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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 wereasted. 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 amd,tand
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 Pael 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 stanapiiimiaing
long-term costs and maximizing benefits for taxpayers. To that end, the Panel asked Professor
Alan White of Valparaiso University to conduct a ebshefit analysis. Although federal
foreclosure mitigation programs are still getting off theugd, the benefits of foreclosure
modification are likely to outweigh the cost to taxpayers.

Since the Panel 6s March report on the for
Making Home Affordable (MHA) i ni tltoaambate, t he
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 [daedarger 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 another3382additional 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 billiorraufled
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. Butetfosure 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 witt8-2 vote on Octobe8, 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 4smllton 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 optignstdble rate mortgage (ARM) and
interestonly 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 lingtithe 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 nav.

The second problem is scale. The Panel recognizes that HAMP requires a significant
infrastructur® both at Treasury and within participating mortgage servicénat cannot be
created overnight. Foreclosures continue every day as Treasury rampprggthen, 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
coul d reach t hdemtargetfar fAMBE 00,900 &rial madifications by
November 1, 2009 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 operationalyreasury officials have stated that the goal is to modify 25,000
to 30,000 | oans per week. Treasurydos own pro
than half of the predicted foreclosures would be avoided.

The third problem is permanence.islunclear whether the modifications actually put
homeowners into lonterm 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 longgerm 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 barowers, which appears to be associated with increased ratedefadt. 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 condtion of the housing market. Today, etierd of mortgages are underwater, and if
housing prices continue to drop, some experts estimate thaiatinef all mortgages will exceed
the value of the homes they secure. Negative equity increases the dilddliad when these
homeowners encounter other financial problems or life events cause them to move, they may
walk away from their homes and their oxgezed mortgages. Others may be discouraged about
paying off mortgages that greatly exceed the valubeptoperty 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, véefaults and future defaults related to negative equity could mean
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that the country expiences 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 faog MHA, Treasury must be fully transparent about the effectiveness

of its programs, as well as the manner i n whi
coll ection has i mproved significantly since t
theinformation should be made public. Treasury should release its Net Present Value (NPV)

model, which is used to determine a homeowner

should be implemented to provide borrowers with a specific reason for dengindification
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 nathgatgstem. 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 developmenf a web portal as suggested

The model for determining borrowersd eligi
accommodate borrowers with arrearages and by incorporating more localized information when
determiningamortgay | oands val ue.

Il n MHA, as in all/l of Treasuryds programs,
fail to comply with the programbés requirement
ensure that Freddie Mac, recently selected to overseeapnagympliance, 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, genenglilat 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 testand 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 adojotéa.
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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 unpreeedemte the
Great Depression withorend in sight. Of the 75.6 million owneccupied residential housing
units in theUnited Statesapproximately 6®ercent(51.6 million) of homeowners carry a
mortgage to finance the purchase of their homsimce 20075.4 million of these homes have
entered foreclosur@nd 1.9 million have been sold in foreclostir&bsent a significant upturn
in the broader economy and the housing market, an8therillion homes could enter
foreclosure by the end of 2030.

Foreclosure rates are now nearly quatithistoric averageséeFigures XX and XX).
At the close of second quarter 2009, the Mortgage Bankers Association repatté® percent
of mortga@s 15.05 percent of suprime loansand24.40 percent afubprime adjustable rate
mortgags (ARMs) were currently in foreclosureln addition, 9.24 percent of all residential
mortgages were delinquentrate nearly double historic norfhddomeowners avoiding
foreclosure, but still losing thelitomes in preforeclosure sales (short 9adesleedsn-lieu
(DIL) transactions further add to this crisis.

Foreclosures, and in many respects the foreclosure alternatives mentioned above, have
consequences beyond the families who lose their homes. They affect the neighborsstvho

1 U.S. Census Bureadmerican Housing Survey for the United States: 2@007) (Table 315.Mortgage
Characteristics OwnerOccpied Units) (online atvww.census.gov/hhes/www/housing/ahs/ahs07AEhpd)
(hereinafter nCe nlslBepatmeantsoiHowsingandrUvbanyDevelopmers, Housing
Market Conditionsat 24 Aug. 2009) (online at www.huduser.org/periodidadhmc/summer09/nat_data.pdf).

2 HOPE NOW ,Workout Plans (Repayment Plans + Modifications) and Foreclosure Sales July 2007
August 2009at 1 (2009) (online at www.hopenow.com/industry
data/HOPE%20NOW%?20National%20Data%20July07%20t0%20Aug09.pdf). (Hereigar A HOPE NOW, Wor
Pl ans and Foreclosure Saleso).

3 Goldman Sachs Global ECS Reseafglnbal Economics Paper No. 177, Home Prices and Credit
Losses: Projections and Policy Optigas 16 (Jan. 13, 2009) (online at
docs.google.com/gview?a=\cache%3AQIlc0g0CzRpEJ%3Agarygreene.mediaroom.com%?2Ffile.php%2F216%
2FGlobal%2BPaper%2BNo%2B%2B177.pdf+Goldman+Sachs+Global+ECS+Research%2C+Global+Economics+
Paper+No0.+177%2C+Home+Prices+and+Credit+Losses%3A+Projections+and+Policy+Options&hl=en&gl=us&sig
=AFQjCNGp3ZHbpbCgjpzh2_17DBpFzCCg).

