity alone may produce foreclosures, progress in addressing loan 

affordability will have a limited impact on foreclosure rates over the long term. 

Negative equity may also be a factor (along with unemployment) contributing to 

historically low self-cure rates on defaulted mortgage loans.  Historically, self-cure rates on 

mortgage defaults were fairly high; nearly half of all prime defaults would cure on their own.  

Currently, however, self-cure rates for all types of mortgage products are extremely low (Figure 

XX).  A homeowner with negative equity may well decide that the financial belt-tightening 

necessary to cure a default simply is not worth it or not possible.  The homeowner might 

rationally conclude that it is better for him or her to save the monthly payments and relocate to a 

less expensive rental.   

                                                 
21

 Congressional Oversight Panel, The Foreclosure Crisis: Working Toward a Solution, at 9 (Mar. 6, 2009) 

(online at cop.senate.gov/documents/cop-030609-report.pdf) (hereinafter ñCOP March Oversight Report.ò) 
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Figure XX: Mortgage Default Self-Cure Rates
22

 

 

Estimates as to the number of households with negative equity vary, but they are all dire.  

Many estimates also exclude homeowners with minimal positive equity, borrowers who would 

likely take a loss upon a sale after paying brokersô fees and taxes.  Currently, around one-third of 

all residential mortgage borrowers have negative equity and another five percent have near 

negative equity.
23

  Deutsche Bank also estimated that 14 million homeowners had negative 

equity as of the first quarter of 2009,
24

 while Moodyôs Economy.com placed the estimate at 15 

million for that quarter.
25

  Looking forward, Moodyôs projects that by 2011, some 18 million 

homeowners will have negative equity,
26

 while Deutsche Bank projects a figure of as many as 25 

                                                 
22

 Fitch Ratings, Delinquency Cure Rates Worsening for U.S. Prime RMBS (Aug. 24, 2009) (hereinafter 

ñFitch Releaseò). 

23
 CoreLogic Negative Equity Data, supra note XX. 

24
 Deutsche Bank, Drowning in Debt ï A Look at ñUnderwaterò Homeowners, at 2 (Aug. 5, 2009) 

(available online at 

www.sacbee.com/static/weblogs/real_estate/Deutsche%20research%20on%20underwater%20mortgages%208-5-

09.pdf) (hereinafter ñDeutsche Bank Debt Reportò). 

25
 Id. 

26
 Henry Blodget, The Business Insider, Half of US Homeowners Will be Underwater by 2011 (online at 

www.businessinsider.com/henry-blodget-half-of-us-homeowners-underwater-by-2011-2009-8#now-14-million-
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million, or one-half of all homeowners with a mortgage.
27

  The estimations vary by loan product 

type, but even for conventional, conforming prime mortgages, Deutsche Bank estimates that 41 

percent of mortgagors will have negative equity by the first quarter of 2011.
28

  As a comparison, 

Deutsche Bank estimates that 16 percent of borrowers with conventional, conforming prime 

mortgages currently have negative equity.
29

  

The negative equity situation also varies significantly by state.  (See Figure XX below).  

While some states like New York and Hawaii have low levels of negative equity, in others, like 

Nevada, Michigan, Arizona, Florida, California, Ohio, and Georgia, the situation is particularly 

grim, with anywhere from 30 percent to 59 percent of homeowners currently having little or no 

equity in their homes.  As punctuated by expert testimony at the Panelôs Clark County field 

hearing in December 2008, such situations, when combined with a catalyst such as rising 

unemployment, pose ña great risk going forward if the economy does not pick up.ò
30

 

                                                                                                                                                             
underwater-next-year-25-million-1) (accessed Oct. 5, 2009) (hereinafter ñBlodget Underwater Homeowners 

Reportò). 

27
 The US Census Bureau estimates there to be 76 million home-owning households and approximately 

two-thirds of them (52 million) have mortgages.  U.S. Census Bureau, supra at note XX [1]. 

28
 Deutsche Bank Debt Report, supra note XX. 

29
 Deutsche Bank Debt Report, supra note XX. 

30
 At the time, Dr. Keith Schwer testified that 50 percent of Nevada homeowners had negative mortgage 

equity.  He also stated his belief that unemployment was likely to reach 10 percent in 2009.  Congressional 

Oversight Panel, Testimony of Director of the University of Nevada, Las Vegasô Center for Business and Economic 

Research Dr. Keith Schwer, Clark County, NV: Ground Zero of the Housing and Financial Crises (Dec. 16, 2008) 

(online at cop.senate.gov/documents/transcript-121608-firsthearing.pdf). 
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Figure XX: Percentage of Homes with Negative Equity as of December 2008
31,32

 

 

                                                 
31

 CoreLogic Negative Equity Data, supra note XX. 

32
 No data was reported for Maine, Mississippi, North Dakota, South Dakota, Vermont, West Virginia, and 

Wyoming. 
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d. Interest-Only and Payment-Option Mortgages 

Two additional, and simultaneous, waves of foreclosure still stand ahead of us.  These are 

expected to come from payment shocks due to rate resets on two classes of non-traditional 

mortgage products: interest-only and payment option mortgages.  Interest-only mortgages, 

whether fixed or adjustable rate, have an initial interest-only period, typically five, seven or ten 

years, during which the borrowerôs required minimum monthly payments cover only interest, not 

principal.  After the expiration of the interest-only period, the monthly payment rate resets with 

the principal amortized over the remaining loan terms (typically 20 to 25 years).  The result is 

that after the interest-only period expires, the monthly payment may be significantly higher. 

Payment-option loans (virtually all ARMs keyed to an index rate) are similar.  Payment-

option ARMs permit the borrower to choose the level of monthly payment during the first five 

years of the loan.  Typically there are four choices ï (1) as if the loan were amortizing over 15 

years; (2) as if the loan were amortizing over 30 years; (3) interest-only (non-amortizing); and 

(4) negatively amortizing.  Payment-option ARMs generally have negative amortization limits.  

If there is too much negative amortization (usually 10-15 percent), then the loan will be recast 

into a fully amortizing ARM for the remaining term of the mortgage.  If the negative 

amortization trigger is not tripped first, the loan will recast after five years into a fully-amortizing 

ARM with rates resetting every six to twelve months thereafter based on an index rate.  In either 

case, the monthly payment will increase significantly.  

Historically, interest-only and payment-option loans were niche products, but they 

boomed during the housing bubble.  Countrywide Financial, the nationôs largest mortgage 

lender, originated primarily payment-option ARMs during the bubble.
33

  Twenty percent of the 

dollar amount of mortgages originated between 2004 and 2007 was either payment-option or 

interest-only.
34

  First American CoreLogic calculates that there are presently 2.8 million active 

interest-only home loans with an outstanding principal balance of $908 billion.
35

 

Most interest-only and payment-option mortgages were not subprime loans.
36

  Instead, 

they were made to prime borrowers, but were often underwritten with reduced documentation, 

                                                 
33

 U.S. Securities and Exchange Commission, Countrywide Financial Corportation, Form 10-Q (June 30, 

2008) (online at www.sec.gov/Archives/edgar/data/25191/000104746908009150/a2187147z10-q.htm). 

34
 Inside Mortgage Finance Publications, Mortgage Market Statistical Annual, Volume I: The Primary 

Mortgage Market (2009).  The dollar amount of these mortgages currently outstanding is unknown, but total 

originations from 2004-2007 were roughly equal to the total amount of mortgage debt outstanding at the end of 

2007.  It is therefore likely that even with some pay-options and interest only loans being refinanced in this time 

period, that they comprise about a fifth of the dollar amount of mortgages outstanding.  Id. 

35
 The problems associated with interest-only loans were the subject of a First American CoreLogic 

analysis commissioned by the New York Times.  David Streitfeld, As an Exotic Mortgage Resets, Payments 

Skyrocket, New York Times (Sept. 8, 2009) (hereinafter ñStreitfeld Mortgage Resets Articleò). 

36
 Oren Bar-Gill, The Law, Economics and Psychology of Subprime Mortgage Contracts, 94 Cornell L. 

Rev. 1073, 1086 (Nov. 2009) (online at papers.ssrn.com/sol3/papers.cfm?abstract_id=1304744). 
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making them so-called ñAlt-Aò loans.
37

  Many are also jumbos, meaning that the original amount 

of the loan was greater than the Fannie Mae/Freddie Mac conforming loan limit.
38

  (See Figure 

XX).  This means, among other things, that many of these homeowners are not eligible for 

assistance from the Making Home Affordable Program because their mortgages are above the 

maximum eligible amount, although recent increases in the conforming loan limit for certain 

high-cost areas have expanded eligibility. 

Figure XX: Characteristics of Interest-Only and Payment-Option Mortgages
39

 

 
 

Payment-option and interest-only mortgages are typically 5/1s, meaning that they have a 

rate reset after five years and additional resets once each following year.  This means that 

mortgages of this type originated in 2004-2007 will be experiencing rate resets in 2009-2012.  

(See Figure XX).  Assuming that long-term low interest rates continue, they will mitigate the 

                                                 
37

 Credit Suisse, Research Report: Mortgage Liquidity du Jour: Underestimated No More (Mar. 12, 2007) 

(online at www.scribd.com/doc/282277/Credit-Suisse-Report-Mortgage-Liquidity-du-Jour-Underestimated-No-

More-March-2007) (hereinafter ñCS Mortgage Liquidity Reportò). 

38
 Id.  The conforming loan limit in certain high-cost areas was raised from $417,000 to $729,750 in 2008, 

which means that certain loans that would have been have previously been jumbo loans are now conforming and 

therefore eligible to be modified under the the the Home Affordability Modification Program (HAMP).  Fannie 

Mae, Historical Conventional Loan Limits (July 30, 2009) (online at 

www.fanniemae.com/aboutfm/pdf/historicalloanlimits.pdf;jsessionid=HDJRNEWGEL2QFJ2FQSISFGQ). 

39
 Id. 
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payment reset shock on adjustable rate payment-option and interest-only mortgages.
40

  But there 

will inevitably be a sizeable payment shock simply from the kick-in of the full amortization 

period, and the homeowners may not have the income or savings to cover the increase in 

payments, and if they have negative equity, will not be able to refinance into a more stable 

product.
41

 

The impact on the number of foreclosures from recasts of interest-only and payment-

option mortgages is likely to be at least as great as those from subprime hybrid ARMs, as shown 

by Figure XX, a graph from Credit Suisse showing anticipated rate resets for different types of 

mortgages.  These peaks might be softened only because a large number of payment-option 

ARM mortgagors are already in default; the Office of the Comptroller of the Currency and the 

Office of Thrift Supervision (OCC/OTS) Mortgage Metrics, which cover two-thirds of the 

market, indicate that a quarter of all payment-option ARMs are seriously delinquent or in 

foreclosure,
42

 while Deutsche Bank indicates nearly 40 percent of outstanding payment-option 

ARMs are already 60+ days delinquent.
43

  Not coincidentally, more than 77 percent of payment-

option ARMs have negative equity presently.
44

 

                                                 
40

 If long term interest rates rise, there could be higher numbers of defaults on these adjustable mortgages.  

One factor causing the low rates is the Federal Reserveôs buying of GSE securities.  As part of its monetary policy, 

the Federal Reserve purchases GSE securities, therefore putting money into the economy and keeping interest rates 

low.  David A. Moss, A Concise Guide to Macroeconomics, at 36-37 (Harvard Business School Press 2007) 

(providing a general overview of economic policy).  It is unclear whether this intervention on the part of the Federal 

Reserve can sustain low mortgage interest rates through the 2010-2012 period when the next round of resets will 

occur.  In addition, continued low interest rates will not protect holders of Alt-A mortgages who have negative 

equity and no savings with which to cover the gap between home value and mortgage.  Other factors affecting 

interest rates include the condition of the U.S. economy (interest rates rise as the demand for funds increases and fall 

when the demand for funds is low), inflationary or deflationary pressures, the involvement of foreign investors 

willing to lend money to the U.S., and fluctuations in exchange rates.  Id. at 34-39. 

41
 Streitfeld Mortgage Resets Article, supra note XX. 

42
 Office of the Comptroller of the Currency and Office of Thrift Supervision, OCC and OTS Mortgage 

Metrics Report, Second Quarter 2009, at 17 (Sept. 21, 2009) (online at files.ots.treas.gov/482078.pdf) (hereinafter 

ñOCC and OTS Second Quarter Mortgage Reportò). 

43
 Deutsche Bank, Global Economic Perspectives: Housing Turning Slowly, at 8 (Sept. 9, 2009). 

44
 Blodget Underwater Homeowners Report, supra note XX. 
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Figure XX: Months Before Anticipated Mortgage Rate Reset
45

 

 

Figure XX: Monthly Mortgage Rate Resets
46

 

                                                 
45

 Henry Blodget, Business Insider, The ñComing Alt-A Mortgage Reset Bombò Is A Myth (Aug. 28, 2009) 

(online at www.businessinsider.com/henry-blodget-the-coming-alt-a-mortgage-reset-bomb-is-a-myth-2009-8). 

46
 CS Mortgage Liquidity Report, supra note XX. 
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e. Unemployment 

A fifth wave of foreclosures is now occurring, driven by unemployment.  The current 

unemployment rate of 9.8 percent has more than doubled since the beginning of 2007, when 

foreclosure rates began to rise.  (See Figure XX, below.)  As Figure XX shows, unemployment 

and foreclosure rates have generally been moving together since 2000.  When a household loses 

an income, even temporarily, the likelihood of a mortgage default rises sharply.  Some 

households are able to continue making payments out of a second income, from savings, or from 

unemployment insurance payments, but most mortgage lenders will not accept partial payments.  

When reduced household income is combined with negative equity, payment reset shock, or 

both, default is nearly inevitable.  Moreover, continued unemployment makes self-cure of 

defaults much less likely.  (See supra section XX.) 

Unemployment does not discriminate by mortgage product type.  Defaults are now 

affecting the conventional prime market, jumbo prime, second lien, and home equity line of 

credit (HELOC) markets; the defaults are being driven by unemployment and negative equity, 
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rather than payment reset shock.  Prime defaults and foreclosures began to surge at the close of 

2008 and have continued to rise into 2009.
47

  (See Figure XX, below.)  Even as foreclosures 

seem to be abating at the bottom of the market, defaults are soaring at the top of the market.  

What began as a subprime problem is now truly a national mortgage problem.   

Figure XX: United States Unemployment Rate (1980-present)
48

 

 

Figure XX:  United States Unemployment Rate and Foreclosures (1980-present)
49

 

                                                 
47

 MBA National Delinquency Survey, supra note XX.  Lender Processing Services, Lender Processing 

Services' August Mortgage Monitor Report Shows Increased Foreclosure Starts But Greater Loss Mitigation 

Success (Sept. 1, 2009) (online at www.lpsvcs.com/NewsRoom/Pages/20090901.aspx); American Bankers 

Association, Consumer Delinquencies Rise Again in First Quarter 2009: Composite Ratio Inches Higher, Sets New 

Record (July 7, 2009) (online at www.aba.com/Press+Room/070709DelinquencyBulletin.htm). 

48
 U.S. Bureau of Labor Statistics, Household Data Historical, A-1 Employment Status of the Civilian Non-

Institutional Population 16 Years and Over, 1970 to Date (online at ftp://ftp.bls.gov/pub/suppl/empsit.cpseea1.txt) 

(accessed Oct. 7, 2009). 

49
 MBA National Delinquency Surveys, supra note XX. 
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2. Mixed Signs in the Housing Market  

Recently, there have been some positive signs in the housing sector.  First, although 

foreclosure inventories have grown, the pace of foreclosure initiations remained static from the 

fourth quarter of 2008 to the first quarter of 2009 (1.37 percent in Q4 2008 and 1.36 percent in 

Q1 2009).  (See Figure XX.)  It is hard, however, to read too much into a particular quarterôs 

data, and foreclosure starts remain at a near record level.  The static level of foreclosure starts 

does not represent the impact of the Making Home Affordable Program, as that program was not 

announced until late in the quarter and did not become operational until April 2009.  To the 

extent that the slowed foreclosure starts are not simply a data fluke, one tenable explanation is 

that we have reached a limit in the legal systemôs capacity to handle foreclosure initiations.  

Other possible reasons include good-faith efforts by servicers to enter into modifications, 

foreclosure moratoria, servicer capacity issues, and the possibility that mortgage servicers are 

intentionally postponing foreclosure filings to delay loss recognition for accounting purposes.
50

 

                                                 
50

 Kate Berry, American Banker, Postponing the Day of Reckoning (Aug. 26, 2009) (online at 

www.financial-planning.com/news/postponing-reckoning-foreclosure-2663681-1.html). 
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Figure XX: Foreclosure Starts by Quarter
51

 

 

A more encouraging sign is that housing price indices are flattening and even moving 

upward, although there is significant regional and market sector variation.
52

  Even as prices 

rebound for the lower end of the housing market, defaults are increasing on the top end,
53

 and 

some markets, like Phoenix and Las Vegas, continue to see precipitous housing price declines.
54

 

                                                 
51

 MBA National Delinquency Surveys, supra at note XX. 

52
 Standard & Poorôs, Broad Improvement in Home Price According to the S&P/Case-Shiller Home Price 

Indices (Sept. 29, 2009) (online at www2.standardandpoors.com/spf/pdf/index/CSHomePrice_Release_092955.pdf). 

53
 By July 2009, foreclosure starts for jumbo mortgages were happening at more than three times the rate 

they were occurring in January 2008.  Lender Processing Services (LPS), Mortgage Monitor: August 2009 

Mortgage Performance Observations, at 21 (online at www.lpsvcs.com/NewsRoom/IndustryData/Documents/09-

2009%20Mortgage%20Monitor/LPS%20Mortgage%20Monitor%20Aug09%20(2).pdf).  The jumbo market will 

likely continue to underperform without increased activity in the private-label secondary market or bank lending.  

This means that foreclosure rates for jumbo mortgages are likely to stay higher than normal.  Because Fannie and 

Freddie will not buy jumbo loans, and with the sharp decline of the private-label securities market, banks have little 

appetite for originating jumbos.  Consequently, jumbos have fallen from around 15 percent of the mortgage market 

to a mere 2.3 percent.  The diminished availability of credit for the purchase of expensive homes has been one factor 

in the decline in prices at the top end of the market.  PMI, The Housing & Mortgage Market Review (July 2009) 

(online at www.pmi-us.com/PDF/jul_09_pmi_hammr.html). 

54
 Nationally, a 10.21 percent decline in home prices in the 12 months ending in April 2009 masked a wide 

range of trends in the states.  The largest price declines were in Nevada (26.05 percent), Florida (23.15 percent), 

California (22.72 percent) and Arizona (20.51 percent). The largest price increases were in West Virginia (5.27 

percent), New York (3.88 percent), and Louisiana (3.10 percent).  Id. 
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Several factors appear to have contributed to the price increases.  Low interest rates and 

the new first-time home buyer tax credit have combined with declines in housing prices to make 

home purchases more affordable.
55

  Given such policies, the National Association of Realtors 

Affordability Index is at a historic high.  Moreover, the glut in housing supply is slackening as 

the stock of new homes for sale is running off rapidly.  Yet foreclosures and distressed sales 

continue to keep inventory levels high, which pushes down prices.  In recent months, one-third 

of home sales have been foreclosures or short sales.
56

  Moreover, when government support for 

the housing market is withdrawn, there will also necessarily be more downward pressure on 

home prices. 

While there are encouraging signs, it is hard to read them as anything more than a 

possible bottoming out of the housing market, rather than a true recovery.  Housing price index 

futures show that the market does not expect any significant gain in home prices for a few years.  

U.S. housing market futures based on the Case-Shiller Composite 10 Home Price Index are 

traded on the Chicago Mercantile Exchange.  The Index is pegged to January 2000 as 100.   

At its peak in April 2006, the Index was at 226.23.  In April 2009, the Index was at 

150.34, and as of July 2009 the Index stood at 155.85, down 32 percent from peak.  The futures 

market anticipates the Index falling again to a low of 145.00 in August 2010 (down 36 percent 

from the peak and up 45 percent for the decade) and still not climbing above 160 (down 29 

percent from peak) even in November 2013, the latest date on which futures are presently being 

traded.  (The Index stood at 160 in January 2009 and October 2003.)  In other words, the market 

anticipates that the national average housing price will rise only 4 percent from current levels 

over the next four or five years.  (See Figure XX.)  While this is certainly better than a continued 

plunge in housing prices, it also means that the market anticipates that in another four years 

prices will remain near their seriously depressed values at the beginning of this year. 

                                                 
55

 The new homebuyer tax credit will expire on December 1, 2009.  Some observers are concerned about 

the effect of this expiration.  Dina ElBoghdady, Clock Is Ticking for First-Home Buyers, Washington Post (Sept. 25, 

2009) (online at www.washingtonpost.com/wp-dyn/content/article/2009/09/24/AR2009092404936.html). 

56
 Diana Golobay, NAR Offers Realtors Certification for Short Sales, Foreclosures, Housing Wire.com, 

(Aug. 26, 2009) (online at www.housingwire.com/2009/08/26/nar-offers-realtors-certification-for-short-sales-

foreclosures/). 
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Figure XX: S&P/Case-Shiller Composite 10 Home Price Index and Chicago Mercantile 

Exchange Futures on Composite 10 Index (Jan. 1, 2000=100) 

 

Even if prices do not fall further, the downward pressure of continued mass foreclosures 

may also prevent housing prices from rising significantly during the next few years.  Stagnant 

housing prices would result in continued negative equity, setting the stage for foreclosures if 

payments become unaffordable or households need to move.  Using housing price futures as an 

approximate guide to what might be expected in the housing market, many of the families that 

took out mortgages between 2003 and 2008 ï even those that put down 20 percent or more and 

took out standard conforming loans ï will have negative equity in their homes into the 

foreseeable future.  If prices remain stagnant during the next four years, then at least one in five 

of todayôs U.S. homeowners, if not many more, will have negative equity in their homes, and 

nearly one in four of them will have so little equity in their homes that they will not be able to 

cover the costs of selling their properties without a loss.  These scenarios could potentially 

unfold for approximately 15 million and 18 million homeowners, respectively.
57

   

Ongoing negative equity presents a problem not just for current foreclosures, but for 

years into the future.  This means more families losing their homes in foreclosure, more losses 

for lenders and investors in mortgage securitizations (including entities whose debts are 

                                                 
57

 CoreLogic Negative Equity Data, supra note XX.  U.S. Census Bureau, American Housing Survey ï 

Frequently Asked Questions (online at www.census.gov/hhes/www/housing/ahs/ahsfaq.html) (accessed Oct. 7, 

2009).  More than 15.2 million mortgages were in negative equity as of June 30, 2009, out of 75.6 million owner-

occupied residences, or about 20 percent.  More than 17.7 million, or about 23 percent of owner-occupied 

residences, were in or near negative equity.  Id. 
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guaranteed by the United States government, such as Fannie Mae and Freddie Mac), and more 

blighted properties for communities.  It also means that true stabilization of the U.S. housing 

market will be delayed, and investors will have difficulty pricing housing investments because of 

uncertainty about default rates.  

It is against this largely discouraging backdrop that the Panel now turns to consideration 

of foreclosure mitigation efforts.  

3. Congressional Efforts to Stem the Tide of Foreclosures 

In response to the waves of foreclosures, Congress made foreclosure mitigation an 

explicit part of the Emergency Economic Stabilization Act (EESA), designed to address the 

nationôs economic crisis.
58

  Two of EESAôs stated goals are to ñpreserve homeownershipò and 

ñprotect home values.ò
59

  In addition, EESA instructs the Treasury Secretary to take into 

consideration ñthe need to help families keep their homes and to stabilize communities.ò
60

  It 

also includes express directions to create mortgage modification programs.
61

  

Prior to passage of EESA, Senator Christopher Dodd stated that ñDemocrats and 

Republicans é warned of a coming wave of foreclosures that could devastate millions of 

homeowners and have a devastating impact on our economy.ò
62

   

Senator John Rockefeller added:  

[T]he bill provides relief to homeowners who have been caught up in the current 

mortgage crisis and are trying to save their homes.  The bill starts to address the 

root of this financial crisis ï foreclosures ï not by giving a pass to individuals 

who took out loans they could not afford, but by allowing the Government to 

renegotiate mortgage terms. Two million more foreclosures are projected in the 

next year and it is in everyoneôs interest to bring that number down, keeping more 

families in their homes and paying off their debts.
63
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Senator Judd Gregg continued, ñWe focused a lot of attention on making sure that we 

could keep people in their homes.  We donôt want people foreclosed on.ò
64

  Senator Max Baucus 

explained that home ownership ñis not an ancillary objective; it is inherent é to our efforts to 

resolve this economic crisis.ò
65

 Senator Jack Reed added that ñ[i]t is only through helping the 

homeowners that we will we get to the bottom of the crisis.ò
66

 

In early March 2009, Treasury unveiled the Making Home Affordable (MHA) initiative, 

implementing the foreclosure mitigation provisions of EESA.  MHA consists of two primary 

programs, the Home Affordable Refinance Program (HARP) and Home Affordable Modification 

Program (HAMP), along with several subprograms.
67

 

B. March Checklist 

In its March 2009 report, the Panel set forth a checklist by which it would evaluate future 

foreclosure modification efforts, particularly MHA.  The checklist had eight criteria:  

1. Will the plan result in modifications that create affordable monthly payments? 

2. Does the plan deal with negative equity? 

3. Does the plan address junior mortgages? 

4. Does the plan overcome obstacles in existing pooling and servicing agreements that may 

prevent modifications? 

5. Does the plan counteract mortgage servicer incentives not to engage in modifications? 

6. Does the plan provide adequate outreach to homeowners? 

7. Can the plan be scaled up quickly to deal with millions of mortgages? 

8. Will the plan have widespread participation by lenders and servicers? 

In general, what progress has MHA made in addressing each point? 

1. Affordability  

MHA has focused primarily on achieving affordable monthly mortgage payments 

through a standard for modifications of a 31 percent debt-to-income (DTI) ratio.  Under HAMP, 

the program offering the most information on outcomes, on average, borrowersô DTI went from 
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47 percent before the modification to 31 percent after, a drop of 34 percent.  This translates to a 

drop in the average payment from $1,554.14 to $955.65, an average savings of $598.49 per 

month. 

The more affordable payments were achieved primarily through reductions in interest 

rates.  On average, rates dropped from 7.58 percent to 2.92 percent.  This is noteworthy because 

under the program, interest rates begin to rise in five years, raising questions about the effect on 

affordability down the road.  The program does not include specific features that address the 

unemployed.  At the current time, MHA has made significant progress in providing more 

affordable payments for many.  For further discussion of affordability issues, see Section XX. 

2. Negative Equity 

While HARP and HAMP can help achieve affordable payments for homeowners with 

negative equity, neither of MHAôs two primary components was primarily designed to address 

underlying negative equity, although they do have features that address the issue.  For example, 

HAMP does not have a maximum LTV, HARP allows refinancings of performing loans above 

100 percent LTV (currently up to 125 percent), and in both programs principal reductions are 

permitted although not required.  HAMP appears to increase negative equity modestly by 

capitalizing arrearages.  Accordingly, average LTV ratios under HAMP increased from 134.13 

percent to 136.61 percent.  For further discussion of negative equity, see Section XX. 

3.  Second Liens 

The MHA initiative contains a second lien program to help overcome the obstacles to 

modification presented by junior liens.  Second liens can interfere with the success of loan 

modification in several ways.  First, unless the second lien is also modified, modifying the first 

lien may not reduce homeownersô total monthly mortgage payments to an affordable level.
68

  

Even if the homeowner can afford a modified first mortgage payment, a second unmodified 

mortgage payment can make the total monthly mortgage payments unaffordable, increasing 

redefault risk.
69

  Second, holders of primary mortgages are often hesitant to modify the mortgage 

if the second mortgage holder does not agree to re-subordinate the second mortgage to the first 

mortgage.  This can present a significant procedural obstacle to modifying a first lien.
70

  Third, 

second liens also increase the negative equity that can contribute to subsequent redefaults. 
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According to Treasury, as many as 50 percent of at-risk mortgages also have second 

liens.
71

  Therefore, it is critical that second liens be addressed as part of a comprehensive 

mortgage modification initiative.  Treasury announced a second lien program as part of HAMP.  

The program will offer incentive payments and cost sharing arrangements to incentivize 

modification or extinguishment of second liens.   

At this time, the Second Lien Program is not yet up and running.  While Treasury is 

currently in negotiations with lenders and servicers covering more than 80 percent of the second 

lien market, it does not yet have any signed participation contracts for the program.  Given the 

prevalence of second liens and the significant obstacle they can present to successful loan 

modification, it is critical that Treasury get the program up and running expeditiously.  For 

further discussion of the Second Lien Program, see Section XX. 

4. PSA Obstacles  

The Panelôs March 2009 report identified contractual restrictions on loan modification in 

securitization pooling and servicing agreements (PSAs)
72

 as a factor inhibiting loan modification 

efforts.  It is unclear whether Treasury has the authority to abrogate these private contracts, 

although Treasury could, and already has, conditioned TARP assistance to financial institutions 

on particular mortgage modification terms.  HAMP requires servicers to undertake reasonable 

attempts to have any contractual obligations revised, but HAMP otherwise defers to contractual 

requirements imposed on mortgage servicers by PSAs. 

Many PSAs are simply vague,
73

 however, virtually every PSA restricts the ability to 

stretch out a loanôs term; loan terms may not be extended beyond the final maturity date of the 

other loans in the pool.  Securitized loans are typically all from the same annual vintage give or 
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take a year, which means that the ability to stretch out terms is usually limited to a year at most.  

Not surprisingly, HAMP modifications stretch out terms by about a year on average. 

The inability to stretch out terms for more than a year in most cases has a serious impact 

on HAMP modifications.  The inability to do meaningful term extensions likely means that some 

homeowners who could afford mortgages if longer term extensions were available are unable to 

qualify for HAMP modifications.  For further discussion of PSAs, see Section XX. 

5. Servicer Incentives 

HAMP provides financial incentives to mortgage servicers, borrowers and investors to 

modify residential mortgages.  Under the first lien program, servicers receive an up-front fee of 

$1,000 for each completed modification.  Second, servicers receive ñPay-for-Successò fees of up 

to $1,000 each year for up to three years.  These fees will be paid monthly and are predicated on 

the borrower staying current on the loan.  Borrowers are eligible for ñPay-for-Performance 

Success Paymentsò of up to $1,000 each year for up to five years, as long as they stay current on 

their mortgage.  This payment is applied directly to the principal of their mortgage.  The 

ñResponsible Modification Incentive Paymentò is a one-time bonus payment of $1,500 to the 

lender/investor and $500 to servicers that will be awarded for modifications on loans that are still 

performing.  These incentive payments are in addition to the shared cost of reducing the DTI 

from 38 to 31 percent. 

The Second Lien Program also contains a ñpay-for-successò structure similar to the first 

lien modification program.  Servicers of junior liens can be paid $500 up-front for a successful 

modification and then receive successive payments of $250 per year for three years, provided 

that the modified first loan remains current.
74

  If borrowers remain current on their modified first 

loan, they can receive payments of up to $250 per year for as many as five years.
75

  This means 

that borrowers could receive as much as $1,250 for making payments on time.  These borrower 

incentives would be directed at paying down the principal on the first mortgage.
76

  These 

incentive payments are in addition to the cost sharing available for modifying a second lien or 

the lump sum payment available for extinguishing a second lien. 

Under the Home Price Decline Protection Program (HPDP), investors may be eligible for 

incentive payments when the value of mortgages that they have modified declines.  The 

incentive payments are calculated based on a Treasury formula incorporating an estimate of the 

projected home price decline over the next year based on changes in average local market home 
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prices over the two previous quarters, the unpaid principal balance of the mortgage loan prior to 

HAMP modification, and the mark-to-market loan-to-value ratio of the mortgage loan prior to 

HAMP modification.
77

  Incentives are to be paid on the first- and second-year anniversaries of 

the borrowerôs first trial payment due date under HAMP.
78

   

The Foreclosure Alternatives Program facilitates both short sales and deeds-in-lieu by 

providing incentive payments to borrowers, junior-lien holders, and servicers, similar in structure 

and amount to HAMP incentive payments.  Servicers can receive incentive compensation of up 

to $1,000 for each successful completion of a short sale or deed-in-lieu.
79

  Borrowers are eligible 

for a payment of $1,500 in relocation expenses in order to effectuate short sales and deeds-in-lieu 

of foreclosure.
80

  The Short Sale Agreement, upon the servicerôs option, may also include a 

condition that the borrower agrees to ñdeed the property to the servicer in exchange for a release 

from the debt if the property does not sell the time specified in the Agreement or any extension 

thereof.ò
81

  In such cases, the borrower agrees to vacate the property within 30 days and, upon 

performance, receives $1,500 from Treasury to assist with relocation costs.
82

  Treasury has also 

agreed to share the cost of paying junior lien holders to release their claims by matching $1 for 

every $2 paid by investors, for a maximum total Treasury contribution of $1,000.
83

  Payments 

are made upon the successful completion of a short sale or deed-in-lieu.  Although the HOPE for 

Homeowners program is an FHA program rather than a Treasury program, The Helping Families 

Save Their Homes Act added incentive payments to servicers, funded through HAMP.
 84

  These 

incentive payments closely approximate MHA incentive payments.
85
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It is not yet clear whether these incentive payments are sufficient to overcome the ramp-

up costs for servicers to adapt their business models, including hiring and training new 

employees and creating new infrastructure, as well as other possible incentives not to modify 

mortgages.  For further discussion of servicer incentives, see Section XX. 

6. Homeowner Outreach 

One key to maximizing the impact of a foreclosure mitigation program is putting 

financially distressed homeowners in contact with someone who can modify their mortgages.
86

  

Treasury has made significant progress in this area.  Treasuryôs efforts include launching a 

website (www.MakingHomeAffordable.gov), establishing a call center for borrowers to reach 

HUD-approved housing counselors, and holding foreclosure prevention workshops and 

counselor training forums in cities with high foreclosure rates.
87

  From early May to late August, 

web hits on Treasuryôs MHA website doubled from 17 million to 34 million.  Self-assesment 

tools to determine eligibility for the programs under MHA are the foundation of the website.  

Additionally, other resources on the website, such as the ñLook Up Your Loanò tool, which 

allows a borrower to see if their mortgage is owned by Fannie Mae or Freddie Mac, serve as 

important resources in navigating the process.  The website also offers numerous outlets for 

borrower education and homeowner outreach.  At the Panelôs foreclosure mitigation field 

hearing, Mr. Wheeler also highlighted the continuing efforts to enhance the capabilities of the 

HOPE Hotline, the informational call center, to meet the needs of the escalating number of 

borrowers participating in MHA programs.
88

  

Lenders and servicers have also undertaken a campaign to contact distressed borrowers, 

as well as those whose loans are at risk of default.  To date, 1,883,108 letter requests for financial 

information have been sent to borrowers.
89

  Comparatively, in early May, only XXX letter 

requests for financial information had been sent to borrowers.
90

  While these numbers still fall far 

short of Treasuryôs announced availablity to three to four million borrowers, considerable 

progress can be measured and observed in the first few months of MHAôs operation. 
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Outreach to homeowners must be considered not just in terms of quantity, but also in 

terms of quality.  Servicers must provide effective outreach.  Outreach should include more than 

robo-calls and form letters, and should be provided in plain language that is accessible to all 

borrowers.  Borrowers in financial distress are likely overwhelmed and intimidated, and might 

not be eager to pay close attention to the entreaties of their creditors.  Partnership with 

community groups and borrower counseling groups is an important element of effective 

outreach. 

Another important consideration in Treasuryôs outreach strategy involves the role that 

well-publicized cases of mortgage modification fraud have had in discouraging homeowners 

from participating in MHA.
91

  Although lenders and servicers have sent nearly 1.9 million 

request letters to distressed borrowers (as mentioned above), it is not clear how many leery 

recipients avoided opening these letters, or overlooked such responsible letters in the deluge of 

other fraudulent offers and notices.  In a recent study by the Federal Trade Commission (FTC) of 

online and print advertising for mortgage foreclosure rescue operations, approximately 71 

different companies were found to be running suspicious ads.
92

  To combat these scams and 

alleviate concerns for skeptical homeowners, the Administration has started a coordinated multi-

agency and federal/state effort, which includes the Department of the Treasury, the Department 

of Justice, the Department of Housing and Urban Development, the Federal Trade Commission, 

and state Attorneys General to coordinate investigative efforts, alert financial institutions and 

consumers to emerging schemes, and enhance enforcement actions.
93

  Seth Wheeler, Senior 

Advisor at the Treasury Department, said in written testimony to the Panel in September that the 

federal government has ñput scammers on notice that we will not stand by while they prey on 

homeowners seeking help under our program.ò
94

  These efforts must continue.  

Treasury could also consider taking the additional step of sending request letters to 

homeowners directly from either the Treasury Secretary or the President in order to bring further 

clarity and authenticity to the process. 

7. Scaled Up Quickly 

MHA was announced in February 2009, but the programôs details were not available until 

March 2009, and the first trial HAMP modifications did not begin until April 2009.  As a result, 
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there were no permanent HAMP modifications until July 2009.  In any event, the scale up period 

should now be over. 

The ability of Treasury and servicers to meet demand adequately for the program is likely 

to have an effect on the overall borrower perception of the program, which could in turn impact 

the programôs effectiveness in future outreach to homeowners.  Borrowers will not want to seek 

assistance from the program if they view it as ineffective or unresponsive.  Therefore, the 

success of borrower outreach is closely linked to servicer capacity and the ability to scale up 

quickly.  Treasuryôs efforts to press ahead with massive borrower outreach without first 

addressing servicer capacity issues could hurt the public perception and credibility of the 

program. 

In response to a question from the Panel on this point, Treasury Assistant for Financial 

Stability Secretary Herb Allison indicated that Treasury Secretary Timothy Geithner and 

Housing and Urban Development Secretary Shaun Donovan have ñcalled on servicers to take 

specific steps to increase capacity, including adding more staff than previously planned, 

expanding call centers beyond their current size, providing an escalation path for borrowers 

dissatisfied with the service they have received, bolstering training of representatives, developing 

extra on-line tools, and sending additional mailings to borrowers who may be eligible for the 

program.ò
95

  It is critical that the efforts to increase capacity keep pace with the efforts to reach 

out to borrowers. 