* Mortgage Bankers AssociatioNational Delinquency Surveyt 1 ( Aug. 2009) (hereina
Nati onal Delingquency Surveyo). Bet ween 1996 and 2008,
annual 4.8 percent steyed. Id.

®According to a July 2009 real estate agent survey,

sal es. 0 C a RqnlEstdtd Agedits RepatyprsHome Purchases and Mortg20€9 (online at
www.campbellsurveys.com/AgentSummBeports/AgentSurveyReportSummalyne2009.pdf) (accessed Sept.
28, 2009). (hereinafter ACampbell Real Estate Agent Sul

3
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live next to vacant homemd suffer decreased property values as a restliey ater the
composition of schooland religious institutions, which see child@emd congregantsprooted’
They harm the foreclosing bank, depressing its balance $f¢wty drive down housing jzes
by flooding the market with baréwned propertied. They negatively affect the economy as a
whole by decreasing stability in banks, communities, and municipal and state taXbases.
Successfully addressing the foreclosure crisis is key to revivinsbeeversing the fall in real
estate prices, and promoting economic growth and statility.

®The Center for Responsible Lending estimates that
nearby homes to sufferipe declines averaging $7,200 per home and resulting in a $502 billion total decline in
property values. 0 Ce nSoaing Spilover: AReelerptiognFsrecmsures td Gost Ndighbgrs
$502 Billion in 2009 Alone; 69.5 Million Homes LoseZI0 on AveragéMay 7, 2009) (online at
www.responsiblelending.org/mortga@gnding/researclanalysis/soaringpillover3-09.pdf); John P. Harding et al.,
The Contagion Effect of Foreclosed Properiigsly 13, 2009) (online at
www.business.uconn.edu/Reatate/publications/pdf%20documents/406%20contagion_080715.pdf);
Congressional Oversight Panel, Statements from Audiétigiadelphia Field Hearing on Mortgage Foreclosures
at 154 (Sept. 24, 2009) (online at cop.senate.gov/hearings/library/R88g2A@-philadelphia.cfm).

"An estimated 2 million children wil!l |l ose their ho
excessive mobility, such as those i mpact ethelmpactbfhe mor t
the Mortgage Cris on Children(Apr. 30, 2008) (online at
www.firstfocus.net/Download/HousingandChildrenFINAL.pdf ) (citing Russell Rumbefder Causes and
Consequences of Student Mobjlitpurnal of Negro Education, Vol. 72, No. 1, &% (2003).

8 Congressional Ovsight PanelAugust Oversight Report: The Continued Risk of Troubled Agseds
11, 2009) (online at cop.senate.gov/documentsi&id 09report.pdf). Laurie KulikowskiCiti Execs Offer
Optimism, Thin DetailsTheStreet.com (Sept. 14, 2009) (onlinevatw.thestreet.com/story/10598384/1/@tiecs
offer-optimismthinr-d et ai I s. ht ml') (Citigroup CEO Vi kram Pandit fno
for the company are the credit card andinkyourwil staatdoe por t f
see a change in the profitability of Citi.do).

° Lender Processing Servicé$S Releases Study That Demonstrates Impact of Foreclosure Sales on
Home PricegSept. 3, 2009) (online at www.lpsvcs.com/NewsRoom/Pages/20090903.aspx).

YinApril 2008, the Pew Charitable Trusts estimated t
tax revenue in 2008 as a result of the foreclosure c¢cri:
Defaulting on the Dream: Statee B pond t o Amer i ¢ dAps208Bp(onbnedtosur e Cri si s
www.pewtrusts.org/uploadedFiles/wwwpewtrustsorg/Reports/Subprime__mortgages/defaulting_on_the dream.pdf).

" Federal Reserve Board of Governdtemarks as Prepared for Delivery by Governor Ran8al
Kroszner at NeighborWorks America Sympos{iay 7, 2008) (online at
www. federalreserve. gov/ newsevents/speech/ kroszner 20080
on neighborhoods and what can be done to mitigate those impacts isynanety, it is essential to promoting
| ocal and regional economic recovery and growthé. o).

4
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Figure XX: Percentage ofSingle Family Residential Mortgages Delinquent®
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Figure XX: Percentage ofSingle Family Residential Mortgages in Foreclosur&®

12 MBA National Delinquency Surveysupranote XX.

13 MBA National Delinquency Surveyspupranote XX.



EMBARGOED UNTIL OCTOBER 9, 2009

5.0%

4.5%

4.0%

3.5%

3.0%

2.5%

2.0%

1.5%

1.0%

1-4 Family Mortgages in Foreclosure

0.5%

PN 111

N N N
R S 8852588585885 38
o o o o o o o o o o o O O O O 9O
i AT A T A A A S A 2 VA o VA A VAR s VAR oY)

1. Waves ofForeclosure

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 begémhome flippers, speculatorgach
borrowers who purchased or refinanced properties with little money dowmoarichditional
mortgage products, and homeowners who were sold subprime refinalicingeeasingly,
however because of the severity of thecessiondecline in home pricesand the persistence of
job lossesforeclosuresnvolve families who put dowri0 or20 percent and took out
conventional, conforming fixedate mortgages to purchase or refinance homes that in normal
market conditions wuld be within their mears.

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 centereatound real estate speculators, who often borrowed 100 percent or more

14U.S. Department of Housing and Urban DevelopménequalBurden: Income and Racial Disparities
in Subprime Lending in Amerig¢&pr. 2000) (online at www.huduser.org/Publications/pdf/unequal_full.pdf).