8. Widespread Participation 

Widespread servicer participation is an essential part of a successful foreclosure 

mitigation program.  Servicers of Fannie Mae and Freddie Mac mortgages are required to 

participate in HARP, covering approximately 2,300 servicers.
96

 

HAMP has both a voluntary and mandatory participation component for 

lenders/servicers.  Any participants in TARP programs initiated after February 2, 2009, are 

required to take part in mortgage modification programs consistent with Treasury standards.
97

  

Since the Capital Purchase Program (CPP), the primary TARP vehicle for bank assistance, was 

established prior to this date, the majority of financial institutions are not obliged to participate.  
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However, servicers of Fannie Mae or Freddie Mac mortgages are obligated to participate in 

HAMP for their Fannie Mae and Freddie Mac mortgages. 

On the voluntary servicer participation side, Treasury estimates that 85 percent of HAMP 

eligible mortgage debt is serviced by participating servicers.
98

  This comes close to Treasuryôs 

projection that HAMP will ultimately cover 90 percent of the potential loan population.
99

  

Through October 6, 2009, 63 servicers. 

The Second Lien Program is not yet operational.  According to testimony by Assistant 

Secretary Herb Allison, Treasury is currently negotiating participation contracts with servicers 

covering more than 80 percent of the second lien market.  For further discussion of servicer 

participation issues, see Section XX. 

9. Recommendation on Data 

In its March 2009 Report, the Panel noted a distressingly poor state of knowledge among 

federal regulatory agencies about the mortgage market, that constituted a full-blown regulatory 

intelligence failure.  In particular, the Panel was concerned about the federal governmentôs 

limited knowledge regarding loan performance and loss mitigation efforts and foreclosure.  

These failures of financial intelligence collection and analysis have only been partially remedied; 

major gaps in coverage still exist.   

Treasuryôs major advance in this area has been to start collecting a range of data on 

HAMP modifications, both those in trial periods and those made permanent.  The data permit 

examination of the characteristics of the borrowers and property, the terms of the modification, 

the servicer involved, and payments to the servicer.  The development of a robust database on 

HAMP modifications is an important step forward in addressing the foreclosure crisis.   

There are important limitations to this new data.  Unlike HAMP, other MHA programs 

collect much more limited data.  There are also two notable gaps in the HAMP modification 

data.  First, the data exist only on loans for which a trial modification has commenced.  As a 

result, the Panel lacks data on loans for which trial modifications have been denied, much less 

the performance of the entire universe of loans.  Further, the Panel lacks data for the programs 

not yet online, such as the Second Lien Program and Foreclosure Alternatives Program.  This 

information is crucial for understanding the changing nature of the foreclosure crisis and crafting 

informed, targeted policy responses.  Second, the data collected by Treasury is largely limited to 

HAMP modifications, so it does not allow easy integration with data on other modification 

programs.  OCC/OTS have produced quarterly reports on mortgage modification efforts for 14 of 
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the largest bank/thrift-servicers under their supervision, and this data includes HAMP and non-

HAMP modifications, but it covers only 64 percent of the market. 

While data collection has improved, further improvement is necessary.  Moreover, 

improved data collection alone is insufficient.  While the Panel assumes that Treasury has 

engaged in its own internal analysis of HAMP data, Treasury has yet to produce any public 

detailed analysis of the HAMP data.  The releases to date have contained only minimal 

information about the number of modifications and the level of servicer participation.  The Panel 

is hopeful that more informative data releases will be forthcoming on a regular basis.  The Panel 

is also hopeful that Treasury will enable outside parties to have easy access to the data; analysis 

of such government-produced data by academics and non-profits has helped improve countless 

government programs in the past, and there is no reason to believe HAMP is different.  While the 

Panel recognizes that there are privacy concerns, the level of personally identifiable data could 

easily be limited to that found in Home Mortgage Disclosure Act (HMDA) data releases.   

In sum, Treasury has made progress on data collection, but because the data covers only 

loans that have been approved for a specific modification program, essential information about 

the foreclosure crisis remains unknown.  Instead, the government is forced to continue to rely on 

imperfect private data sources.  Better consumer finance intelligence gathering and analysis 

remains a critical gap in formulating policy responses.
100

   

This is not the first instance in which the need for such data has been acknowledged.  In 

response to the savings and loan crisis in the 1980s, Congress directed the Department of 

Housing and Urban Development (HUD) to produce national mortgage default and foreclosure 

reports.
101

  It appears that HUD never produced any such reports, and Congress eliminated the 

reporting requirement, along with many other agency reporting requirements in 1995.
102

  Data 

collection has improved, but is still lacking in critical respects.   

Panelôs March Checklist Progress of MHA After Six Months 
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(Sept. 24, 2009) (online at cop.senate.gov/hearings/library/hearing-092409-philadelphia.cfm). 

101
 12 U.S.C. § 1701p-1 (1983). 

102
 Federal Reports Elimination and Sunset Act of 1995 §3003, Pub. L. No. 104-66. 
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Will the plan result in modifications that create 

affordable monthly payments? 

Significant progress; some areas not addressed, 

including unemployment-related foreclosures 

Does the plan deal with negative equity? Not addressed in a substantial way 

Does the plan address junior mortgages? Unclear ï program announced but not yet 

running 

Does the plan overcome obstacles in existing 

pooling and servicing agreements that may 

prevent modifications? 

Unclear 

Does the plan counteract mortgage servicer 

incentives not to engage in modifications? 

Unclear ï incentive structures included, but 

payments just beginning 

Does the plan provide adequate outreach to 

homeowners? 

Significant progress; more needed 

Can the plan be scaled up quickly to deal with 

millions of mortgages? 

Some progress; more needed 

Will the plan have widespread participation by 

lenders and servicers? 

Significant progress 

Is data collection sufficient to ensure the 

smooth and efficient functioning of the 

mortgage market and prevent future crisis? 

Significant progress; more needed 

 

C. Program Evaluation 

MHA represents Treasuryôs primary foreclosure mitigation effort.  MHAôs main 

programs are HARP and HAMP.  HAMP includes the Second Lien Program, the Home Price 

Decline Protection Program (HPDP), and the Foreclosure Alternatives Program (FAP).  Treasury 

estimates that assistance under HARP and HAMP will be offered to as many as seven to nine 

million homeowners.
103

  Treasury has designed each program and subprogram to help in that 

effort, and in announcing each initiative outlined the specific ways in which it would help 

prevent foreclosures.  In evaluating the programs, this section considers the goals articulated by 

Treasury, the programsô design, the results achieved to date in light of the relatively early stages 

of most programs, and whether or not the programs are well designed to meet the stated 

objectives.  Adequacy of the goals is considered separately in the subsequent section.

                                                 
103

 U.S. Department of the Treasury, Making Home Affordable Summary of Guidelines (Mar. 4, 2009) 

(online at www.treas.gov/press/releases/reports/guidelines_summary.pdf) (hereinafter ñMHA Summary 

Guidelinesò). 
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Figure XX: Federal Foreclosure Mitigation Programs 

 

Program 

 

When Program Was 

Announced/Launched 

 

Brief Description 

 

Funding Designated 

 

Goal Number of 

Homeowners to 

Assist 

 

Number of 

Homeowners 

Helped to Date 

Home Affordable 

Refinancing 

Program (HARP) 

Announced: February 18, 2009 

Launched: March 4, 2009 

Allows current homeowners to 

refinance into a more stable or 

affordable mortgage. 

No TARP funds 

 

4 to 5 million 

eligible 

101,201 

approved 

applications  

Home Affordable 

Modification 

Program (HAMP)  

 

 

First Lien 

Modification 

 

 

 

Second Lien 

Modification 

 

 

Home Price 

Decline Protection 

(HPDP) 

 

 

Announced: February 18, 2009 

Launched: March 4, 2009 

Provides modifications for borrowers in 

default or imminent default. 

$75 billion total.  ($50 billion of 

TARP funds for modifying private-

label mortgages and $25 billion 

from HERA for modifying GSE 

mortgages.) 

Up to 3 to 4 

million 

417,325 trials 

and 1,711 

permanent 

 

Announced: February 18, 2009 

Launched: March 4, 2009 

 

Provides incentives to servicers, 

lenders, and borrowers to modify 

mortgages to 31 percent DTI 

 

$75 billion total.  ($50 billion of 

TARP funds for modifying private-

label mortgages and $25 billion 

from HERA for modifying GSE 

mortgages.) 

 

Up to 3 to 4 

million 

 

417,325 trials 

and 1,711 

permanent 

 

Announced: April 28, 2009 

Not yet launched 

 

 

Provides incentives to modify or 

extinguish second liens. 

 

Not yet launched 

 

Up to 1 to 1.5 

million 

 

Not yet launched 

 

Announced: May 14, 2009 

Launched: September 1, 2009 

 

 

Provides loss sharing for ñincremental 

collateral lossesò on unsuccessful 

modifications in falling home price 

areas. 

 

 

Up to $10 billion of TARP funds 

 

Not Specified 

 

Data not yet 

available 
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Foreclosure 

Alternatives 

Program (FAP) 

 

 

Announced: May 14, 2009 

Not yet launched 

 

Provides servicers with incentives to 

pursue alternatives to foreclosures, such 

as short sales or the taking of deeds-in-

lieu of foreclosure. 

 

Not yet launched 

 

Not Specified 

 

Not yet launched 

HOPE for 

Homeowners  

Announced and Launched: 

October 1, 2008 

Allows eligible borrowers to refinance 

into FHA-insured loans and requires 

principal reductions 

Incentive payments to be funded 

from HAMP allocation in 

unspecified amounts 

400,000 94 refinancings 

FDIC Loan 

Modification 

Program 

Announced and Launched: 

August 20, 2008 (for IndyMac)  

Expanded: November 20, 2008 

Established as a mandatory component 

of all FDIC residential mortgage loss-

sharing agreements with purchasers of 

failed banksô assets 

No funds allocated specifically for 

loan modification; loss-sharing 

agreements are based on what will 

result in the least cost to the Deposit 

Insurance Fund 

Not Specified Data not 

available 
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1. HARP 

HARP was announced on March 4, 2009, and permits homeowners with current, owner-

occupied, government sponsored enterprise (GSE)-guaranteed mortgages to refinance into a 

GSE-eligible mortgage.
104

  The program does not utilize TARP funding.  At its core, HARP is 

aimed at providing low-cost refinancing to homeowners who have been negatively affected by 

the decline in home values.  Unlike other portions of MHA, HARP is not directed toward 

homeowners who are behind on their mortgage payments.  Instead, the program is intended for 

homeowners who are current on their mortgage payments, have not been delinquent by more 

than thirty days within the previous year and are not struggling to make their monthly 

payments.
105

 Assistant Treasury Secretary Herb Allison explained that the program ñhelps 

homeowners who are unable to benefit from the low interest rates available today because price 

declines have left them with insufficient equity in their homes.ò
106

  Treasury estimates that 

HARP could assist between four to five million homeowners who would otherwise be unable to 

refinance because their homes have lost value, pushing their current loan-to-value ratios above 

80 percent.
107

 

Other than the requirement that the borrower is current on monthly mortgage payments, 

the program has relatively few restrictive requirements.  All mortgages that are owned or 

guaranteed by either Fannie Mae or Freddie Mac may participate in HARP.
108

  Existing jumbo-

conforming and high-balance loans may qualify for the program, in part because of higher 

temporary loan limits.  However, there is not a cash-out component to the HARP refinance and 

as such, subordinated financing may not be paid with the proceeds from the refinancing.  Finally, 

Treasury promotes the relative ease of this program since participantsô records are centralized 

with either Fannie Mae or Freddie Mac; as such, documentation requirements should be less 

onerous than other comparable programs.
109

   

                                                 
104

 MHA Summary Guidelines, supra note XX. 

105
 Fannie Mae, Home Affordable Refinance FAQs, at 4 (July 24, 2009) (online at 

www.efanniemae.com/sf/mha/mharefi/pdf/refinancefaqs.pdf) (hereinafter ñFannie Mae FAQsò). 

106
 Senate Banking, Housing and Urban Affairs Committee, Testimony of Assistant Treasury Secretary 

Herb Allison, Preserving Homeownership: Progress Needed to Prevent Foreclosures, 111th Cong. (July 16, 2009) 

(hereinafter ñAllison Senate Testimonyò). 

107
 U.S. Department of the Treasury, Making Home Affordable Summary of Guidelines (Mar. 4, 2009) 

(online at www.treas.gov/press/releases/reports/guidelines_summary.pdf).  HARP is not limited to above 80 percent 

LTV refinancings.  It is unclear, however, what would distinguish a HARP refinancing from a regular GSE 

refinancing if the LTV were under 80 percent.  Therefore, the Panel is only counting GSE refinancings with LTV 

over 80 percent as HARP refinancings.  The Panel emphasizes that regular course GSE refinancings are not counted 

as part of HARP in this report. 

108
 MHA Summary Guidelines, supra note XX. 

109
 Servicer Performance Report, supra note XX. 

http://www.treas.gov/press/releases/reports/guidelines_summary.pdf
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Servicers of Fannie Mae and Freddie Mac mortgages are required to participate in the 

program, covering approximately 2,300 servicers.
110

   

Initially, borrowers were eligible to refinance if they owed up to 105 percent of the 

present value of their single-family residence.  In response to the continued decline of home 

values, on July 1, 2009, Treasury announced an expansion of the program that included 

borrowers who owe up to 125 percent of the value of their homes.  This expands the universe of 

homeowners potentially eligible for refinancing, and means that HARP could, in theory, assist 

more than the four to five million homeowners.  Fannie Mae and Freddie Mac will begin 

accepting deliveries of these refinanced loans on September 1 and October 1, respectively.  

Generally, the GSEs are prohibited from purchasing mortgages with loan-to-value (LTV) ratios 

above 80 percent unless there was private mortgage insurance coverage on the loan.  HARP 

refinancings do not require the borrower to obtain additional private mortgage insurance 

coverage.  If there was no coverage on the original loan, coverage is not required, and if there 

was coverage on the original loan, additional coverage is not required.    

There are two distinct borrower benefit requirements under HARP; the refinancing needs 

to satisfy only one of them to qualify.  The first states that the requirement is met if the 

borrowerôs mortgage payment is decreased.  In this circumstance, it is acceptable for the 

borrower to extend the term of the loan or change the mortgage from a fixed-rate loan to an 

adjustable-rate.  The second borrower benefit standard states that if the homeownerôs monthly 

payment remains flat, or increases, then the borrower must be moving to ña more stable 

mortgage product.ò
111

  Under the program guidelines, a transition out of interest-only and 

adjustable-rate mortgages would qualify as comparatively stable.  Also, a shift to a shorter-term 

loan that would accelerate the amortization of equity would qualify.  The borrower may not 

extend the term of the loan or switch to an ARM from a fixed-rate in order to be compliant under 

the second borrower benefit requirement.  

HARP refinancings permit eligible borrowers to refinance their mortgages despite 

negative equity.  HARP does not dictate the terms of the refinanced mortgage other than 

prohibiting prepayment penalties and balloon payments.  A refinanced mortgage could thus be 

fixed or adjustable rate, and at any interest rate.  HARP refinancings aim for both affordability 

and sustainability, but sometimes the two goals will be at loggerheads.  For example, borrowers 

with non-traditional mortgages that had introductory periods with low monthly payments, such 

as hybrid ARMs, interest-only mortgages, and payment-option ARMs, might refinance into 

fixed-rate, fully-amortizing mortgages.  The shift from a non-traditional mortgage to a traditional 

fixed-rate mortgage may result in an increase in the borrowerôs monthly payments, but it will 

                                                 
110

 Servicer Performance Report, supra note XX. 

111
 Fannie Mae FAQs, supra note XX. 
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improve the long-term sustainability of the loan.  The assumption underlying HARP is that 

homeowners will refinance if they believe it makes their mortgage more affordable.   

Treasury was unable to provide the Panel with complete data on HARP refinancing 

applications.  Application data was only available for one GSE.  The only complete data 

available was on the total number of closed approved refinancings.  95,729 refinancings have 

been approved as of September 1, 2009.  HARP has thus covered only 2 percent of the four to 

five million homeowners Treasury originally estimated would be eligible when the program was 

limited to loans with less than 105 percent LTV ratios.  Moreover, for the one GSE for which 

Treasury provided data, HARP refinancing applications have fallen every month since May 

2009.
112

  It is not clear why there have been relatively few HARP refinancings; beyond HARPôs 

eligibility requirements, one concern is that liquidity-constrained homeowners are unable to 

afford points and closing costs on the refinancings. 

If HARP ultimately reaches Treasuryôs stated availability of four to five million borrower 

refinancings it will have a sizeable impact on the foreclosure problem. Moreover, if housing 

prices increase then more borrowers with higher levels of negative equity will come within 

HARPôs expanded LTV limit and thereby become eligible for HARP refinancing to lower more 

affordable rates and safer products.  

The decline in applications, however, coupled with the low total number of refinancings 

raises serious doubts about whether HARP will ever come close to assisting a significant 

percentage of the four to five million homeowners.  Moreover, if interest rates go up during the 

duration of the HARP program, as will likely happen should housing prices stabilize, HARP 

refinancings will become relatively less appealing to many eligible homeowners.  

It is important to emphasize that although HARP allows underwater homeowners to 

refinance to a more affordable and/or sustainable loan despite negative equity, HARP does not 

cure negative equity; instead, it is focused on removing negative equity as an obstacle to 

improving affordability, permitting a homeowner with negative equity to continue to make 

payments.  The majority of HARP refinancings, however, are loans with less than 90 percent 

LTV ratios.  (See Figure XX.)  For these loans, LTV ratios would not normally be an obstacle to 

refinancing.  Therefore, the only reason these loans should have been refinanced through HARP, 

rather than through private channels, would have been if refinancing were impeded by other 

factors, such as curtailed income.  Thus, while HARP underwriting standards allow not only for 

higher LTV refinancings without additional private mortgage insurance (PMI) coverage, they 

might also permit refinancings with reduced income levels.  

                                                 
112

 It is not clear why HARP refinancing application data is unavailable for the other GSE. 
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Figure XX: HARP Refinancings by LTV
113

 

 

2. HAMP  

HAMP, also announced on March 4, 2009, is another sub-program of MHA.  HAMP is 

funded by a government commitment of $75 billion, which is comprised of $50 billion of TARP 

funds and $25 billion from the Housing and Economic Recovery Act (HERA).  The $50 billion 

of TARP funds is directed toward modifying private-label mortgages, and the $25 billion from 

the Housing and Economic Recovery Act is dedicated to the modification of Fannie Mae and 

Freddie Mac mortgages.  Treasury has estimated that HAMP will help three to four million 

homeowners.
114

  The goal of HAMP is to create a partnership between the government and 

private institutions in order to reduce borrowersô gross monthly payments to an affordable level.  