5 MBA National Delinquency Survepupranote XX.
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of property value$® When hane sales slowed and thas property values began to drop, these
speculators simply stopped paying their mortgages and abandoned their properties because th
carrying costs of the mortgagesmegreater than the appreciation treticipated 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 adixow 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. Thest numberrefers to the length of the teaser pelilogears
and thesecond numbebo the posteaser term of themortgage.) The teaser rates on hybrid
ARMs made the mortgages for the teaser period quite affordable.

Many hybrid ARMs were subprime loans, meaning that their{@aster interest rate was
substantially abovenarket. Most of these loans also carried stiff prepayment penalties, making
refinancing expensive for the borrowérSometimeshis was because of thisk posed by the
borrower. Sometimes the homeowner was willing to assume the higktqestr rateni
exchange for the belomarket 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 prigpeMany hybrid ARMs were made
at very high loafto-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 lackedebaity to refinance, and often faced prepayment
penalties if they did, further decreasing their ability to refinance. Additionally, there are
allegations that some prime borrowers waisledinto taking out these mortgages.

6 Michael BrushComing: A 3rd Wave of Foreclosures, MSN Moglyne 3, 2009) (online at
articles.moneycentral.msn.com/Investing/CompanyFocus/cee8rg-waveof-foreclosures.aspx). While
speculators often borrowed 100 percent or more of thetmaalue (LTV) ratio, other borrowers also utilized high
LTV loans, sich as borrowers in high cost areas, borrowers unable or unwilling to make a standard 20 percent
downpayment, and those utilizing castit refinancings. Some speculators may have made false assertions of
primary residence or exaggerated incorite.

" Michael LaCousLittle & Cynthia HolmesPrepayment Penalties in Residential Mortgage Contracts: A
CostBenefit AnalysisHousing Policy Debate (2008) (online at www.mi.vt.edu/data/files/hpd%2019.4/little
hol mes_ web. pdf) . T h e owaduthahnost subprirheiloars caayt aypagmentrpenslty, and s h
that Al enders and many economists view prepayment penal
flow from mortgage loans, thereby enhancing their value to investors andregluct he cost of credit
LaCourL i t t | e a n dbehkdt Bnalgss found thas grepayment penalties had significant economic value to

|l enders and investors, and that the fexpebebendfiti,cost of |
although this cost varies depdkenadaitn®6@8n tFloe ienxtaenpeé £t 1t &
loan originated in 2002 withatwpe ar penal ty period, é the average inter
expected pnalty cost of $3,92Banalmost1d ol d di fidfatG6& nce . 0

7
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The result was that many hoaveners with hybrid ARMs were unable to refinance out of
their loanswvhen the teaser period expiradd had to start paying at the substantially higher post
teaser interest rate. Most of these loans had been underwritten based on an abilibykp pay
theteaser rateand notthe reset pogeaser rateIn many casesven 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 oé thybrid 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, althotugh of the defaults have
yet resuled in completed foreclosure salda.addition, some homeowners who have managed
to make the posteset payments thus far may still default, elevating future foreclosure levels.

c. Negative Equity

A third and orgoing wave of defaults has been related to negative equity. A homeowner
with negative equity owes more in mortgage dbhn his or her home is worth. Steep declines
in housing prices below pi&isis levels and the drag on neighborhooddiag prices caused by
nearby foreclosures have combined to force a growing number of homeowners into this
category® In cases where homeowners have edged into negative equity, some may undertake
home improvements to increase the sale price of theiepsopr at least to offset further price
erosion. Conveety, 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 thaccrues to the lender. Therefore, homeowners with substantial negative
equity have diminished incentives to care for their properties, which further decreases property
values'® Until they regain positive equitgny money they invest in their propertigeluding
basic repairs, is value that accrues to the lendeesms 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 propertjomeowners with negative equity thus have
diminished incentives to care for their properties, which further decreases property%alues.

Homeowners with negative equity are also constrained in their ability to move, absent
abandoning the house to forealos. There is a wide range of inevitable life events that
necessitate moves: the birth of children, iliness, death, divetiementjob loss,and new
jobs. When one of these life events occurs, if a homeowner has negative eqpitynéng

18 First American CoreLogicSummary of Second Quarter 2009 Negative Equity Dsig. 13, 2009)
(online at www.loanperformance.com/infocenter/library/FACL%20Negative%20Equity_final_081809.pd
(hereinafter ACorelLogic Negative Equity Datao).

¥M.P. McQueenAre Distressed Homes Worth Wall Street Journal (Oct. 1, 2009) (online at
online.wsj.com/article/SB10001424052970203803904574430860271702396.html).

24,
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choicesarebetween forgoing the move, finding the cash to make up the negative equity,
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 poperties, which can in turn result in negative equity that begets more defaults and
foreclosures<® A negative feedback loop can develop between foreclosures and negative equity.
To the extent that negative equity alone may produce foreclosures, piagrddsessing loan
affordability will have a limited impact on foreclosure rates over the teng.