The level has been set at 31 percent of the borrowerôs gross monthly income.  Lenders are 

expected to reduce payments to 38 percent of the borrowerôs monthly income.  The government 

and the private lender then share the burden equally of reducing the borrowerôs monthly payment 

to 31 percent of his or her gross monthly income.  In addition to providing monetary incentives 

                                                 
113

 Treasury Mortgage Market Data, supra note XX. 

114
 GAO has questioned whether these estimations may be overly optimistic due to key assumptions, such 

as borrower response rate and participation rate.  GAO HAMP Report, supra note XX. 
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for the modification of at-risk mortgages, HAMP standardizes loan modification guidelines in 

order to create an industry paradigm. 

a. Lender and Servicer Participation 

HAMP has both a voluntary and mandatory participation component for 

lenders/servicers.  On February 9, 2009, the Administration announced that as part of its 

Financial Stability Plan, any participants in TARP programs initiated after that date would be 

required to take part in mortgage modification programs consistent with Treasury standards.
115

  

Since the Capital Purchase Program (CPP), the primary TARP vehicle for bank assistance, was 

established prior to the Financial Stability Plan, the majority of financial institutions are not 

obligated to participate.  However, servicers of Fannie Mae or Freddie Mac mortgages are 

obligated to participate in HAMP for their Fannie Mae or Freddie Mac mortgages. 

On the voluntary servicer participation side, Treasury estimates that 85 percent of 

HAMP-eligible mortgage debt is serviced by participating servicers.
116

  This comes close to 

Treasuryôs projection that HAMP will ultimately cover 90 percent of the potential loan 

population.
117

  Servicer participation in HAMP, however, is voluntary.
118

  Through October 6, 

2009, 63 servicers have signed servicer participation agreements for HAMP.
119

  Servicers begin 

the participation process by completing a registration form, and ultimately sign a Servicer 

Participation Agreement with Fannie Mae.
120

  Treasury, through Fannie Mae, is reaching out to 

servicers with large numbers of eligible loans that have not yet signed up with the program.
121
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 Financial Stability Plan Fact Sheet, supra note XX. 

116
 Servicer Performance Report, supra note XX. 

117
 GAO HAMP Report, supra note XX, at 32.  Citing an analysis of unnamed OFS documents that the 

Panel has been unable to recover as of the release of this report. 

118
 As discussed in section XX, supra, servicers receive incentives to participate.  Servicers have until 

December 31, 2009 to opt in to the program.  MakingHomeAffordable.gov, Borrower Frequently Asked Questions 

(July 16, 2009) (online at makinghomeaffordable.gov/borrower-faqs.html).  

119
 U.S. Department of the Treasury, Transactions Report (Oct. 6, 2009) (online at 

financialstability.gov/docs/transaction-reports/transactions-report_10062009.pdf).  

120
 Treasury has designated Fannie Mae as its financial agent in connection with HAMP.  Making Home 

Affordable Administrative Website for Servicers, Commitment to Purchase Financial Instrument and Servicer 

Participation Agreement, at 1 (online at 

www.hmpadmin.com/portal/docs/hamp_servicer/servicerparticipationagreement.pdf) (accessed Oct. 7, 2009). 

121
 Treasury explained that: 

Efforts include one-on-one meetings and presentations during which Fannie Mae personnel outline 

the program benefits, as well as requirements. Subsequent to the introductory meeting, members 

of the Fannie Mae HAMP team are assigned to serve as points of contact for prospective servicers, 

providing more detailed information, answering questions, and keeping in touch on a regular 

basis. We expect that this approach will result in the addition of more servicers to the program in 

the coming days and weeks.  Fannie Mae also provides program training and tools designed to 

make servicer implementation as efficient as possible. Since the HAMP was announced, more 
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HAMP provides financial incentives to mortgage servicers, borrowers and investors to 

modify residential mortgages.  First, servicers receive an up-front fee of $1,000 for each 

completed modification for up to three years.  Second, servicers receive ñPay-for-Successò fees 

of up to $1,000 each year for up to three years.  These fees will be paid monthly and are 

predicated on the borrower staying current on the loan.  Borrowers are eligible for ñPay-for-

Performance Success Paymentsò of up to $1,000 each year for up to five years, as long as they 

stay current on their payment.  This payment is applied directly to the principal of their 

mortgage.  The ñResponsible Modification Incentive Paymentò is a one-time bonus payment of 

$1,500 to the lender/investor and $500 to servicers that will be awarded for modifications on 

loans that are still performing.  Finally, Treasury estimates that up to 50 percent of at-risk 

mortgages have second liens.
122

  In order to address second lien debts, such as home equity lines 

of credit or second mortgages, HAMP encourages servicers to contact second lien holders and 

negotiate the extinguishment of the second lien.  The servicers will receive a payment of $500 

per second lien modification, as well as success payments of $250 per year for three years, as 

long as the modified first loan remains current.  Borrowers also receive success payments for 

participating of $250 per year for up to five years that is used to pay down the principal on the 

first lien. 

b. Borrower Eligibility  

HAMP modifications begin with a three month trial modification period for eligible 

borrowers.  After three months of successful payments at the modified rate and provision of full 

supporting documentation, the modification becomes permanent.
123

  To be eligible to participate 

in HAMP, the loan must have been originated on or prior to January 1, 2009, and the mortgage 

must be a first lien on an owner-occupied property with an unpaid balance up to $729,750.
124

  

                                                                                                                                                             
than 300 servicers have downloaded packages from the Fannie Mae website. Fannie Mae will 

continue to actively solicit additional servicers for participation in order to maximize program 

impact. 

Allison COP Testimony, supra note XX. 

122
 MHAP Update, supra note XX. 

123
 Treasury permits servicers to do so-called ñverbalò or ñno-docò trial modifications.  In these verbal 

modifications, the servicer halts foreclosure actions and allows the borrower to make reduced payments based on the 

borrowerôs unverified representations about income and debt levels.  Each servicer chooses the level of 

documentation required to commence a trial modification, but for the modification to become permanent and the 

servicer to receive compensation from Treasury, full documentation is required.  While doing no-doc trial 

modifications brings more borrowers into HAMP more quickly and freezes the foreclosure process, it might have a 

detrimental effect on producing permanent HAMP modifications.  Congressional Oversight Panel, Testimony of 

Senior Vice President, Economics and Policy, Freddie Mac, Edward L. Golding, Philadelphia Field Hearing on 

Mortgage Foreclosures, at 29 (Sept. 24, 2009). 

124
 The unpaid balance ceiling increases in relation to number of units on the property (2 units ï $934,200; 

3 units ï $1,129,250; 4 units ï $1,403,400).  The effect of this limitation is most pronounced in high-cost areas, 

although recent changes to raise the conforming loan limit in certain high-cost areas have made more loans 

potentially eligible for HAMP modifications in these areas. 
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The loan must be in default or in imminent danger of default.
125

  Borrowers in bankruptcy or in 

active litigation regarding their mortgage can participate in the program without waiving their 

legal rights.  

Under the first lien program, the homeowner must certify a hardship causing the default.  

If the borrower has a back-end DTI ratio of 55 percent or more ï meaning that the borrowerôs 

total monthly debt payments, including credit cards and other forms of debt, are at least 55 

percent of monthly income ï he or she must enter a debt counseling program.
126

  

A Net Present Value (NPV) test is required for each loan that is in ñimminent defaultò or 

is at least 60 days delinquent.  First, servicers determine the NPV of the proceeds from the 

liquidation and sale of a mortgaged property.  Variables to take into account are: 

1. The current market value of the property as established by a brokerôs price opinion, 

automated valuation methodology, or appraisal; 

2. The cost of foreclosure proceedings, repair and maintenance of the property;  

3. The time to dispose of the property if not sold at foreclosure auction;  

4. Costs associated with the marketing and sale of the property as real estate owned; and 

5. The net sales proceeds.
127

 

Second, servicers determine the proceeds from a loan modification.  Treasury has 

established parameters for running the NPV for modification test.  The servicer may choose the 

discount rate for the calculation although there is a ceiling set by the Freddie Mac Primary 

Mortgage Market Survey rate (PMMS), plus a spread of 2.5 percentage points.  The servicer may 

apply different discount rates to loans in investor pools versus loans in portfolio.  Cure rates and 

redefault rates must be based on GSE analytics.  Servicers having at least a $40 billion servicing 

book have the option to substitute GSE-established cure rates and redefault rates with the 

experience of their own aggregate portfolios. 
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 At the field hearing, Larry Litton cited servicersô need for greater clarity around the definition of 

imminent default.  Congressional Oversight Panel, Testimony of President and CEO, Litton Loan Servicing Larry 

Litton, Philadelphia Field Hearing on Mortgage Foreclosures, at 144-45 (Sept. 24, 2009). 

126
 However, as noted by GAO, there is no mechanism to ensure that housing counseling happens, and 

Treasury does not plan to track borrowers systematically who are told that they must get counseling.  GAO HAMP 

Report, supra note XX. 

127
 Jordan D. Dorchuck, Net Present Value Analysis and Loan Modifications (Sept. 15, 2008) (online at 

www.mortgagebankers.org/files/Conferences/2008/RegulatoryComplianceConference08/RC08SEPT24ServicingJor

danDorchuck.pdf). 
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The NPV of the foreclosure scenario is then compared to an NPV for a modification 

scenario.  If the NPV of the modification scenario is greater, then the servicer must offer to 

modify the loan. 

Prior to September 1, 2009, servicers were permitted to use either their own NPV 

calculation method or a standardized model created by Treasury.  Since September 1, 2009, all 

servicers are required to use Treasuryôs standard NPV model for HAMP modification purposes.  

See Annex XX for an examination of Treasuryôs NPV model.  

The Panel also notes that the NPV model of other government entities, such as the OCC, 

the OTS, and the FDIC for Indy Mac, assumes an average redefault rate of 40 percent, but 

Treasury would need to factor in significant variation depending on income, FICO, and LTV.  

Changes in assumed redefault rates (which may themselves be functions of the type of 

modification involved) will obviously affect the NPV calculus.  The inputs for Treasuryôs NPV 

model are not public, in part because of concerns that borrowers might be able to game the 

calculation.  Unfortunately, the secrecy of Treasuryôs NPV model means that it is not subject to 

robust scrutiny.  The public unavailability of the NPV model also means that homeowners are 

unable to verify whether they have been appropriately denied a modification.  Housing 

counselors frequently attempt to negotiate loan modifications based on having run an NPV 

comparison that they then present to the loan servicer.  Making the model publicly available 

would facilitate negotiations and provide an important check against wrongful modification 

denials.  A possible solution is to make the NPV calculator publicly available as a web 

application, which would limit the ability to engage in a systematic deconstruction of the model 

for purposes of gaming it.  

c. Lender Procedures 

The front-end DTI target is 31 percent. The lender will first have to reduce the borrowerôs 

mortgage payments to no greater than 38 percent front-end DTI ratio. Treasury will then match 

the investor/lender dollar-for-dollar in any further reductions, down to a 31 percent front-end 

DTI ratio for the borrower.  Treasury has established a 2 percent floor below which it will not 

subsidize interest rates.  Lenders and servicers could reduce principal rather than interest at any 

stage in the waterfall and would receive the same funds available for an interest rate reduction.  

Servicers follow the ñstandard waterfallò steps detailed below in order to achieve 

efficiently the 31 percent front-end DTI ratio: 

1a. Request monthly gross income of borrower; 

1b. Validate first lien debt and monthly payments. This information is used to calculate a 

provisional modification for the trial period.  A trial modification typically lasts for three 

months, and then becomes permanent if the borrower has made the required trial 

payments, and the borrowerôs debt and income documentation has been submitted and 
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determined to be accurate. Servicers have discretion on whether to start trial 

modifications only after borrowers have submitted the written documentation, or based 

on verbal information that borrowers provide over the phone; 

2. Capitalize arrearage; 

3. Target front-end DTI of 31 percent and follow steps 4, 5, 6 in order to reduce the 

borrowerôs monthly payment; 

4. Reduce the interest rate to achieve target (two percent floor).  The guidelines specify 

reductions in increments of 0.125 percent that should bring the monthly payments as 

close to the target without going below 31 percent.  If the modified interest rate is above 

the interest rate cap as defined by the Treasury, then the modified interest rate will remain 

in effect for the remainder of the loan.  If the modified interest rate is below the interest 

rate cap, it will remain in effect for five years followed by annual increases of one 

percent until the interest rate reaches the interest rate cap.  The modified interest rate will 

then be in effect for the remainder of the loan; 

5. If the front-end DTI target has not been reached, the term or the amortization of the loan 

may be extended up to 40 years; and 

6. If the front-end DTI target has still not been reached, it is recommended that the servicer 

forbear principal.  If there is principal forbearance, then a balloon payment of that amount 

is due upon the maturity of the loan, the sale of the property, or the payoff of the interest 

bearing balance. 

d. HAMP Results to Date 

Because the program collects far more data than any other MHA program, HAMP reveals 

a fuller picture of the results to date.  Based on certified data provided by Fannie Mae, 

Treasuryôs agent for HAMP, the following statistical picture of HAMP emerges.  As of 

September 1, 2009 there were 1,711 permanent modifications and 362,348 additional unique 

borrowers were in trial modifications.  Only 1.26 percent of HAMP modifications had become 

permanent after the anticipated three-month trial.  The Panel emphasizes that this does not mean 

that the other 98.74 percent of HAMP trial modifications have failed, merely that they have not 

yet become permanent.  Many borrowers in trial modifications are in the process of submitting 

documentation, and Treasury has provided additional flexibility in the timeline through a two-

month extension. It is also important to remember that this is still a new program in a ramp-up 

period, and this statistic is preliminary. 

The Panel has not been able to determine why there is such a low rate of conversion from 

trial to permanent modifications.  Possibilities identified to date include failure of borrowers to 

comply with the terms of the trial, including timely payments; the difficulties servicers have in 
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assembling completed documentation on modifications commenced on a ñverbalò or ñno-docò 

basis;
128

 delays in servicers submitting data to Treasury; and data quality issues.  There is also 

significant variation by servicer in terms of the percentage of trial modifications that become 

permanent after three months, an issue discussed below.   

As of September 1, 73 percent of the permanent modifications involved fixed-rate 

mortgages, with adjustable-rate mortgages making up 27 percent and a negligible number of 

step-rate mortgages. (See Figure XX, below.) 

Figure XX: Pre-Modification Loan Type of Completed HAMP Modifications
129

 

 

A variety of hardship reasons were given by borrowers when requesting the 

modifications.  By far the most common was ñcurtailment of income,ò which was reported by 63 

percent of borrowers and reflects reduced employment hours, wages, salaries, commissions, and 
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 Treasury has authorized an additional two-month period for assembly for documentation beyond the 3- 

month trial period. 
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bonuses.  This is distinct from unemployment, reported by eight percent of borrowers.  Other 

significant categories of hardship reported were ñexcessive obligation,ò reported by nine percent 

of borrowers, ñpayment adjustment,ò reported by four percent of borrowers, and illness of 

borrower, reported by two percent of borrowers.  Six percent of borrowers reported ñother.ò  

(See Figure XX, below.)  It is notable that curtailment of income is the majority hardship basis, 

as this implies that general economic conditions, rather than mortgage rate resets on subprime or 

payment-option or interest-only loans are driving the mortgage crisis at present.  Because HAMP 

eligibility requires employment, this raises concerns, as to whether HAMP, which was designed 

in the winter of 2009, is capable of dealing with emerging causes of foreclosure.   

Figure XX: Hardship Reasons for Completed HAMP Modifications
130

 

 

For the modifications that have become official, the median (mean) front-end DTI 

declined 31 (34) percent, from 45.1 (47.2) percent to 31.1 (31.1) percent, in line with the 

programôs goal.  The median (mean) back-end DTI ratio declined 47 (32) percent from 68.8 

(76.4) percent to 36.4 (51.8) percent. (See Figure XX, below.)  

Figure XX: Back- and Front-End Debt-to-Income Ratios Pre- and Post-HAMP 

Modifications
131
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The reduction in DTI in HAMP modifications was achieved almost exclusively through 

reductions in interest rate, rather than term extensions or principal reductions.  Median (mean) 

interest rates were dropped by 4.25 (4.65) percentage points, from 6.85 (7.58) percent to 2.00 

(2.92) percent, a 71 (61) percent reduction in the rate. (See Figure XX, below.) 

Figure XX: Interest Rates Pre- and Post-HAMP Modifications
132
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Term extensions were de minimis; the median (mean) term remaining before 

modification was 330 (337) months, and after a three-month trial period, the median (mean) term 

remaining was 338 (364) months, indicating a median (mean) term extension of five months 

(two years).  989 permanent modifications or 57 percent of total featured term extensions, while 

645 or 38 percent of total involved reductions in remaining terms.  A portion of the term 

reductions, however, is attributable to the time lapse between the start of the trial modification 

and the permanent modification date. 

Amortization periods changed relatively little.  Before modification, the median (mean) 

amortization period was 360 (371) months, while post-modification, the amortization period was 

342 (369) months. (See Figure XX, below.)  The amortization period increased in 618 

modifications or 36 percent of the total, while it was decreased in 1013 modifications or 59 

percent of total.  The Panel is puzzled by the prevalence of both amortization and term decreases. 

Figure XX: Term and Amortization Periods for Permanent HAMP Modifications
133
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Principal forbearance was rare and principal forgiveness rarer still.  Two hundred sixty-

one permanent modifications (15 percent of total) had principal forborne, while only 5 (less than 

one percent of total) had principal forgiven.  When calculated based on all permanent 

modifications, the median (mean) amount of principal forborne was zero ($9,434.58), and the 

median (mean) amount of principal forgiven was zero ($170.89).  When calculated only for the 

modifications with principal forbearance, however, the median (mean) amount forborne was 

$47,367.61 ($61,848.92) or 22 (25) percent of post-modification unpaid principal balance, 

implying a sizeable balloon payment at the maturity of the mortgage. 

Before modification, the median (mean) LTV was 121 (134) percent.  471 (27 percent) 

loans had LTV ratios of under 100 percent before modification and 299 (17 percent) had LTV 

ratios of under 90 percent before modification.
134

  Modification increased the median and mean 

LTV modestly due to capitalization of arrearages and escrow requirements; borrowersô actual 

obligations did not increase as the result of modifications.  Thus, post-modification, the median 

(mean) LTV was 124 (137) percent.  Post-modification, 424 were calculated as having under 100 

percent LTV and 274 with LTVs under 90 percent.  (See Figure XX.)  

                                                 
134

 The large number of <90 percent LTV loans in HAMP is likely a function of curtailment of income, as 

even if the LTV would not make the loan ineligible for refinancing, lack of sufficient income to support the loan 
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Figure XX: Loan-to-Value Ratios Pre- and Post-HAMP Modifications
135

 

 

The net result of the modifications was that median (mean) monthly principal and interest 

payments dropped $500.25 ($598.49), from $1,419.43 ($1,554.14) to $849.31 ($955.65), a 35 

(39) percent decline. (See Figure XX, below.)  As Figure XX shows below, HAMP 

modifications resulted in a noticeable decrease in monthly principal and interest payments for 

many borrowers, but generally resulted in minimal changes in principal balances. 

Figure XX: Monthly Principal & Interest Payment Pre - and Post-HAMP Modifications
136
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e. Meeting Affordability Goal  

While the Panel previously questioned whether 31 percent front-end DTI was the 

appropriate affordability target, a reduction in front-end DTI to 31 percent will undoubtedly 

make mortgages much more affordable, and in this regard the HAMP model is successful in 

meeting its affordability goal.  As noted by major mortgage loan servicers Larry Litton of Litton 

Loan Servicing and Al len Jones of Bank of America at the Panelôs foreclosure mitigation field 

hearing, the requirement may need to be lowered, however, to assist borrowers in arrearages.
137

  

In particular, it appears that interest rate reductions alone are typically sufficient to make 

monthly payments affordable. 

Possible Restrictions on Modifications.  HAMP may be more restricted in its ability to 

achieve affordability through other means.  A debate has emerged in the academic literature 

about the importance of the obstacles posed by PSAs to mortgage modification.  An empirical 

study by John Patrick Hunt found that direct contractual prohibitions on modification are not 

common, although they do occur, and many PSAs are simply vague.
138

  The notable exception is 

that virtually every PSA restricts the ability to stretch out a loanôs term; loan terms may not be 
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 Litton COP Philadelphia Testimony, supra note XX, at 2-3; Congressional Oversight Panel, Testimony 

of Senior Vice President for Default Management, Bank of America Home Loans, Allen H. Jones, Philadelphia 

Field Hearing on Mortgage Foreclosures, at 5 (Sept. 24, 2009) (online at cop.senate.gov/documents/testimony-

092409-jones.pdf). 
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 Hunt Subprime Contracts Paper, supra note XX. 
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extended beyond the final maturity date of other loans in the pool.  These provisions are 

designed to limit cash flow on securitized mortgages to the term of the securities issued against 

the mortgages.  Securitized loans are typically all from the same annual vintage give or take a 

year, which means that the ability to stretch out terms is usually limited to a year at most.  Not 

surprisingly, HAMP modifications stretch out terms by about a year on average. 

The inability to stretch out terms for more than a year in most cases has a serious impact 

on HAMP modifications because it removes one of the tools and instead encourages principal 

forbearance, which has the result of creating loans with amortization periods that are longer than 

the loan term, meaning that a balloon payment of principal will be due at the end of the loan. 

f. Securitized vs. Non-Securitized 

Non-HAMP modification data also indicate that there are significant differences in 

modifications between securitized and non-securitized loans.  OCC/OTSô joint Mortgage Metrics 

Reports for the first and second quarters of 2009 (not covering HAMP modifications) indicate 

that while the majority of modifications were on securitized loans, in particular those held in 

private-label pools (see Figure XX, below), very few loan modifications have involved principal 

balance reductions or even principal balance deferrals, and almost all principal reductions and 

deferrals were on non-securitized loans.
139

  (See Figure XX, below.)  Out of 327,518 loan 

modifications in the OCC/OTS data in the first two quarters of 2009, only 17,574 (5.4 percent) 

involved principal balance reductions.  All but eight of those 17,574  principal balance 

reductions were on loans held in portfolio.  (See Figure XX, below.)  The other eight are likely 

data recording errors. 

                                                 
139

 Office of the Comptroller of the Currency and Office of Thrift Supervision, OCC and OTS Mortgage 

Metrics Report, First Quarter 2009 (online at www.occ.treas.gov/ftp/release/2009-77a.pdf) (accessed Oct. 7, 2009) 

(hereinafter ñOCC and OTS First Quarter Mortgage Reportò); OCC and OTS Second Quarter Mortgage Report, 

supra note XX. 
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Figure XX: Totals of Modifications by Loan Ownership, OCC/OTS Mortgage Metrics Q1-

Q2, 2009
140
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Figure XX: Modifications by Type by Loan Ownership, OCC/OTS Mortgage Metrics Q1-

Q2, 2009 
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Figure XX: Number of Principal Reductions in Modifications by Loan Ownership, 

OCC/OTS Mortgage Metrics Q1-Q2, 2009 

 

A similar discrepancy emerges for term extensions.  Loans guaranteed by Fannie Mae, 

Freddie Mac, and Ginnie Mae/FHA can be bought out of a securitized pool and modified, 

making them more like portfolio loans.  Thus in the OCC/OTS data for the first and second 

quarters 2009, 60 percent of portfolio loan, 49 percent of Fannie Mae, 69 percent of Freddie 

Mac, and 46 percent of Ginnie Mae modifications involved term extensions, but only 7 percent 

of private-label securitization did so.  (See Figures XX and XX, below.)
141

  Whether the 

heterogeneity between modifications of securitized and nonsecuritized loans is a function of 

PSAs or of incentive misalignment between servicers and MBS holders is unclear, but there is 

clearly a difference, and this may be responsible for some of the difference in redefault rates.
142

  

(See Figure XX, below.) 
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Figure XX: Term Extensions as Percentage of Modifications by Loan Ownership, 

OCC/OTS Mortgage Metrics Q1-Q2, 2009 
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Figure XX: Number of Term Extensions in Modifications by Loan Ownership, OCC/OTS 

Mortgage Metrics Q1-Q2, 2009 
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Figure XX: Redefault Rates by Loan Ownership, OCC/OTS Mortgage Metrics Q2, 2009 

 

Notwithstanding the significant PSA constraint on term extensions that means that 

HAMP modifications are likely to look quite different from portfolio loan modifications as well 

as the evidence from the OCC/OTS Mortgage Metrics Reports, a recent working paper from the 

Federal Reserve Bank of Boston argues that there is no difference in the rate at which securitized 

and nonsecuritized loans are being modified; both have been modified at exceedingly low 

rates.
143

  Two recent papers disagree with this finding.  Professors Anna Gelpern and Adam 

Levitin contend that securitization creates obstacles to loan workouts that go beyond the formal 

contractual language analyzed by Hunt.
144

  Professors Tomasz Piskorski, Amit Seru, and Vikram 

Vig analyzed data through the first quarter of 2008 and concluded that securitized loans are as 
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much as 32 percent more likely to go into foreclosure when delinquent than loans held directly 

by banks, and are 21 percent more likely to become current within a year of delinquency.
145

 

g. Servicer Ramp-up Period 

Treasury has made significant progress towards its goal of broad servicer participation; 

however, signed participation agreements do not necessarily mean that servicers are fully ready 

to participate.  The Panel recognizes that HAMP in particular requires a significant technological 

infrastructure to monitor modifications and servicer payments, and that this infrastructure is not 

something that can be created overnight.  The infrastructure has to allow many servicers to 

interface with Treasury and Fannie Mae, Treasuryôs agent for HAMP modifications.  Servicers 

use a variety of software platforms, and the standard servicing platform, distributed by Lender 

Processing Services, Inc., does not have the ability to process modifications.  As a result, even as 

of the end of August 2009, servicers still needed to provide hand-extracted data to Treasury, 

which slowed the process. 

While the Panel is sympathetic to the difficulties in creating the infrastructure for HAMP, 

during the ramp-up period some homeowners who would have qualified for modifications did 

not have the opportunity.  At this point, however, HAMP is up and running, and its ability to 

increase the number of modifications depends primarily on servicer staffing constraints and 

homeowner participation.  When borrowers contact their servicers, either on their own or with 

the assistance of their lenders, they are often unable to make contact with someone who can 

provide accurate, timely information and help obtain a modification. 

As servicers ramp up their programs, many borrowers are facing long hold times and 

repeated transfers and disconnections on the telephone, lack of timely responses, lost paperwork, 

and incorrect information from servicers.  Judge Annette Rizzo of the Court of Common Pleas, 

First Judicial District for Philadelphia County recently expressed her frustration with the lack of 

clear information about MHA during her testimony at the Panelôs September hearing.
146

  Judge 

Rizzo is the architect of a foreclosure prevention program in Philadelphia that has moved cases 

through the pipeline more quickly by requiring prompt face-to-face mediation sessions.  

According to Judge Rizzo, there is a need at the national level for a hotline or another easy 

access point for quick resolution of questions regarding the interpretation of various aspects of 

the MHA program.
147
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 Tomasz Piskorski, Amit Seru, & Vikrant Vig, Securitization and Distressed Loan Renegotiation: 

Evidence from the Subprime Mortgage Crisis, Chicago Booth School of Business Research Paper No. 09-02 (Aug. 

2009) (online at ssrn.com/abstract=1321646) (hereinafter ñPiskorski, Seru, & Vig Renegotiation Paperò). 
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Hearing on Mortgage Foreclosures, at 81-83 (Sept. 24, 2009). 
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There is also evidence that eligible borrowers are being denied incorrectly.  Eileen 

Fitzgerald, chief operating officer of NeighborWorks America, provided insight into this 

problem during her testimony at the Panelôs foreclosure mitigation field hearing.  Ms. Fitzgerald 

noted in both her written and oral testimony not only reports of such incorrect interpretations of 

the program, but also of delays in processing due to servicers misplacing documents or 

requesting duplicate documents, lack of uniform procedures and forms, and a need for access to 

servicersô NPV models to assist borrowers and their counselors in understanding why an 

application may have been denied.
148

  Treasuryôs new requirement that servicers provide a 

reason for denials to both Treasury and to borrowers could help to alleviate this.
149

  Denial codes 

can also help protect against discrimination in refinancing.  HMDA data from 2008 show that the 

61 percent of African-Americans were turned down for a refinancing, 51 percent of Hispanics 

were denied a refinancing, and 32 percent of Caucasians were denied.
150

  Clear, prompt denial 

codes with a right of appeal are one way to help prevent possible discrimination and 

disproportionate destabilization of minority neighborhoods.   

Externally, borrowers can face language or education barriers, both of which can be 

addressed by trustworthy and reliable housing counselors.
151

  Treasury also plans to create a web 

portal to provide information to borrowers and servicers, and is working with Freddie Mac, in 

the GSEôs role as compliance agent, to develop a ñsecond lookò process by which Freddie Mac 

will audit a sample of MHA modification applications that have been denied.
152

  

Performance Variations Among Servicers.  Substantial variation among servicers in 

performance and borrower experience, as well as inconsistent results in converting trial 

modification offers into actual trial modifications, remain significant issues.
153

  Through August 

2009, of the estimated HAMP eligible 60+ day delinquencies, 19 percent were offered trial 
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plans, and 12 percent entered trial modifications.
154

  The percentage of HAMP-eligible 

borrowers entering trial modifications varied widely by servicer, from 0 percent to 39 percent.
155

  

This means that more than two-thirds of eligible borrowers potentially missed their opportunity 

to avoid foreclosure.  Treasury is taking steps to increase the number of eligible borrowers who 

may participate.  On July 28, Treasury officials met with representatives of the 27 servicers 

participating at that time.  At this meeting, servicers pledged to increase ñsignificantlyò the rate 

at which they were performing modifications.
156

  Treasury acknowledges that servicers have a 

ramp-up period: ñServicers are still working to incorporate program features in their systems and 

procedures, adding new program requirements as they are introduced.ò
157

 

There has been considerable variation in the number of permanent HAMP modifications 

by servicer, with servicers that have required full documentation before commencing a 

modification having significantly higher rates of conversion from trial to permanent 

modifications.  Because data on permanent modifications is still preliminary and because of the 

two-month extension that Treasury has granted no/low documentation trial modifications to 

assemble full documentation, the Panel is refraining at this point from presenting an analysis of 

servicer-by-servicer conversion rates from trial to permanent loans.  This is an issue that the 

Panel plans to reexamine in a future report when more robust data is available. 

Treasury Efforts to Improve Performance.  In recognition of this concern, Treasury has 

prioritized servicer capacity to respond to borrowers.  While Treasury recognizes that ñcapacity 

is key to the success of HAMP,ò
158

 current servicer capacity remains an area of concern.  In 

testimony before a House Financial Services subcommittee hearing, Treasury Assistant Secretary 

for Financial Institutions Michael Barr noted the following:  

On July 9, as a part of the Administration's efforts to expedite implementation of 

HAMP, Secretaries Geithner and Donovan wrote to the CEOs of all of the 

servicers currently participating in the program.  In this joint letter, they noted that 

there appears to be substantial variation among servicers in performance and 

borrower experience, as well as inconsistent results in converting trial 

modification offers into actual trial modifications.  They called on the servicers to 
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devote substantially more resources to the program in order for it to fully 

succeed.
159

 

To combat this problem, Treasury has tasked Freddie Mac to conduct readiness reviews 

of participating servicers and report the results back to Treasury.
160

 

Further, Treasury tracks outcomes as an incentive for servicers to scale up their 

operations to meet demand.  Treasury publishes monthly statistics on HAMP that track, among 

other things, how many eligible borrowers to whom each servicer has offered a trial 

modification, and how many have entered trial modifications.
161

  Additionally, Treasury is 

working to develop more exacting metrics to measure the quality of borrower experience, such 

as average borrower wait time for inbound inquiries, completeness and accuracy of information 

provided to applicants, as well as response time for completed applications.
162

 

h. Servicer Concerns About the HAMP Program 

Servicers voice a number of criticisms and concerns regarding the HAMP program.  

Failure to address these concerns could limit the effectiveness of HAMP.  In June, the Panel sent 

a questionnaire to the 14 largest servicers that were not yet participating in HAMP.
163

  Of the 13 

servicers that responded, only two stated that they did not plan to participate in HAMP.  As 

primary justification, both of these servicers stated that they believed that their own modification 

programs provided borrowers with more aggressive and flexible relief than did HAMP, allowing 

more borrowers to receive modifications.  One explained that under its own program, it uses ña 

more holistic review of income and expenses [as compared to] the MHA gross income versus 

primary mortgage debt model.ò  Another ñperforms a disposable income analysis rather than 

impos[ing] a fixed debt-to-income requirement.ò  It ñsubtract[s] mortgage payments, property 

taxes, homeownersô insurance, verifiable utilities, and medical and day care expenses from the 

customer's net income.ò  
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The questionnaire asked servicers what they believed to be barriers to full participation in 

HAMP.  Among the most common responses was that the program required cumbersome 

documentation and trial periods.  One servicer suggested amending documentation requirements 

ñto mirror current bank-owned work-out options.ò
164

  A servicer that is choosing not to 

participate in HAMP believed that gathering the required documentation would take between 45 

to 50 days under HAMP, while under the servicerôs own program, the average decision time, 

including collection of documents, was 10 to 12 days.
165

  

Another perceived barrier to full participation is the concern that the program details 

continue to change.  One servicer cited ñon-going clarifications of, and additions to, the 

requirements and guidelines issued by the Treasury and its agents, Fannie Mae and Freddie 

Mac.ò
166

  Another stated that ñthe ongoing evolution of program benefits and requirements has 

presented challenges (for example, [the] ability to timely recruit, hire, and train staff for 

functions that are still being defined).ò
167

  Some servicers reported that it took substantial 

manpower to implement the required system changes.
168

  Among the other perceived barriers to 

full participation are questions about servicer liability, difficulty in obtaining investor approval to 

amend servicing agreements, different reporting standards between GSEs and Treasury, and a 

lack of flexibility in the escrow requirement. 

Treasury has made substantial progress towards reaching its projection of having 90 

percent of HAMP eligible mortgage debt serviced by participating servicers, but more efforts are 

needed before significant percentages of eligible borrowers receive modifications.
169

  As 

servicers take time to implement their programs and fully train their staff, families are losing 

their homes.  Treasury must encourage and provide support to enable servicers to make 

modifications available to as many borrowers as possible, as quickly as possible. 

i. Prospects for Long-Term Effectiveness 

The program is completely dependent upon servicers to provide adequate capacity and 

quality in order to make HAMP a success.  Therefore, it is important to consider the longer term 

prospects for servicers to provide that quality and capacity in evaluating the longer term outlook 

for HAMP.   
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HAMP relies on mortgage servicers to perform the modifications.  Residential mortgage 

servicers, however, are not normally in the modification business.
170

  Residential mortgage 

servicing combines a transaction processing business with a loss mitigation business.  

Transaction processing is a business given to automation and economies of scale.  Loss 

mitigation, in contrast, involves intense discretion and human capital and is cyclic with the 

occurrence of severe recessions.  In normal times, loss mitigation is a small part of any servicing 

operation.  

While there were some episodes of serious cyclic foreclosure, such as in New England in 

the early 1990s, on the whole, mortgage defaults were historically sparse and random, so it made 

little business sense for most servicers, other than subprime specialists, to invest in loss 

mitigation capacity.  Investors did not want to pay for this capacity, and servicing fee 

arrangements did not budget for it, particularly in light of the lack of demand.  Because servicers 

did not invest in loss mitigation capacity during boom times, they now lack sufficient loss 

mitigation capacity.  There is a limited supply of trained, experienced loss mitigation personnel, 

although it is likely that there are many out-of-work underwriters and originations personnel 

available, and the standard servicing computer platform lacks the ability to process loan 

modifications.  

For HAMP to succeed, the entire servicing industry has had to shift into a new line of 

business.  To incentivize this business model transformation, HAMP offers servicers payments 

for every modified mortgage.  This incentive payment is paid on top of servicersô regular 

compensation, which is supposed to cover appropriate loss mitigation.  At this point, the 

transition and re-tooling period should be over and servicersô loss mitigation units should be 

expected to be operating at capacity. 

j . Incentive Payment Sufficiency 

Incentive payments might be insufficient to offset other servicer incentives that push for 

foreclosure even when modification increases the net present value of the loan.
171

  As noted by 

Deborah Goldberg at the Panelôs foreclosure mitigation field hearing, ñthere are many incentives 

for servicers to continue moving a loan toward foreclosure during the HAMP review process.ò
172

  

Servicers typically purchase mortgage servicing rights (MSRs) for an upfront payment based on 
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the outstanding principal balance of the loans in the servicing portfolio.  The servicerôs pricing of 

the MSRs depends primarily on the servicing fee, anticipated prepayment rates (including 

defaults), and on the anticipated costs of servicing the loans.  The servicing fee is typically in the 

range of 25-50 basis points per annum of the outstanding principal balance of the loans in the 

portfolio and gets paid before investors in the mortgages are paid.   

Servicers are obligated to advance monthly payments of principal and interest on 

defaulted loans (ñservicing advancesò) to investors until the property is no longer in the servicing 

portfolio (as the result of a refinancing or sale) or if the servicer reasonably believes it will not be 

able to recover the servicing advances.  While servicers are able to recover their servicing 

advances upon liquidation of the property, they are not able to recover the time value of the 

advances; given that timelines of default to foreclosure are now in the range of 18-24 months in 

most parts of the country, servicers have significant time-value costs in making servicing 

advances, particularly if they lack low-cost funding sources like a depositary base or access to 

the Federal Reserveôs Discount Window.   

Because servicers prepay for their MSRs, their profitability depends on prepayment 

speeds and maintaining low operations costs.  Most servicers hedge their prepayment risk to the 

extent it is an interest rate risk.  Some also hedge against prepayment speeds due to default risk 

through buying credit default swap protection on either their particular portfolios or on indices 

like the ABX.  Servicers, however, are unable to hedge against servicing costs effectively, and 

foreclosures impose significant operational costs on servicers.   