Negative equity may also be a factor (along with unemployment) contributing to
historically low selfcure rates on defaulted mortgage loans. Historicadiifcure rates on
mortgage defaults were fairly high; nearly half of all prime defaults would cure on their own.
Currently, however, selfure rates for all types of mortgag®gucts are extremely lo(@Figure
XX). A homeowner with negative equity masell decide that the financial beightening
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 reat

L Congressional Oversight Pan€he Foreclosure Crisis: Working Toward a Solutianh9 (Mar. 6, 2009)
(online at cop.senate.gov/documentsto80609r e por t . pdf ) (hereinafter ACOP Marc

9



EMBARGOED UNTIL OCTOBER 9, 2009

Figure XX: Mortgage Default Self-Cure Rates?
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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
|l i kely take a | oss upon a s al stlyarbundnethiplafyi ng b
all residential mortgage borrowers have negative equity and another five percent have near
negativeequity?® Deutsche Banklsoestimatel that 14 million homeowners had negative
equity as of the first quarter of 206®while Moody 6 s E ¢ 0 n o nuithe estimate ptll% c e
million for that quartef> Looking forward Mo goubjgcts shat by 2011, some 18 million
homeowners will have negative equifjwhile Deutsche Bank projects a figure of as many as 25

2 Fitch RatingsPelinquency Cure Rates Worsening for U.S. Prime RIABS. 24, D09) (hereinafter
AFitch Releaseo).

% CoreLogic Negative Equity Dataypranote XX.

% Deutsche BankprowninginDebi A Look at fAUnder,at2(Aeg. 92000 meowner s
(available online at
www.sacbee.com/static/weblogs/real_estate/Deutsche%?20re%eion%20underwater%20mortgages%208
09.pdf) (hereinafter fiDeutsche Bank Debt Reporto).

Bd.

% Henry Blodget, The Business Insidefalf of US Homeowners Will be Underwater by 2Qddline at
www.businessinsider.com/henbjodgethalf-of-ushomeownersinderwatetby-2011-2009-8#now14-million-

10
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million, or onehalf of all homeowners with a mortgagé The estimations vary by loan product
type, but even for conventional, conforming prime mortgages, Deutsche Bank estimates that 41
percent of mortgagors will have negataguity by the first quarter of 20¥%.As a comparison,
Deutsche Bank estimates that 16 percent of borrowers with conventional, conforming prime
mortgages currently have negative eqdtty.

The negative equity situation also varies significantlgtaye. (See Figure XX below).
While some statdgke New Yorkand 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 peent to59 percent of homeowners currently having little or no

equity in their homes. As punctuated by exper
hearing in December 2008, such situations, when combined with a catalyst such as rising

unempl oyment, pose fda great riskpdg®ing forwar
underwatemextyear25-million-1) (accessed Oct. 5, 2009) (hereinafter A

Reportad).

%’ The US Census Bureau estimates there to be 76 million-beming households and approximately
two-thirds of them (52 million) have mortgages. U.S. Census Buseguiaat note XX [1].

% Deutsche Bank Debt Reposypranote XX.
2 Deutsche Bank Debt Reposypranote XX.

%0 At the time, Dr. Keith Schwer testified that 50 percent of Nevada homeownenggative 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 Universi.|
Research Dr. Keitschwer Clark County, NV: Ground Zero of the Housing and Financial Cr{fex. 16, 2008)
(online at cop.senate.gov/documents/transdrit608&firsthearing.pdf).
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Figure XX: Percentage of Homes with Negative Equity as of December 266&
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31 CoreLogic Negative Equity Dataypranote XX.

32 No data was reported for Maine, MissigsiifNorth Dakota, South Dakota, Vermont, West Virginia, and
Wyoming.
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d. Interest-Only and PaymentOption 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 classesaditional
mortgage products: interestly and payrant option mortgages. Interestly mortgages,
whether fixed or adjustable rate, have an initial inteoasg period, typically five, seven or ten
year s, during which the borrowerds required m
principal. After the expiration of the intetemnly 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 interesinly period expires, the monthly payment may be significantly higher.

Paymentoption loans (virtually all ARMs keyed to an index rate) are simiRayment
optionARMSs permit the borrower to choose the level of monthly payment during the first five
years of the loan. Typically there are four choic€$) as if the loan were amortizirayer 15
years;(2) as if the loan were amiizing over 30 yearq3) interestonly (norramortizing); and
(4) negatively amortizingPaymenioption ARMs generally have negative amortization limits.

If there is too much negative amortization (usuallylb(ercent), 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 aafiubyrtizing
ARM with rates resetting @vy six to twelve months thereafter based on an index rate. In either
case, the monthly payment will increase significantly.

Historically, interestonly andpaymentoptionloans were niche products, but they
boomed during the housing bubble. Countrywkide nanci al , t he nationds |
lende, originated primarily paymeraption ARMs during the bubbf&. Twenty percent of the
dollar amount of mortgages onngited between 2004 and 2007 wedkerpaymentoptionor
interestonly* First American ®@relLogic calculates that there are presently 2.8 million active
interestonly home loans with an outstanding principal balance of $908 biflion.

Most interestonly andpaymentoptionmortgages were not subprime lodhdnstead,
they were made to prime vowers, but were often underwritten with reduced documentation,

33 U.S. Securities and Exchange Commiss@ountrywide Financial Corportation, Form 1Q (June 30,
2008) (online at www.sec.gov/Archives/edgar/data/25191/000104746908009150/a2187d Atn).0

3 Inside Mortgage Finance PublicatioMortgage Market Statistical Annual, Volume |: The Primary
Mortgage Marke{2009). The dollar amount of these mortgages currently outstanding is unknown, but total
originations from 20042007 were roughly equéd the total amount of mortgage debt outstanding at the end of
2007. Itis therefore likely that even with some jogoyions and interest only loans being refinanced in this time
period, that they comprise about a fifth of the dollar amount of mortgagstsnding.|d.