Consider a servicer that receives 37.5 basis points per year on a mortgage loan with an 

unpaid principal balance of $200,000.  The servicer might have paid $1,000 to acquire the MSR 

for that loan.  The servicerôs annual servicing fee income is $750.  The servicer will then add to 

this a much more modest amount of float income from investing the mortgage payments during 

the period between when the homeowner pays the servicer, and the servicer is required to remit 

the funds to the investors.  This income might amount to $20-$40 per year.  A typical performing 

loan might cost in the range of $500/year to service, which means that the servicer will turn a 

profit on the loan.   

If the loan becomes delinquent, however, it will cost the servicer $1000/year to service, 

both because of additional time and effort involved as well as the cost of servicing advances.
173

  

The sooner the servicer can foreclose on the loan, the sooner the servicer can cut loose a money 

losing investment.  Moreover, the foreclosure itself might present an opportunity to levy various 

ancillary fees that do not need to be remitted to investors, but which can instead be retained by 
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servicers, such as late fees and property maintenance fees.  Thus foreclosure can not only cut 

losses, but it can be an affirmative profit center.
174

 

In contrast, if the servicer modifies the defaulted loan, the servicer will still lose the time-

value of the servicing advances it made, will incur a significant administrative cost to performing 

the modification, estimated at as high as $1,500,
175

 have no opportunity to levy additional fees, 

and will assume a risk that there will be a redefault, which will add to the servicerôs time-value 

and operations costs.  While the precise calculations of servicers in these circumstances are not 

known, there is a strong inference that servicersô incentives may not be aligned with those of 

investors in the mortgages.  Indeed, private mortgage insurers, who bear the first loss on defaults 

on insured loans ï making them like investors ï have recently expressed sufficient concern about 

servicer loss mitigation practices that they have insisted on inserting personnel into servicing 

companies to supervise loss mitigation.
176

   

HAMP provides servicers with taxpayer funded modification incentive payments in 

addition to their preexisting contractual payments from investors in order to encourage servicers 

to perform more modifications, to the extent that they would maximize net present value.  While 

servicers are contractually obligated to maximize value for mortgage investors and are already 

compensated for their services, HAMP provides additional, taxpayer-funded compensation for 

servicers to perform the same services.  The goal of this extra compensation is to make the 

servicersô incentives look like those of a portfolio lender, with the hope that this will negate any 

incentive misalignments that encourage servicers to seek foreclosure.  If so, both investors and 

financially distressed homeowners will win, as well as the neighbors of the homeowners and 

their communities.   

By all estimates, HAMP incentive payments more than cover the cost of modifications, 

excluding overhead.
177

  The incentive payment amounts might still be insufficient, however, to 

counterbalance servicersô incentive to pursue foreclosure because servicers are reluctant to invest 

in a loss mitigation business that is unlikely to have long-term value.
178

  Moreover, given the 

limited supply of modification specialists, who cannot be trained overnight, the capacity problem 

may simply be impervious to incentive payments of any reasonable level.  The economics of 

servicing are still not fully understood, and this presents a challenge for any attempt to craft an 

incentive-based modification program.   
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That said, successful HAMP modifications should result in an increase in the value of 

MSRs by reducing prepayment speeds, both due to defaults and to refinancings.  Prepayments 

due to refinancings are largely a function of interest rates; as rates drop, prepayment speeds 

increase.  Refinancings, however, are only possible when there is positive equity.   

HAMP modifications result in extremely low interest rates and negative equity.  The 

combination means that HAMP modified loans, to the extent they do not redefault, are unlikely 

to be refinanced.  First, HAMP modified loans have interest rates that are initially so low it is 

unlikely that the borrower could find a lower interest rate.
179

  And, second, even if a lower rate 

was available, negative equity precludes refinancing.  HAMP modifications thus have drastically 

slow prepayment speeds, which boosts the value of MSRs.   

For example, JPMorgan Chase has reduced interest rates in some modifications so they 

are just enough to cover its servicing fee, but left principal balances untouched.
180

  Modifications 

like this ensure that the value of MSRs to the servicer will be maximized, as servicing fee 

income will not be reduced (as would occur if principal balances were reduced) and refinancing 

is likely precluded both because of low rates and likely negative equity.  Unfortunately, while a 

modification like this might maximize value for the servicer, it might not be the optimal 

modification for the homeowner or the investors.  Thus while HAMP is aimed at correcting 

misaligned incentive problems, it might actually overcorrect and result in sub-optimally 

structured modifications.   

The benefit HAMP could provide to servicers in the form of increased MSR values is 

tempered by the risk that servicers assume on a loan redefault.  A defaulted loan is worse than a 

prepayment in terms of MSR value, because not only is the principal balance of the trust 

reduced, but the servicer must make servicing advances of principal and interest until the 

property is sold from the trust, either at a foreclosure sale to a third-party or from REO.  While 

servicing advances are reimbursable, no interest is paid on them, resulting in a time-value loss 

for the servicer.  The time-value costs of a defaulted mortgage are one of the largest costs for a 

servicer, especially in a depressed market where foreclosures are taking longer and properties are 

sitting in REO for months if not years.   
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HAMP payments may well offset the cost of redefault risk for servicers, in addition to the 

costs of modification, which are estimated in the $1,000 range.
181

  This raises the question of 

why servicers are not engaged in more modifications.   The answer may simply be a capacity 

constraint, but another consideration is that it is difficult for servicers to determine ex-ante 

whether a loan will redefault post-modification and thus figure out the net benefit of 

modification.
182

  If servicers do not believe that modifications as a whole are sustainable, they 

will be reluctant to engage in them beyond the likely sustainable ones they can cherry-pick.  

Again, HAMP is designed to address servicer reluctance to engage in modifications through 

incentive payments, but this sort of targeted incentive payment only makes sense when an 

economic structure is fully understood.   

Servicer capacity remains a weak link in the system, and it is unclear whether HAMP 

incentive payments are sufficient to change the situation.  Servicers may be reluctant to invest in 

modification capacity that will have a limited useful lifespan.  In addition, there might simply be 

an inelastic supply of modification capacity, which would make modification capacity 

impervious to incentives.  Ensuring that modification efforts are not hobbled by lack of capacity 

is essential if HAMP is to be successful, but it does not appear that Treasury has undertaken any 

concrete steps to ensure that the capacity issue is resolved.  

One possible solution to the problem of servicer incentives or capacity constraints is to 

provide supplemental capacity, such as contracting with third-party originators to modify the 

loans as if they were underwriting new loans.  Loan modification is essentially loan 

underwriting, which is not where servicer talents and expertise lie.  While there are coordination 

and privacy issues involved with utilizing third-party originators for modifications, third-party 

originators could provide an effective option. 

k. Possible Litigation Risk for Servicers 

HAMP may itself be creating litigation risk for servicers, as there is a question about how 

principal forbearance is to be treated by securitization trusts for the purposes of allocating cash 

flow among investors.  Treasury has advised that principal forbearance should be treated as a 

loss to the trust, with any later payment as a loss recovery, but Treasury has also noted that the 

trust documents control.
183

  Many servicers and securitization trustees are therefore reviewing 

the trust documents to determine the appropriate interpretation.  To the extent that principal 

forbearance is treated as a loss, however, it would reduce the outstanding principal balance in the 

trust, which would reduce the servicerôs servicing fee compensation. 
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3. Second Lien Program 

One component of HAMP is the Second Lien Program.  Originally released in mid-

February, the plan to assist homeowners included an initiative to lower monthly mortgage 

payments, but it failed to address in detail a related issue that threatens to undo troubled 

borrowers: second liens. Treasury states that as many as 50 percent of at-risk mortgages also 

have second liens.
184

  Second liens can interfere with the success of loan modification programs 

for three reasons.  First, modifying the first lien may not reduce homeownersô total monthly 

mortgage payments to an affordable level if the second mortgage remains unmodified.
185

  While 

some homeowners might be able to afford a modified first mortgage payment, a second 

unmodified mortgage payment can make monthly mortgage payments unaffordable, increasing 

redefault risk.
186

  Second, when a first mortgage is refinanced, the lender doing the refinancing 

will have a junior lien to any previously existing mortgagees unless they agree to resubordinate 

their liens to the refinanced mortgage.  Second liens, therefore, have the potential to hinder or 

prevent efforts to refinance a first mortgage.
187

  Third, second liens also increase the negative 

equity that can contribute to subsequent redefaults. 

Treasury established the Second Lien Program with two primary goals in mind: (1) to 

allow 1 to 1.5 million homeowners to benefit from reduced payments on their second mortgages 

ï equaling up to 50 percent of HAMP participants; and (2) to maximize and enhance the 

effectiveness of Treasuryôs first lien modification program.
188

 

Under the Second Lien Program, when a HAMP modification is initiated on a first lien, 

servicers participating in the Second Lien Program will automatically reduce payments on the 

associated second lien by modifying or extinguishing the second lien.
189

  Accordingly, Treasury 
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has emphasized that modification of a second lien should not delay modification of a first lien, 

but will occur as soon as the second lien servicer is able to formulate the terms and make contact 

with the borrower.
190

  However, since the Second Lien Program is voluntary, automatic 

modification of the second lien is not required if the second lien servicer chooses not to 

participate in the Second Lien Program.  According to the Second Lien Program guidelines, the 

amount of funds available will be capped based upon each servicerôs Servicer Participation 

Agreement (SPA).
191

  Treasury will formulate each servicerôs initial program participation cap 

by ñestimating the number of modifications and extinguishments expected to be performed by 

each servicerò during the life of HAMP.
192

  Second lien modification does not go into effect 

ñuntil the first lien modification becomes effective under HAMP,ò and the borrower has made 

each second lien trial period payment ñby the end of the month in which it is due.ò
193

 

The Second Lien Program has several eligibility factors.  First, only second liens 

originated on or before January 1, 2009 are eligible for a modification or extinguishment under 

this program.
194

  Second, only second liens with an unpaid principal balance equal to or greater 

than $5,000 are eligible for modification or cost share payments, while there is no such limitation 

with respect to any extinguishment of second liens.
195

  Third, borrowers can participate in the 

program provided that they have fully executed a Second Lien Program modification agreement 

or entered into a trial period plan with the servicer by December 31, 2012.
196

 

During his testimony before the Senate Committee on Banking, Housing, and Urban 

Affairs in July, Assistant Secretary of the Treasury for Financial Stability Herb Allison noted 

that the five banks that aggregately account for over 80 percent of the second liens are in 

negotiations to participate in the Second Lien Program.
197

 

The Second Lien Program also contains a ñpay-for-successò structure similar to the first 

lien modification program.  Servicers can be paid $500 up-front for a successful modification 
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and then receive successive payments of $250 per year for three years, provided that the 

modified first loan remains current.
198

  If borrowers remain current on their modified first loan, 

they can receive payments of up to $250 per year for as many as five years.
199

  This means that 

borrowers could receive as much as $1,250 for making payments on time.  These borrower 

incentives would be directed at paying down the principal on the first mortgage, helping 

borrowers build equity in their home.
200

   

The program gives participating servicers two options: (1) reduce borrower payments; or 

(2) extinguish the lien.  The servicerôs decision as to which option to pursue is based solely on 

the financial information provided by the borrower in conjunction with the HAMP 

modification.
201

 

Under the first option, the MHA Program will share with lenders the cost of reducing 

second mortgage payments for homeowners.
202

  For amortizing loans (loans with monthly 

payments of interest and principal), Treasury shares the cost of reducing the interest rate on the 

second mortgage to one percent.
203

  The servicer reduces the loan interest rate to one percent, 

forbears principal in the same proportion as in the first lien modification, and extends the 

repayment and amortization schedule to match the modified first lien.
204

  In turn, Treasury pays 

the servicer the incentive and success fees for making the modification, plus pays the lender half 

the difference between the interest rate on the first lien and one percent.
205

  For interest-only 

loans, MHA shares the cost of reducing the interest rate on the second mortgage to two 

percent.
206

  The servicer reduces the interest rate to two percent, forbears principal in the same 

proportion as in the first lien modification, and extends the repayment and amortization schedule 

to match the first lien.
207

  Treasury pays the servicer an amount equal to half of the difference 

between (a) the lower of the contract rate on the second lien and the interest rate on the first lien 

as modified and (b) two percent.
208

  For both amortizing and interest-only loans that have been 

modified, the interest rate rises after five years, just as happens under HAMP.  At the five-year 
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mark, the interest rate in the Second Lien Program increases to the rate that is being charged at 

that time on the modified first mortgage.
209

  

As an alternative to modifying the second lien, lenders/investors have the option to 

extinguish second liens in exchange for a lump-sum payment from Treasury under a pre-set 

formula.
210

  While eligible first lien modifications will not require any participation by second 

lien holders, these incentives to extinguish second liens on loans modified under the program are 

intended to reduce the borrowerôs overall indebtedness and improve loan performance.
211

  This 

option is intended to allow second lien holders ñto target principal extinguishment to the 

borrowers where extinguishment is most appropriate.ò
212

  Servicers will be eligible to receive 

compensation when they contact second lien holders and extinguish valid junior liens (according 

to a schedule formulated by Treasury, depending in part on combined loan-to-value).
213

  

Servicers will be reimbursed for the release according to the specified schedule, and will also 

receive an extra $250 for obtaining a release of a valid second lien.
214

  For example, for loans 

that are more than 180 days past due at the time of modification, the lender/investor will be paid 

three cents per dollar extinguished.
215

  For loans less than 180 days past due, Treasury will pay 

second lien holders a specified amount for each dollar of unpaid principal balance 

extinguished.
216

  

The program is not yet operational, therefore no loans have been modified under the 

initiative.  Without officially participating servicers and lenders and any preliminary data, the 

Panel is unable to determine whether or not the Second Lien Program will be able to eliminate 

the significant obstacle that second liens can present to loan modification. 

4. Home Price Decline Protection Program 

Building on ideas from the FDIC, Treasury has also developed a price decline protection 

initiative with the primary purpose of increasing the number of modifications completed under 

HAMP in those markets hardest hit by falling home prices.
217
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Treasuryôs articulated purpose for the Home Price Decline Protection (HPDP) is to 

encourage HAMP modifications in areas where homes have lost the most value.  It does this by 

working to alleviate mortgage holder/investor concerns that recent home price declines may 

persist and ñoffset any incremental collateral losses on modifications that do not succeed.ò
218

  

Lenders may be more willing to offer modifications if potential losses are partially covered. 

There are several factors relating to HPDP eligibility.  First, all HAMP loan 

modifications begun after September 1, 2009 are eligible for HPDP payments.
219

  As of 

September 1, HPDP payments became operational and were included in NPV calculations.
220

  

Treasury has made clear that no incentives will be provided if: (1) the servicer has not entered 

into a HAMP Servicer Participation Agreement; (2) the borrower did not successfully complete 

the trial period and execute a HAMP modification agreement; or (3) the HAMP loan 

modification did not reduce the borrowerôs monthly mortgage payment by at least six percent.
221

  

In addition, HPDP incentive compensation will terminate if the borrower loses good standing 

under HAMP (i.e., if he or she misses three successive payments on a HAMP modification) or if 

the borrower pays off the mortgage loan balance in full.
222

  Second, mortgage loans that are 

owned or guaranteed by Fannie Mae or Freddie Mac are not eligible for HPDP incentive 

compensation.
223

 

Program incentive payments are based upon the total number of modified loans that 

successfully complete the modification trial period and remain in the HAMP program.  The 

HPDP incentive is structured as a simple cash payment on all eligible loans.
224

  Each successful 

loan modification will be eligible for an HPDP incentive, up to a total cap for HPDP incentives 

of $10 billion (from the $50 billion designated for HAMP using TARP funding), but the actual 

amount spent will be dependent upon housing price trends.
225

  Upon the completion of a 

successful trial modification, the lender/investor accrues 1/24th of the HPDP incentive per 

month, for 24 months.
226

  Incentive payments are calculated based on a Treasury formula 
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incorporating an estimate of the projected home price decline over the next year based on 

changes in average local market home prices over the two previous quarters, the unpaid principal 

balance of the mortgage loan prior to HAMP modification, and the mark-to-market loan-to-value 

ratio of the mortgage loan prior to HAMP modification.
227

  Incentives are to be paid on the first- 

and second-year anniversaries of the borrowerôs first trial payment due date under HAMP.
228

  In 

other words, the incentive payments on all modified mortgages will help cover the ñincremental 

collateral loss on those modifications that do not succeed.ò
229

 

Because the program became active quite recently, performance data are not available.  

Treasury has not specified the number of loans it estimates will be covered by HPDP.  All loans 

eligible for HPDP payments are also covered by incentive payments under the first lien program.  

As the Government Accountability Office (GAO) has noted, loans requiring a mandatory 

modification under the first lien program would nonetheless be eligible for additional payments 

under this program.
230

  Treasury has not offered any estimates of the incremental modifications 

created by this program ï that is to say, the number of lenders who agree to participate only 

because of the additional coverage against losses available through the HPDP program, plus the 

number of  non-mandatory modifications that lenders may be willing to make because of the 

additional protection against losses.  Without such information, it is unclear why the program 

should provide additional payments for modifications that would have been made anyway.  

5. Foreclosure Alternatives Program (FAP) 

Treasury has also developed an initiative to limit the impact of foreclosure when loan 

modifications cannot be performed.  On May 14, Treasury Secretary Geithner and HUD 

Secretary Donovan announced new details on the Foreclosure Alternatives Program, an 

additional MHA program to help homeowners facing foreclosure.  Under the FAP, Treasury will 

provide servicers with incentives to pursue alternatives to foreclosures, such as short sales or the 

taking of deeds-in-lieu of foreclosure.
231

  A short sale occurs when the borrower is unable to pay 

the mortgage and the servicer allows the borrower to sell the property at its current value, 

regardless of whether the sale covers the remaining balance on the mortgage.  The borrower must 

list and actively market the home at its fair value,
232

 and the sales transaction must be conducted 
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at arms-length, with all proceeds after selling costs going towards the discounted mortgage 

payoff.
233

  If the borrower lists and actively markets the home but is unable to sell within the 

agreed-upon time frame, the servicer may resort to a deed-in-lieu transaction, where the 

borrower voluntarily transfers ownership of the property to the servicer, so long as the title is 

unencumbered.
234

 

Since Treasury recognizes that the MHA program will not help every at-risk homeowner 

or prevent all foreclosures, Treasuryôs primary objective for the FAP is to assist homeowners 

who cannot afford to remain in their homes by developing an alternative to foreclosure that 

results in their successful relocation to an affordable home.
235

  While short sale and deed-in-lieu 

may avoid depressing home prices in an individual neighborhood, as foreclosures do, this may be 

offset by the effect of putting more inventory on the broader housing market when there is 

already a substantial overhang. 

Treasury designed the FAP to be used in those cases where the borrower is generally 

eligible for a MHA loan modification, such as having a loan originated before January 1, 2009, 

on an owner-occupied property in default, but does not qualify or is unable to maintain payments 

during the trial period or modification.
236

  Eligible borrowers can participate until December 31, 

2012.  Prior to resorting to foreclosure, servicers participating in HAMP must evaluate eligible 

borrowers to determine if a short sale is appropriate.
237

  This determination is based on a number 

of factors, including property condition and value, average marketing time in the community 

where the property is located, the condition of title including the presence of any junior liens,
238

 

along with the servicerôs finding that the net sales proceeds of the property are anticipated to 

exceed its recovery through foreclosure.
239

  If the servicer determines that a short sale would be 

appropriate, the borrower will have at least 90 days
240

 to market and sell the property, using a 

licensed real estate professional experienced in selling properties in the vicinity.
241

  No 

foreclosure sale can occur during the agreed-upon marketing period, provided that the borrower 
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is making good faith efforts to sell the property.
242

  Servicers are not permitted to charge 

borrowers any fees for participating in the FAP.
243

  Participating servicers must comply with 

program requirements so long as they do not conflict with contractual agreements with investors. 

The FAP facilitates both short sales and deeds-in-lieu by providing incentive payments to 

borrowers, junior-lien holders, and servicers, similar in structure and amount to MHA incentive 

payments.  Servicers can receive incentive compensation of up to $1,000 for each successful 

completion of a short sale or deed-in-lieu.
244

  Borrowers are eligible for a payment of $1,500 in 

relocation expenses in order to effectuate short sales and deeds-in-lieu of foreclosure.
245

  The 

short sale agreement, upon the servicerôs option, may also include a condition that the borrower 

agrees to ñdeed the property to the servicer in exchange for a release from the debt if the property 

does not sell within the time specified in the Agreement or any extension thereof.ò
246

  In such 

cases, the borrower agrees to vacate the property within 30 days and, upon performance, receives 

$1,500 from Treasury to assist with relocation costs.
247

  Treasury has also agreed to share the 

cost of paying junior lien holders to release their claims by matching $1 for every $2 paid by 

investors, for a maximum total Treasury contribution of $1,000.
248

  Payments are made upon the 

successful completion of a short sale or deed-in-lieu.   

The Program also contains a streamlined process for completing short sale transactions.  

Treasury will provide standardized documentation, including a short sale agreement and an offer 

acceptance letter, which will outline marketing terms, the rights and responsibilities of all parties, 

and identify timeframes for performance.
249

  With the use of standardized documents, Treasury 

expects that the complexity of these transactions will be minimized, increasing the number of 

short sale transactions.  Other program features include limits on commission reductions. 

The remaining details of the program are still being finalized, and Treasury plans to 

announce them once they are completed.
250

  Treasury has also not announced the number of 

borrowers it anticipates will be assisted under FAP.   

6. HOPE for Homeowners 
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HOPE for Homeowners is part of the Housing and Economic Recovery Act of 2008 

(HERA), signed into law in July 2008.
251

  It is intended to help borrowers who are having 

difficulty making payments on their mortgages, but who can afford an FHA-insured loan by 

refinancing the borrower into an FHA loan.
252

  The program also directly addresses the problem 

of underwater mortgages by requiring reduction in the principal balance of the loan.
253

  Like 

MHA, it is a federal program, but is not part of TARP and is run through HUD, not Treasury, 

although it has subsequently utilized some TARP funding.  Unfortunately, it has had little impact 

thus far.   

HUD announced the original program details in October 2008.  Voluntary for all 

participants, it requires lenders to write-down the principal of the mortgage to 90 percent of the 

value of the property.
254

  Though the original program did not provide any monetary incentives 

for principal reduction, a lender would avoid the expenses of foreclosure and possibility that the 

home would sell for less than 90 percent of its value.  Also, as discussed below, under the current 

program the lender will benefit from any equity created as well as future appreciation in the 

home.  EESA amended the Housing and Economic Recovery Act, providing HUD with greater 

authority for and borrowers more flexibility under the program.  Revised program details were 

released in November 2008, aiming to ñreduce the program costs for consumers and lenders 

alike while also expanding eligibility by driving down the borrowerôs monthly mortgage 
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payments.ò
255

  Among other things, these changes increased the LTV ratio to 96.5 percent and 

allowed lenders to extend the loanôs term from 30 to 40 years.
256

   

A unique feature of HOPE for Homeowners is that participating homeowners are 

required to share with FHA both the equity created at the beginning of the new mortgage and a 

portion of the future appreciation in the home.
257

  FHA will receive 100 percent of the equity if 

the home is sold during the first year, and will reduce its claim by 10 percent each year until after 

the fifth year of the agreement when the level settles at a 50 percent split between the FHA and 

the homeowner.
258

  The program also requires the borrower to share any future home price 

appreciation with the FHA in a 50/50 split that remains constant throughout the life of the 

loan.
259

  If there is no equity or appreciation in the home when the homeowner sells or 

refinances, the homeowner is not required to pay anything to FHA.
260

 

The Helping Families Save Their Homes Act of 2009 further amended the program in 

May 2009.
261

  An impetus for the amendments was the low participation in the program.
262

  

Senator Dodd explained that ñwhile the intentions for the bill were high, the reality is, the bill 

didnôt even come close to achieving the goals those of us who crafted it thought it would.ò
263

  

This bill added two incentives for servicers to participate in the program.  Prior to this, there had 
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been no incentive written into the law for servicer participation.  The Helping Families Save 

Their Homes Act added incentive payments to servicers.  These incentive payments closely 

approximate MHA incentive payments.
264

  The incentive payments are funded through TARP.
265

 

Second, the appreciation-sharing structure was changed: HUD must now share with first 

or second lien holders the future appreciation up to the appraised value of the property when the 

existing loan was first issued.  The portion of appreciation shared with lien holders comes out of 

the 50 percent FHA share.
266

  The lien holders do not, however, receive a portion of the equity 

sharing.  The appreciation sharing could be an incentive to lenders otherwise wary of writing 

down the principal of the loan.  This compensation to second lien holders could also be crucial to 

the success of the program.  Second lien holders are often the sticking point in mortgage 

modifications, and providing them with a share of future appreciation in the home could 

incentivize them to agree to the modification.  Without direct financial incentives, lenders had 

limited reasons to participate in the program, as demonstrated by the lack of participation.  

Because the loans are underwater, junior lien holders are out of the money and only stand to gain 

by holding out until prices increase, absent incentives; the direct incentive payments and 

appreciation sharing may draw more lender interest.  Allowing lenders to also participate in 

equity sharing could further increase lender participation.  

HOPE for Homeowners was originally predicted to help 400,000 homeowners.  Though 

it is still in effect and running concurrent to MHA, it has seen little success.  It is doubtful 

whether this goal will be reached.  By January 24, 2009, it had closed 22 loans, and had 442 

applications for which the lender intended to approve the borrower for the program.
267

  By 

September 23, 2009, only 94 loans had closed, and lenders had stated an intention to approve an 

additional 844 applications.
268

 These numbers do not reflect the program as revised by the May 

2009 amendments, as they have not yet been enacted.  Though the revised program will be rolled 

out soon, HUD has still not reached agreement with large national banks and their regulators 

about how much payment will be required to extinguish second liens.
269

  HUD still believes that 

the program will serve a ñsubstantial nicheò of borrowers, especially those with no second 
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mortgage.
270

  There is also a concern that servicers, already overwhelmed with MHA 

modification requests, will not be willing to complete the additional work required by HOPE for 

Homeowners.
271

  Although HUD continues to work on the program and has plans to re-launch 

the program, it appears unlikely at this time that HOPE for Homeowners will play more than a 

minor role in providing foreclosure relief.  

7. Other Federal Efforts Outside of TARP 

While the federal governmentôs primary foreclosure mitigation efforts are embodied in 

MHA or otherwise linked to the MHA program through TARP funding, there are other 

complementary federal efforts.  The Federal Deposit Insurance Corporation (FDIC) has 

established a loan modification program that is a mandatory component of all FDIC residential 

mortgage loss-sharing agreements with purchasers of failed banksô assets.
272

  Between January 

2008 and early September 2009, the FDIC entered into 53 such loss-sharing agreements,
273

 

which cover potential losses on more than $50 billion in loans, including both residential and 

commercial mortgages.
274

  Many of the loss-sharing deals involve loans that were originated by 

small banks that have since failed; however, some of the loans were made by larger lenders, 

including IndyMac and Downey Savings and Loan.
275

  Under the FDIC Mortgage Loan 

Modification Program, delinquent borrowers who received mortgages from those failed banks 

may be eligible for a modification. 

The FDICôs program is generally quite similar to HAMP.  Both programs apply to 

residential mortgages that are more than 60 days delinquent.  Both use an NPV test to determine 

the estimated difference between the amount the lender would earn from a foreclosure sale 

versus the amount that a loan modification would yield. Both programs use standardized 

methods ï reducing interest rates, extending the term of the loan, and forbearing principal ï to 
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reduce borrowersô mortgage payments in order to decrease their debt-to-income ratio.
276

  Not all 

of the details of the two programs are the same, though.  For instance, HAMP allows interest 

rates to be reduced to as low as 2 percent, while the lowest interest rate that can be charged under 

the FDIC program is 3 percent.
277

  Also, while the FDIC has released the model that it uses to 

calculate net present value, Treasury has not publicly released its NPV model for HAMP, a 

decision that has drawn criticism from some homeowner advocates.
278

  

In September 2009, the FDIC, as part of its loan modification program, made an effort to 

address the tide of foreclosures caused by rising unemployment.  The agency said that it was 

encouraging banks with which it has entered loss-sharing agreements to consider a temporary 

forbearance plan of at least six months for borrowers whose default is primarily due to 

unemployment or underemployment.  ñWith more Americans suffering through unemployment 

or cuts in their paychecks, we believe it is crucial to offer a helping hand to avoid unnecessary 

and costly foreclosures,ò FDIC Chairman Sheila Bair said in a statement.  ñThis is simply good 

business since foreclosure rarely benefits lenders and would cost the FDIC more money, not 

less.ò
279

  

 It is not clear whether the FDICôs loan modification program has been successful.  The 

FDIC has yet to release data on the number of loans covered by its loan modification program; 

the number of modification offers that have been made to borrowers; or the number of loans 

modified.  FDIC has told the Panel that it is compiling the data.  Once the data are released, it 

should be possible to compare the modification rates under the FDIC program with similar 

programs, such as HAMP. 

8. State/Local/Private Sector Initiatives 

a. State Law Governs the Foreclosure Process 

 In addition to the federal foreclosure mitigation efforts, a number of state, local, and 

private sector initiatives are supplementing federal efforts.  State law continues for the most part 

to determine when and how an individual can be subject to foreclosure.  Mediation, counseling, 

and outreach efforts at the state and local levels are growing because of the mortgage crisis.   
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 State foreclosure laws vary, in many cases widely.
280

  Many predate the residential 

mortgage industry, let alone the enormous changes that began in the 1980s.
281  There are both 

judicial and non-judicial (often called ñpower-of-saleò) foreclosure states.
282

  Judicial foreclosure 

requires a lender to obtain court authority to sell a home.  The lender must prove that the 

mortgage is in default, and the borrower can put forward any defenses he or she has; the court 

may also try to foster a settlement.  If the foreclosure goes forward, the proceeds from sale of the 

property go first to satisfy the outstanding mortgage balance. 

 In a non-judicial foreclosure, a lender simply declares a homeowner in default and 

provides him or her with a notice of default and intent to sell the property.  Most states treat a 

completed sale as final,
283

 so that the homeownersô only chance to assert any claims and defenses 

is to ask a court to stop the sale before it occurs; the financial and sometimes emotional condition 

of the borrower, and his or her potential unfamiliarity with the legal system, may effectively 

limit that option. 

States with judicial foreclosures can adopt or enforce stricter burdens of proof for parties 

bringing foreclosure actions.  For example, if a lender cannot prove ownership of the property, 

then it cannot foreclose on a residence.  Requiring mortgagees to provide the original paperwork 

would do more than satisfy a legal technicality; it would often have practical consequences.  One 

2007 study of more than 1,700 bankruptcy cases involving home foreclosures found that the note 

was missing in 41.1 percent of the cases.
284

  And without the mortgage note and other key 

documents, it can be difficult to assess the accuracy of the mortgageeôs calculation of the amount 

of debt owed.  Disputes over these calculations are common.  As the same 2007 study noted, 

ñWithout documentation, parties cannot verify that the claim is correctly calculated and that it 
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reflects only the amounts due under the terms of the note and mortgage and permitted by other 

applicable law.ò
285

 

b. Innovative Approaches by States, Localities, and the Private Sector 

Moratoria. Many states responded to the rise in foreclosures during the Great Depression 

by imposing temporary moratoria on both farm and nonfarm residential mortgage 

foreclosures.
286

  Such moratoria were subsequently upheld by the Supreme Court.
287

  With the 

number of foreclosures currently on the rise, many states are revisiting this concept.
288

  

Proponents of moratoria argue that they provide an incentive to make modifications, by closing 

off the possibility of a foreclosure for a long enough period of time that lenders and servicers 

will consider other options,
289

 while opponents counter that delaying foreclosures simply extends 

the crisis and postpones the eventual day of reckoning.
290
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Mediation.  A borrower and a lender cannot modify a mortgage without consultation.  

But servicers are often not equipped to handle the volume of calls they receive.  Borrowers 

complain that servicers ignore them and that, even when they reach someone, repeated requests 

for the same information produce only silence.  When they cannot reach a servicer or call 

repeatedly and no one can help, borrowers may give up in frustration, while the servicers may 

list the borrower as non-responsive.  In other cases, however, borrowers do not even try to have 

their mortgages modified, often because they feel financially or emotionally overwhelmed.
291

 

States have increasingly turned to mediation ï the use of a neutral third party to create a 

dialogue between lender and borrower ï to overcome these obstacles.
292

  Mandatory mediation 

programs require both the lender and borrower to participate; in voluntary programs mediation is 

triggered only if the borrower chooses.  There is a growing consensus that mandatory programs 

are more effective.
293

   

The Philadelphia mediation program was featured at the Panelôs foreclosure mitigation 

field hearing.  In April 2008,
294

 the Philadelphia courts created a Residential Mortgage 
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Foreclosure Diversion Pilot Program, which required ñconciliation conferencesò in all 

foreclosure cases involving residential properties with up to four units that were used as the 

ownerôs primary residence.  The idea is that bringing borrowers into the same room with lendersô 

representatives will foster a compromise that is in both partiesô best interests.  As Judge Annette 

Rizzo, the programôs Philadelphia architect, said in written testimony submitted at the Panelôs 

foreclosure mitigation field hearing, ñOur Program is all about the face-to-face between the lender 

and borrower.ò
295

  The Philadelphia program has been hailed as a potential model for how to deal 

with the foreclosure crisis in other localities.  And while officials in Philadelphia acknowledge a need 

to collect more data,
296

 preliminary statistics indicate that Philadelphia is having an unusually high 

level of success at averting foreclosures.  Since the program began, 25 percent of all homes in the 

program have been saved from foreclosure, while another 48 percent of cases are waiting for 

resolution as negotiations between the two parties continue.
297

  Officials in Philadelphia say the 

active involvement of the local community has been an important part of the programôs success.  

This includes the efforts of mediators and lawyers who have donated their time, as well as 

community groups that have canvassed neighborhoods to ensure that distressed homeowners are 

aware of the services that are available to them.
298

  

While state foreclosure mediation programs have the potential to play an important role 

in preventing foreclosures and in ensuring that homeowners receive the benefits of HAMP, they 

have not been able to stem the full tide of foreclosures.  Many of the existing programs have 

been found to leave too much discretion in the hands of the servicers and fail to impose 

meaningful obligations on servicers to modify loans.
299

 

Counseling.  Borrowers are often intimidated to speak directly with a lender or have 

difficulty when they attempt such contact.  Housing counselors offer borrowers advice and an 
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understanding of their options.  Forty states have adopted counseling programs or appropriated 

funds for counseling programs.  

Outreach.  No program can succeed if homeowners do not know about it, so strong public 

outreach efforts are essential.  At least 17 state and local governments have established toll-free 

foreclosure hotlines that refer callers to trained housing counselors.
300

  At least 32 states have 

created websites to inform the public about the available assistance programs.
301

 

The Pew Center on the States found that, as of 2008, 11 states and the District of 

Columbia did not offer housing counseling,
302

 and six states offered no foreclosure prevention 

services at all.
303

  The private sector HOPE NOW alliance among housing counselors, mortgage 

companies, investors, and other participants in the mortgage market works to increase outreach 

efforts nationwide, putting financially distressed individuals in touch with 22 different 

counseling agencies across the country, but its efforts are especially important in areas that lack 

other options.  The volume of cases with which the alliance and its linked agencies have dealt 

rose from 60,000 monthly in July 2007 to roughly 150,000 in July 2009.
304

  Subprime loan work-

out plans have steadily increased as well, from 80,000 in July 2007 to 100,000 in July 2009.
305

 

Temporary Financing Programs.  The current foreclosure-prevention efforts at the federal 

level do not specifically target delinquencies caused by unemployment, despite evidence that 
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many of todayôs foreclosures are the result of a sudden decline in income.
306

  However, the state 

of Pennsylvania does run a program that provides a safety valve for homeowners who have been 

laid off.  Since 1983, the state has been operating an emergency loan program for people who 

have lost their jobs or been negatively impacted by another life event, such as illness or divorce, 

and are subsequently unable to make their mortgage payments.  Pennsylvaniaôs Homeownersô 

Emergency Mortgage Assistance Program (HEMAP) offers mortgage relief for as long as two 

years or for as much as $60,000. 

The program helps not only people who are currently unemployed, but also those who 

fell behind on their mortgage payments during an earlier period of unemployment.  Loan 

recipients who currently have jobs are required to pay up to 40 percent of their net monthly 

income toward their housing expenses,
307

 while loans to people who are currently jobless do not 

accrue interest until their income is restored.
308

  As part of the loan agreement, the Pennsylvania 

Housing Finance Agency, which runs the program, takes a junior lien on the property.
309

  Since 

the program was established, HEMAP has actually earned money for the state of Pennsylvania, 

and witnesses at the Panelôs field hearing in Philadelphia endorsed it as a model that should be 

considered at the national level.
310

  The fact that state governments are currently strapped 

financially means that this kind of temporary assistance program is likely to need federal 

support. 

D. Big Picture Issues 

1. Purpose of Foreclosure Mitigation 

In the previous sections, the Panel has evaluated foreclosure mitigation programs on their 

own terms.  While it is important to evaluate the progress of the federal foreclosure mitigation 
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programs in meeting their stated goals, it is equally important to analyze the adequacy of those 

goals in addressing the underlying foreclosure problem.  Most programs are designed to prevent 

foreclosures in specific circumstances, but however successful programs might be on their own 

terms, they must ultimately be judged on whether they succeed in implementing major policy 

goals.  Evaluating foreclosure mitigation programs in this manner first necessitates a 

determination of the ultimate purpose of foreclosure mitigation programs.   

A central purpose of foreclosure prevention efforts is to protect the economy from the 

systemic consequences of home foreclosures. Congress recognized as much when it declared the 

protection of home values and the preservation of homeownership one of the purposes of the 

EESA.
311

 

Foreclosure prevention efforts help preserve homeownership and stabilize the housing 

market, which protects home values.  Stabilization of the housing market is also critical to 

overall economic recovery.  Not only is the housing market a major component of the overall 

economy, but it has been at the center of the economic crisis, and until it is stabilized, the 

economy as a whole will remain in turmoil. 

Housing markets have achieved some degree of stability through massive federal support.  