% The problems associated with interesty loans were the subject of a First American CoreLogic
analysis commissioned by the New York Tim&avid Streitfeld As an Exotic Mortgage Resets, Payments
SkyrocketNew York Times (Sept.  009) (hereinafter AStreitfeld Mortgage

% Oren BarGill, The Law, Economics and Psychology of Subprime Mortgage Contédc@ornell L.
Rev. 1073, 1086 (Nov. 2009) (online at papers.ssrn.com/sol3/papers.cfm?abstract_id=1304744).
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makingthemse a | | eAld AIAY Mang are also jumbos, meaning that the original amount
of the loan was greater than the Fannie Mae/Freddie Mac conforming loaf! l{®ie 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 liroértam
high-cost areas have expanded eligibility.

Figure XX: Characteristics of Interest-Only and PaymentOption Mortgages*”
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Paymentoptionand interesbnly mortgages are typically 5/1s, meaning that they have a
rate reset after five yeassid additional resets once each following y€eBis means that
mortgages of this type originated in 26Bd07 will be experiencing rate resets in 2@09.2.
(SeeFigure XX). Assuming that longerm low interest rates continue, they will mitigate the

37 Credit SuisseResearch Reporiortgage Liquidity du Jour: Underestimated No M¢kéar. 12, 2007)
(online at www.scribd.com/doc/282277/Cre8itisseReportMortgageLiquidity-du-JourUnderestimatedNo-

(hereinafter

iC)S Mortgage

Liquidity

Reporto

¥1d. The conforming loan limit in certain higtost 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 undixe the the Home Affordability Modification Program (HAMP). Fannie

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

¥d.
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payment reset shock on adjustable mgmentoptionand interesbnly mortgage4’ But there
will inevitably be a sizeable payment shock simply from the-kic&f the full amortization
period and the homeowners may not have the income or savings totkevecrease in
payments, and if they have negative equity, will not be able taarefeinto a more stable
product*

The impact on the number of foreclosures from recastgerestonly and payment
option mortgages is likely to be at least as gredhase 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 oclyuse a large number of paymeption
ARM mortgagors are already default;the Office of the Comptroller of the Currency and the
Office of Thrift Supervision@QCC/OTS Mortgage Metrics, which cover twihirds of the
market, indicate that a quarter of all paymeption ARMSs are seriously delinquent or in
foreclosure’? while Deutsche Banindicatesnearly 40percent of outstanding paymemytion
ARMs are already 60+ days delinquéhtNot coincidentally, more thafi7 percent of payment
option ARMs have negative equity preserifly.

“0If long term interest rates rise, there could be higher numbers of defaults on these adjustable mortgages.
One factor causing the |l ow rates is the Federal Reser v
the Federal Reserve purcha&SE securities, therefore putting money into the economy and keeping interest rates
low. David A. MossA Concise Guide to Macroeconomies$ 3637 (Harvard Business School Press 2007)
(providing a general overview of economic policy). Itis unclear drethis intervention on the part of the Federal
Reserve can sustain low mortgage interest rates through the2@02@eriod when the next round of resets will
occur. In addition, continued low interest rates will not protect holders o4 Aibrtgages Wwo 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 thes. economy (interest rates rise as the demanfiifals increases and fall
when the émand for funds is low), inflationary or deflationary pressures, the involveméreajn investors
willing to lend money to the U.S., and fluctuations in exchange rédest 3439.

“L Streitfeld Mortgage Resets Articlsypranote XX.

“2 Office of theComptroller of the Currency and Office of Thrift Supervisi®GC and OTS Mortgage
Metrics Report, Second Quarter 20@8 17 (Sept. 21, 2009) (online at files.ots.treas.gov/482078.pdf) (hereinafter
AOCC and OTS Second Quarter Mortgage Reporto).

“3 Deutscle Bank,Global Economic Perspectives: Housing Turning Sloaty8 (Sept. 9, 2009).

“4 Blodget Underwater Homeowners Repstipranote XX.
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Figure XX: Months Before Anticipated Mortgage Rate Resef
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Figure XX: Monthly Mortgage Rate Reset$®

*>Henry Blodget, Business Insiddfhe A CofAi M@ rAlgtage Re s e(Augk8, 2009
(online at www.bginessinsider.com/hentylodgetthe-comingalt-a-mortgageresetbombis-a-myth-2009-8).

“6 CS Mortgage Liquidity Reporsupranote XX.
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Figure 1.7. Monthly Mortgage Rate Resets
(First reset in billions of U.S. dollars)
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e. Unemployment

A fifth wave of foreclosures is now occurring, driven by unemployment. clilrent
unemployment ratef 9.8 percenthas more than doubled since the beginning of 2007, when
foreclosure rates begamrise. (See Figure XX, belowAs Figure XX shows, unemployment
and foreclosure rates have generally been moving together since\20@0. a household loses
an income, even temporaripe likelihood of a mortgage default risgsarply Some
households are able to continue making payswuitof a second income, from savings, or from
unemployment insurece payments, but most mortgdgedes will not accept partial payments.
When reduced household income is combined with negatjuity, payment reset shock, or
both, default is nearly inevitable. Moreover, continued unemployment makesise!hf
defaults much less likely(Seesuprasection XX)

Unemployment does not discriminate by mortgage product teéaults 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,
17
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rather than payment reset shock. Prime defaults and foreclosures begagetat the close of
2008 and have continued to rise into 2609SeeFigure 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 subprimpmblemis now trulya national mortgagproblem

Figure XX: United States Unemployment Rate (198@resent)*®
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Figure XX: United States Unemployment Rat@nd Foreclosureg1980present)*

“”MBA National Delinquency Survepupranote XX. Lender Processing Servicesnder Processing
Services' August MortgagMonitor Report Shows Increased Foreclosure Starts But Greater Loss Mitigation
Succes$Sept. 1, 2009) (online at www.lpsvcs.com/NewsRoom/Pages/20090901.aspx); American Bankers
AssociationConsumer Delinquencies Rise Again in First Quarter 2009: CongBsitio Inches Higher, Sets New
Record(July 7, 2009) (online at www.aba.com/Press+Room/070709DelinquencyBulletin.htm).

“8U.S. Bureau of Labor Statistics, Household Data Historidl Employment Status of the Civilian Non
Institutional Population 16 Yearand Over, 1970 to Dafenline at ftp://ftp.bls.gov/pub/suppl/empsit.cpseeal.txt)
(accessed Oct. 7, 2009).

“9MBA National Delinquency Surveysppranote XX.
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2. Mixed Signs in the Housing Market

Recently, there have been some positive sigtiseitousing 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 t
data, and foreclosure starts remain at a near record level. The static level of foreclosure starts
doesnot represent the impact of the Making Home Affordable Program, as that progsanoiv
announced until late in the quarter and didbextome operationaintil April 2009, To the
extent that the slowed foreclosure starts are not simply a data flukenadsbe explanatiois
t hat we have reached a YVYtohaidle foreaosutelnigiation® gal sys
Other possible reasons include gdailh effortsby servicerdo enter into modifications,
foreclosure moratoria, servicer capacity issues, and the possibility that mortgage servicers are
intentionally postponing forosurefilings to delay loss recognition for accounting purpoSes.

0 Kate Berry, American BankePostponing the Day of Reckonifiug. 26, 2009) (online at
www.financiatplanning.com/news/postponifrgckoningforeclosure26636811.html).
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Figure XX: Foreclosure Starts by Quarter
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A more encouraging sign is that housing price indices are flattening and even moving
upward, although there is significant regional and market seati@tion>> Evenas prices
rebound for the lower end of the housing market, defaults are increasing top #nd° and
some markets, like Phoenix and Las Vegas, continue to see precipitous housing price®declines.

1 MBA National Delinquency Surveysppraat note XX.

St andar dBréad Pnprovendest jn Home Price According to the S&P/C3isiler HomePrice
Indices(Sept. 29, 2009) (online at www?2.standardandpoors.com/spf/pdf/index’  CSHomePrice_Release 092955.pdf).

3By July 2009, foreclosure starts for jumbo mortgages were happening at more than three times the rate
they were occurring in January 2008ender Processing Services (LPEprtgage Monitor: August 2009
Mortgage Performance Observatiqrag 21(online at www.Ipsvcs.com/NewsRoom/IndustryData/Documents/09
2009%20Mortgage%20Monitor/LP S%20Mortgage%20Monitor%20Aug09%20(2).ptg.jumbo marketvill
likely continue to underperform without increased activity in the prilatiel 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 jmbo loans, and with the sharp decline of the priael 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 avdilgtaf credit for the purchase of expensive homes has been one factor
in the decline in prices at the top end of the market. Fkk, Housing & Mortgage Market Revigduly 2009)
(online at www.pmius.com/PDF/jul_09_pmi_hammr.html)

>4 Nationally, a 10.2percent 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 percéitig largest price increases were in West Virginia (5.27
percent), New York (3.88 percent), and Louisiana (3.10 perchht).
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Several factors appear to have contributed to the price increases. Low interest rates and
the new firsttime home buyer tax credit have combingth declines in housing prices to make
home purchases more affordaPleGiven such policies, thidational Association of Realtors
Affordability Index is at a historic high. Moreover, the glut in housing supply is slackening as
the stock of new homesrfsale is running off rapidly. Yet foreclosures and distressed sales
continue to keep inventory levels high, which pushes down prices. In recent poowettisrd
of home sales have been foreclosumeshort saled® Moreover, when government support fo
the housing market is withdrawn, there will also necessarily be more downward pressure on
home prices.

While thee are encouraging signs, it is hard to read them as anything more than a
possible bottoming out of the housing market, rather than agcogery. 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 om @aseShiller Compositedd0 Home Price Index are
traded on the Chicago Mercantile Exoga. The Index is pegged to January 2000 as 100.

At its peak in April2006, the Index was at 228.2In April 2009, the Index was at
150.34, and as of Bu2009 the Index sbdat 155.85 down 32 percent from peak. The futures
market anticipates thadex falling again to a low of 145.00 in August 2010 (down 36 percent
from the peakand up 4%ercentor the decadeand still not climbing above 160 (down 29
percent from peak) even in November 2013, the latest date on whicksfatre 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 fouor five years. (See Figure XX.) While thscertainly better than a continued
plunge in housing prices, it also means that the markatipateshat in another four years
prices will remain near their seriously depressed values at the beginning of this year

%> The new homebuyer tax credit will expire on December 1, 2009. Some observers are concerned about
the effect of this expirationDina EIBoghdadyClock Is Ticking for FirstHome BuyersWashington Post (Sept. 25,
2009) (online at www.washingtonpost.comAdypn/content/article/2009/09/24/AR2009092404936.html).