The Federal Reserveôs monetary policy has produced low interest rates, which have stimulated 

greater demand for mortgage-financed home purchases by lowering the cost of capital, and 

federal government support for the GSEs and the private-label MBS market has also contributed 

to liquidity and thus lower costs of mortgage capital.  This level of support cannot continue 

indefinitely, however, and as long as foreclosure and real estate owned (REO) inventory flood 

the housing market and contribute to an oversupply of housing stock for sale, there will be strong 

downward pressure on home prices. 

In these circumstances, volume and speed of foreclosure prevention assistance are critical 

if there is to be sufficient systemic impact.  The key metric for evaluating foreclosure prevention 

efforts overall is thus whether a sufficient number of foreclosures are prevented ï and not merely 

delayed ï to allow for a stable housing market when interest rate and secondary market support 

are withdrawn. 

Some have argued that attention and resources should be devoted to a type of moral 

sorting to determine who is deserving of government foreclosure prevention assistance.  

Devoting attention and resources to moral sorting is at odds with the goal of maximizing the 

macroeconomic impact of foreclosure prevention.  Trying to sort out the deserving from the 

undeserving on any sort of moral criteria means that foreclosure prevention efforts will be 

delayed and have a narrower scope.  Moreover, in other cases where the federal government 

extended assistance under TARP ï such as to banks and auto manufacturers ï no attempt was 
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made to sort between entities deserving and not deserving assistance.  No inquiry was made as to 

which investors in these entities knowingly and willingly assumed the risks of the entitiesô 

insolvency. 

Accordingly, the Panel must consider whether federal foreclosure mitigation programs 

have sufficient scope to deal with the crisis in macroeconomic terms, whether the programs will 

produce long-term mortgage stability and sustainability, and the costs and benefits of the 

programs.  The Panel recognizes that some of the foreclosure prevention programs, like MHA, 

are relatively new, having been in place for only six months.  Other programs, however, like 

HOPE for Homeowners, have been in place for over a year.  In all cases, however, there is now 

sufficient data to evaluate progress thus far, draw preliminary conclusions, and make preliminary 

recommendations.  The Panel intends to continue to evaluate progress and make 

recommendations as the programs evolve.  

2. Scale of Programs 

Are federal foreclosure mitigation initiatives sufficient for responding to the scope of the 

foreclosure crisis?  While recognizing the relatively early nature of many of the programs, the 

Panel has serious doubts in this regard.  HOPE for Homeowners was predicted to help 400,000 

homeowners.
312

  Four to five million homeowners are eligible for HARP refinancings to achieve 

more affordable payments.
313

  For HAMP, Treasury aims to modify three to four million 

loans.
314

  If these goals are achieved, Treasury might help as many as 9.5 million families reduce 

their mortgage payments to affordable levels, including preventing 3-4 million foreclosures, a 

substantial share of the 8.1 million predicted by 2012.
315

  It is difficult to say, however, whether 

that would be enough, because the Panel does not know how many foreclosures must be 

prevented to stabilize the housing market.  However, if these programs achieve their maximum 

potential, it would undeniably be a substantial step in the right direction. 

Unfortunately, there may be reason to doubt whether these programs will ever achieve 

Treasuryôs numeric goals, but it is still premature to make that judgment.  HOPE for 

Homeowners has met with minimal interest.  As of September 23, 2009, only 94 refinancings 
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had closed, and lenders had stated they intend to approve an additional 844 applications.
316

  For 

HARP, there have been 95,729 refinancings as of September 1, 2009.  And for HAMP, there 

have been 571,354 cumulative trial modification offers extended, 362,348 HAMP trial 

modifications in progress and 1,711 permanent modifications.  (See Figure XX.) 

Figure XX: Total Permanent Federal Home Retention Actions by Program
317

 

 

HOPE for Homeownersô performance has been so weak that the HUD Secretary stated 

that it is ñtough to use.ò
318

  Treasury officials have made no statements on the success of HARP 

but they are optimistic about HAMP.  Based on the number of trial modifications started, 

Treasury has declared that HAMP is ñon paceò to meet its self-set goal of 500,000 cumulative 

trial modifications by November 1, 2009. 
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While HAMP will likely achieve this more immediate goal, the achievement is relatively 

small in relation to the magnitude of the foreclosure crisis.   

Trial modifications are a poor metric for evaluating the success of HAMP.  Not all trial 

modifications will become permanent modifications.  The roll rate from trial modifications to 

permanent modifications is currently 1.26 percent, meaning that of all trial modifications started 

at least three months ago, only 1.26 percent have converted to permanent modifications.  As 

noted above, however, this is a very preliminary statistic that should be interpreted with caution.  

Additionally, Treasury has provided a two-month extension during the program ramp-up. 

Once modifications become permanent, however, they must still be sustained in order to 

have an impact on foreclosure prevention.  There will be redefaults on HAMP-modified loans.  

Treasury has refused to publicly release its redefault assumptions, but other government entities 

have anticipated a redefault rate of 40 percent in their modification programs.  The time period 

for Treasuryôs undisclosed redefault assumption is important.  Should it only cover the first five 

years of the loan, it would not account for the increases in interest rates and thus monthly 

payments that kick in for HAMP-modified loans starting in year six.  Similarly, the LTV 

assumption for Treasuryôs undisclosed redefault assumption is important.  If Treasuryôs redefault 

assumption was created at the beginning of HAMP in winter 2009, it might assume LTVs that 

are substantially lower than present, which could mean that it underestimates probable redefaults.  

The Panel underscores that redefault assumptions are data that should be public to ensure the 

transaparency of MHA, and are critical to the Panelôs ability to provide meaningful program 

evaluation and oversight. 

Redefaults mean that foreclosures have been delayed, rather than prevented.  Therefore, 

the net impact of HAMP is best measured by the number of permanent modifications that are 

sustainable, rather than trial modifications.  The Panel intends to monitor carefully the permanent 

modifications produced by the program over the coming months as the program begins to 

produce a longer track record.   

Using permanent modifications as the metric, HAMPôs performance to date is weak.  Six 

months into the program, there have only been 1,711 permanent modifications.  This number is 

low in part because it depends on the number of trial modifications, and the initial volume of 

HAMP trial modifications was quite low.  The Panel is concerned about the low rate of 

conversion from trial to permanent modifications, but is hopeful that the conversion rate will 

increase substantially; unless it does, HAMP will come nowhere close to keeping up with 

foreclosures. 

Even using trial modifications as the metric, however, HAMPôs broader effectiveness is 

in doubt.  The country is on pace to see a significant number of foreclosures this year, and with 

rising unemployment, widespread deep negative equity, and recasts on payment-option ARMs 

and interest-only mortgages increasing in volume, there is no sign of the foreclosure crisis letting 
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up.  As Figure XX shows, there were 224,262 foreclosures started in August 2009.  The same 

month only 94,312 trial modifications were begun, a shortfall of nearly 130,000.  HAMP trial 

modifications failed to even keep up with the number of foreclosures started on prime 

mortgages.  Cumulatively, from March through August, there were 5 foreclosures started and 1.5 

foreclosures completed for every trial  modification.  HAMP modifications started slowly, 

however, and have grown in volume every month.  Thus in August 2009, there were 2.38 

foreclosure starts per trial modification, and trial modifications outpaced completed foreclosure 

sales, with 1.25 trial modifications per completed foreclosure sale.  While this is cause for some 

measured optimism, unless August trial modifications convert to permanent modifications at a 

rate of 80 percent, a far cry from current conversion rates, permanent modifications will not keep 

pace with completed foreclosure sales.  

A permanent modification, however, must be sustainable, if it is to prevent a foreclosure.  

If permanent modifications redefault at a rate of 40 percent, the rate used by the FDICôs very 

similar modification program at Indy Mac, however, then even if 100 percent of trial 

modifications successfully converted to permanent modifications, there would still be a 

substantial shortfall relative to completed foreclosure sales.  Consider, for example, August 2009 

numbers.  In August 2009, there were 75,063 completed foreclosure sales.  Assuming a 40 

percent redefault rate, as assumed by similar government programs, HAMP would have to 

produce 125,105 permanent modifications that month to keep pace with completed foreclosure 

sales.  HAMP only produeced 94,312 trial modifications in August.  Thus even if trial 

modifications were to convert to permanent at a 100 percent rate there would still be a shortfall 

of 18,476 sustainable permanent modifications, a 25 percent shortfall.  Given the  redefault 

predictions of other government agencies, the volume of HAMP trial modifications cannot keep 

up with foreclosure sales even if there were 100 percent conversion from trial to permanent. 

There is also reason to expect the number of HAMP trial modifications per month to 

drop; servicers may initially move to modify the easiest surest cases, and the most motivated and 

organized homeowners are likely to be among the earlier applicants.  Further, because 

unemployment usually leaves a borrower with insufficient income to be eligible for a HAMP 

modification, the number of financially distressed homeowners who will be HAMP-eligible is 

likely to decline. 
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Figure XX: HAMP Modifications Compared with Foreclosure Starts and Sales, August, 

2009
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Figure XX: HAMP Modifications Compared with Foreclosure Starts and Completed 

Foreclosure Sales, March-August, 2009
320

 

 

The discussion of sufficiency of HAMP modification volume ultimately hinges on the 

question of how many foreclosures must be prevented to stabilize the housing market.  This is a 

question to which the Panel does not have an answer, but the existing federal foreclosure 

prevention programs appear unlikely to have a comprehensive, or even substantial impact, and 

this makes it unlikely that they will succeed in macroeconomic stabilization.  Clearly these 

programs are better than doing nothing, and for some families they will be a lifeline.  These 

programs may well prevent the housing market from continuing a rapid decline, and that is an 

important accomplishment.  But as the following section discusses, it is far from clear whether 

they will result in long-term housing market stability or whether new programs may be needed.  

Unless that is accomplished, the programsô success will be limited.   

3. Sustainability of Modifications and Refinancings 

a. Negative Equity 
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While HAMP modifications and HARP refinancings are able to improve the affordability 

of mortgages, the programs were not designed to address negative equity, which raises concerns 

about the sustainability of the modifications and refinancings.   

HARP permits homeowners with negative equity to refinance their mortgages into more 

affordable and sustainable mortgage structures.  The homeowner continues to have negative 

equity after the refinancing.  Similarly, many HAMP modifications continue to have negative 

equity.  While HAMP permits servicers to forgive principal, it does not require it, and relatively 

few modifications have involved principal forgiveness.  The LTV of permanent HAMP 

modifications indicates that most are deeply underwater even post-modification.  More 

modifications have involved principal forbearance, but forbearance does not undo negative 

equity.  Instead, it tacks on a balloon payment of forborne principal at the end of the mortgage.  

If housing prices appreciate significantly, homeowners with forborne principal may be able to 

refinance and avoid a balloon payment, but that is very much dependent on an uncertain housing 

market and the ability to avoid re-default until that point.   

HAMP and HARP are premised upon a belief that if monthly mortgage payments are 

affordable, borrowers will be less likely to default, even if they are mired in negative equity.  

However, the impact of negative equity is not clearly understood.  As the Panel has previously 

observed, and has since been confirmed by additional studies,
321

 negative equity has a higher 

correlation with default than any other factor that has been identified other than affordability, 

which causes default.  While this does not prove a causal relationship, it is also consistent with 

one.  

Generally, negative equity has been presumed to be a necessary, but not sufficient 

condition for foreclosure; in addition to negative equity, there needed to be some factor making 

payments unaffordable, as homeowners would usually prefer to retain their home.  Thus, in the 

New England economic downturn during the late 1980s and early 1990s, negative equity alone 

rarely resulted in foreclosures.
322

   

Yet a more recent study has cast doubt on this conventional wisdom.  A 2009 working 

paper by the staff of the Federal Reserve Bank of Richmond has found that negative equity alone 

does result in significantly higher default rates when mortgages are non-recourse.
323
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Massachusetts is a recourse mortgage state, which limits the ability to extrapolate nationally 

from the situation in Massachusetts in the late 1980s and early 1990s.   

It is also not clear to what degree the current foreclosure crisis will follow historical 

patterns.  The housing bust in Massachusetts was not nearly as severe as the current one.  In 

Massachusetts, housing prices fell 22.7 percent from peak.  Nationally, housing prices have 

fallen 33 percent from peak in the current downturn, while in some regions the price declines 

have been much sharper ï 54 percent from peak in Las Vegas and Phoenix.  If homeowners are 

more likely to wait out milder negative equity, then negative equity will likely have a stronger 

impact than in Massachusetts in the early 1990s.   

There are two categories of negative equity defaults ï strategic and necessitated.  

Strategic defaults by homeowners with negative equity ï moving to a cheaper equivalent rental 

property nearby rather than continuing to make more expensive monthly mortgage payments ï 

have been the stereotyped focus of negative equity defaults, and in the short term they have 

predominated.
 324

  HAMP modifications reduce the discrepancy between rental and mortgage 

payments, which means that strategic defaults are unlikely for HAMP modifications. 

Necessitated defaults in negative equity situations, however, will be unavoidable.  There 

are essential life factors that necessitate moves ï the ñFour Ds,ò Death, Disability, Divorce, and 

Dismissal ï as well as childbirth, and improved employment opportunities.  While negative 

equity alone is unlikely to produce redefaults for HAMP modifications, these additional factors 

combined with negative equity raise the likelihood of redefault.   

A homeowner who loses a job with General Motors in Detroit may need to relocate for 

work.  If the homeowner has $40,000 in negative equity and the homeowner cannot come up 

with that upon sale of the property, then default is the only option for the homeowner.  Previous 

housing downturns have lasted over a decade, so given that the average homeowner moves 

approximately once every seven years
325

 a great many homeowners with MHA modifications or 

refinancings will likely need to move at a time when they still have negative equity.  This casts 

grave doubt on the sustainability of negative equity homeownership.  To be sure, foreclosures 

produced by the combination of negative equity with life factors will not come in a rush, but they 

will produce a steady stream of foreclosures as long as there is negative equity. 

b. Factors Affecting Loan Performance 
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It is difficult to predict the future performance of HAMP-modified loans.  There is no 

performance history for loans with the HAMP-modified structure.  OCC/OTS Mortgage Metrics 

indicate that redefault rates are significantly lower for modifications that reduce monthly 

payments, ñwith greater percentage decreases in payments resulting in lower subsequent 

redefault rates.ò
326

  (See Figure XX, below.)  Nonetheless, redefault rates even on modifications 

reducing payments by 20 percent or more were still a very high 34 percent.   

OCC/OTS data does not break down into subcategories the performance of modifications 

with monthly payment decreases of more than 20 percent.  Permanent HAMP modifications as 

of September 1, 2009 have decreased monthly payments by a median (mean) of 40 (39) percent, 

so this might indicate that redefault rates will be lower than those in the OCC/OTS data category 

for payment reductions of 20 percent or more.   

Figure XX: Redefault Rates of Loans Modified in 2008 by Change in Payment 

(Redefault=60+ Days Delinquent)
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would last for 2-3 years, after which rates would adjust to an index rate plus a premium.  The 

rate reset would often result in a 20 to 30 percent increase in payments.
328

  These loans were 

typically underwritten based on the borrowerôs ability to afford the initial introductory rate, 

rather than the rate after reset.  Hybrid ARMs were also typically underwritten at near or up-to 

100 percent LTV.  Many were also underwritten as 30-year mortgages with 40-year 

amortizations, meaning that there would be a balloon payment due at the end. 

HAMP-modified mortgages have an initial median interest rate of 2 percent, significantly 

below market.  The rate is fixed for five years, and then steps up over time to the lower of the 

original contract rate or the Freddie Mac 30-year fixed rate at the time of modification, currently 

around 5 percent.  This means monthly payments for mortgages currently being modified could 

increase by over 45 percent between year five and year eight.  Based on current income levels, 

monthly payments would go from 31 percent DTI to 45 percent DTI, approximately where the 

loans were before modification; the current median pre-modification DTI of HAMP modified 

loans is 45 percent.
329

  Under these conditions, assuming the borrowerôs income has not changed, 

the affordability of the loans will move back toward pre-HAMP levels eight years from now.  As 

noted by Deborah Goldberg of the National Fair Housing Alliance at the Panelôs foreclosure 

mitigation field hearing, ñWe donôt have really permanent modifications, right, we have five year 

modificationséò
330

  

While HAMP rate resets are more gentle and gradual than those on subprime mortgages, 

HAMP modifications are also being underwritten based on the affordability of the introductory 

rate, not the affordability of the stepped-up rate.  The maximum interest rate for a HAMP 

modified loan after step-up is currently low in absolute terms, but affordability is relative, not 

absolute.  Moreover, the median LTV for HAMP-modified mortgages is 124 percent, 

significantly higher than that of a newly originated subprime mortgage.  And because of 

principal forbearance and extensions of amortization periods beyond original loan terms, many 

HAMP-modified loans have a balloon payment due at the end of the mortgage.  These factors 

could explain why Treasury might use a 40 percent redefault rate like other similar government 

programs in the first five years for HAMP modifications and higher rates with deeper levels of 

negative equity.  If accurate, this sort of redefault rate calls into question the long-term 

effectiveness of HAMP. 
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c. Principal Reductions 

Negative equity can only be eliminated through principal write-downs, but this raises a 

number of difficult and complex issues.  When principal is written down, it impairs the balance 

sheets of the owners of the mortgages.  In many cases, this means the impairment of the balance 

sheets of the very financial institutions whose stability is an essential goal of the EESA.  To be 

sure, if principal write-downs actually increase the true value of the loans, by reducing redefault 

rates, then principal write-downs might cause more immediate losses, but they would produce 

more realistic, and therefore more confidence-inspiring, balance sheets.   

One concern related to the idea of principal reduction is the incentives it may create.  

Witnesses at the Panelôs foreclosure mitigation field hearing were asked about this matter.  Dr. 

Paul Willen, Senior Economist at the Federal Reserve Bank of Boston, testified that the 

ñproblem with negative equity is basically that borrowers canôt respond to life events.ò  

Borrowers with positive equity simply have ñlots of different ways they can refinance, they can 

sell, they can get out of the transaction.ò
331

  He noted that although most borrowers with negative 

equity are likely to make their payments in the present or over the next couple of years, they still 

remain ñat-risk homeownersò and may face more serious issues several years down the road 

should a life changing event, such as unemployment, occur.
332

  In that sense, Dr. Willen offered 

that principal reduction may have some virtue.  He also noted, however, that most borrowers 

with negative equity make their mortgage payments, and that if principal reduction is provided as 

an option, one runs the risk of incentivizing borrowers, who would otherwise continue to make 

their mortgage payments, ñto look for reliefò even when it is not necessarily needed.
333

  In this 

sense, according to Dr. Willen, mandating a principal reduction option under HAMP could put 

additional pressures on the program, and ultimately reduce its overall effectiveness.  However, in 

response to a question from the Panel, Dr. Willen agreed that revising bankruptcy laws to permit 

principal modification was a clear way to address the idea that there should be a cost for 

receiving a principal reduction. 

Other witnesses at the hearing also argued that the incentive ñto look for reliefò may be 

reduced if the costs to the borrower of opting for principal reduction were significantly 

greater.
334

  For example, revising Chapter 13 bankruptcy to include a cramdown or a principal 

reduction component could be one way to impose more significant costs.  Because of these costs, 
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