% Diana GolobayNAR Offers Realtors Certification for Short Sales, Flwsares Housing Wire.com,
(Aug. 26, 2009) (online atww.housingwire.com/2009/08/26/raffersrealtorscertificationfor-shortsales
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)
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Even if prices do not fall further, the downward pressure of continued mass foreclosures
may alsgpreventhousing prices from rising significantly dog 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 m®ieg housing price futures as an
approximate guide what might be expected in the housing market, many of the families that
took out mortgages between 2003 and 2068en those that put down 20 percent or more and
took out standard conforming loansvill have negative equity in their homes into the
foreseeable future. If priceemain stagnarturing the next four years, then at least one in five
oft oday 6s U. Sifnothmanmy enorey wilkhave negative equity in their homes, and
nearlyone in four of them will have so little equity in theirrhes that they will not be able to
cover the costs of sellinteir properties without a los§.hese scenarios could potiatly
unfold for approximately 1&illion and 18million homeowners, respectively.

Ongoing negative equity presents a problemumsitfor 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

" CorelLogic Negative Equity Dataupranote XX. U.S. Census Bureatunerican Housing Survéy
Frequenty Asked Question(®nline at www.census.gov/hhes/www/housing/ahs/ahsfaqg.html) (accessed Oct. 7,
2009). More than 15.2 million mortgages were in negative equity as of June 30, 2009, out of 75.6 millien owner
occupied residences, or about 20 percent. Mwae 17.7 million, or about 23 percent of owsoecupied
residences, were in or near negative equlidy.

22



EMBARGOED UNTIL OCTOBER 9, 2009

guaranteed by the United Statgs/ernment, 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
unaertainty 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 foreclosurem@ess made foreclosure mitigation an
explicit part of the Emergency Economic Stabilization Act (EESA), designed to address the
nationds etdmwomioéd EESAIOS. stated goals are to
Aprotect hdmadditiondEESAenstruas th@reasurySecretary to take into
consideration fAthe need to help fami¥lies keep
also includes express directions to create mortgage modification programs.

Prior to passage of EESA, Sema@hristopheodd st ated that fiDemoc
Republican@ war ned of a coming wave of foreclosure
homeowners and have a dev®@stating impact on o

SenatodohnRockefeller added:

[T]he bill provides relief tdhomeowners 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 crisi§ foreclosures not by giving a pass to individuals

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

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

next year and it is in everyoneds interest
families in their homes and paying off their de¥ts.

8 EESA §§ 2(2)(B), 109, 110, 125(b)(1)(iv). The HOPE for Homeowners Act of 2008, part of the Housing
and Economic Recovery Act, Pub. L. No. 1289,was intended to address the foreclosure crisis, but met with little
success. The 2007 FHASecure program was also not adequate to solve the problem. U.S. Department of Housing
and Urban DevelopmerBush Administration to Help Nearly O@guarter of a Milion Homeowners Refinance,

Keep Their Home@Aug. 31, 2007) (online at www.hud.gov/news/release.cfm?content@8.¢fm).

**EESA § 2(2).
O EESA § 103(3).
®1EESA § 110.

%2 Statement of Senator Christopher Dodd, Congressional Record, $10223 (Oct. 1, 208850
frwebgate.access.gpo.gov/dgn/getpage.cgi?dbname=2008_record&page=S10224&position=all).

%3 Statement of Senator Jay Rockefeller, Congressional Record, $10433 (Oct. 2, 2008).
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SenatoduddGr egg continued, fAWe focused a | ot of
could keep people in their hoffeSsnatoMawRaucdso n 6t w
explained that home owner shi p 0itesoureffoistoan anci
resolve this®%uoawdackReedcriddied. 6hat A[i]t is on
homeowners that we will We get to the bottom

In early March 2009, Treasury unveiled the Making Home Affordable (MHA) inigativ
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 subprogrdhs.

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 exigtiogling and servicing agreements that may
prevent modifications?

5. Does the plan counteract mortgage seniiceentives not to engage modifications?
6. Does the plan provide adequate outreadibtmeowners?
7. Can the plan be scaled up quickly to deal wiiHions of mortgages?
8. Will the plan have widespread participationlbgders and servicers?
In general, vimat progress has MHA madeaddressing each point?
1. Affordability

MHA has focusegbrimarily on achieving affordable monthly mortgage payments
through a standard for modifications of a 31 percent-tteisicome(DT]I) ratio. Under HAMP,
the program offering the most informationamd ¢ 0 me s , on average, borro

% Statement of Senator Judd Gregg, Congressional Record, S10217, (Z0g8).
% Statement of Senator Max Baucus, Congressional Record, $10224 (Oct. 1, 2008).
% Statement of Senator Jack Reed, Congressional Record, $10228 (Oct. 1, 2008).

67 See Section XX for a fuller description and discussion of the MHA programs.
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47 percent before the modification to 31 percent after, a drop of 34 perdestranslates to a
drop in the average payment fréh,554.14 to $955.65, an average savings of $598.49 per
month.

The more affalable payments we achieved primarily througteductiors in interest
rates. On average, rates dropped from 7.58 percentz@&.®nt. This is noteworthy because
under the program, interest rates begin to rise in fivesyeaising questions abouetdfect on
affordability down the roadThe program does naiclude specific features that address the
unemployed.At the curremntime, MHA has made significant progrespnoviding more
affordable payment®r many For further discussion of afforfaity issues, see Section XX.

2. Negative Equity

While HARPand HAMPcan help achieve affordable payments for howresrs with
negative equity, neither o primstiyAdesignedtovaddregsr i mar y
underlying negative equitylthough they do have features that address the issmexample,

HAMP does not have a maximum LTV, HARP allows refinancings of performing loans above
100 percent LTV (currently up to 125 perceat)d in both programs principal reductions are
permitied although not requiredHAMP appears toncreasenegative equitynodestly by
capitalizing arrearagesAccordingly,average LTV ratios under HAMP increased from 134.1
percent to 136 Bpercent. For further discussion of negative equity, see Section XX

3. Second Liens

TheMHA initiative contains a second lien programhtp overcome the obstacles to
modification presented by junior lien§econd liens can interfere with the success of loan
modification in several ways. First, unless the seconddiaiso modified, modifying the first
|l ien may not reduce homeownerso6 toteel® monthly
Even if the homeowner caifford a modified first mortgage payment, a second unmodified
mortgage payment can matke totalmorthly mortgage payments unaffordable, increasing
redefaultrisk.®® Second, holders of primary mortgages are often hesitant to modify the mortgage
if the second mortgage holder does not agree-snilberdinate the second mortgage to the first
mortgage. This can present a significant procedural obstacle to modifying a first%li@hird,
second liens also increase the negative equity that can contribute to subsstpfants.

% payments on junior liens are not included in the calculation of 31 percent DTI under the HAMP first lien
program.

9U.S. Department of the Treasulaking Home Affordable: Program Updatt 1 (Apr. 28, 2009)
(online at www.financialstability.gov/docs/48 0 9 SecondlLi enFact Sheet . pdf). (herei

01d. The Panel addressed the complexities and challenges caused by junior liens in its March Oversight
Report. The Panel noted that there are multiple mortgages on many properties, and #smhaarge of mortgage
products, many second mortgages were originated entirely separately from the first mortgage and often without the
knowledge of the first mortgageén addition, millions of homeowners took on second mortgages, often as home
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According to Treasurygsmany a0 percent of atisk mortgages also have sado
liens/* Therefore, it is criticathatsecond liens be addressed as part of a comprehensive
mortgage modification initiativeTreasury announced a second lien program as part of HAMP.
The program will offer incentive payments and cost sharing amaggs tancentivize
modification or extinguishment of second liens.

At this time, theSecond Lien Programs 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 ngnexpeditiously.For
further discussion of the Second Lien Program, see Section XX.

4. PSAObstacles

The Panel 6s March 2009 report 1 dentified c
securitization pooling and servicing agreeméRSAs)? 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 fiimatitidions
on particular mortgageodification terms HAMP requires servicers to undertake reasonable
attempts to have any contractual obligations revised;iBMP otherwisedefers to contractual
requirements imposeaszh mortgage servicers by PSAs.

Many PSAs are simply vagu&however, virtually every PSA restricts the ability to
stretch out a | oanbés term; | oan terms may not
other loans in the pool. Securitized loans are typically all from the same annual vintage give or

equity ines of credit. Since those debts also encumber the home, they must be dealt with in any viable refinancing
effortt As t he Panel stated, iThe existence of junior mortg:
process.Unless a junior mortgagemnsents to subordination, the junior mortgage moves up in seniority upon

refinancing. Out of the money junior mortgagees will consent to subordination only if they are paid. Thus, junior

mortgages pose a serious holdup for refinancings, demandingaransomor der t o permit a refir
COP March Oversight Repodypranote XX.

|d. Apgar Senate Testimony, supra XMouse Committee on Financial Services, Subcommittee on
Housing and Community Opportunityritten Testimony of Assistant Sedary for Housing/FHA Commissioner
Dave Stevens, U.S. Department of Housing and Urban Developregtess of the Making Home Affordable
Program: What Are the Outcomes for Homeowners and What Are the Obstacles to Si&@s®? 2009) (online
atwww.hud.gov/offices/cir/test090909.cilm ( her ei nafter AHouse Testi mony of Da

2 A PSA is a document that actually creates a residential mortggged securitized trust and establishes
the obligations and authority of the servicer as well as someatary rules and procedures for the sales and
transfers of the mortgages and mortgage notes from the originators to the trust.

73 John Patrick HuntWhat Do Subprime Securitization Contracts Actually Say About Loan Modification?
at 1611 (Mar. 25, 2009)dnline at
www. | aw. berkeley.edu/files/ bclbe/ Subprime_Securitizati
Contracts Papero).
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take ayear, 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 ér@sus smpact
on HAMP maodifications. The inability to do meaningful teextensios likely means that some
homeowners who could afford mortgages if longer textensions were available are unable to
qualify for HAMP modifications For further discussioof 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 receiveflaamufee of

$1,000 for each completedond i f i cat i on. SecofordBucserswsioc dree sr ¢
to $1,000 each year for up to three years. These fees will be paid monthly and are predicated on
the borrower staying current ofar-Pérformané oan . Bo

Success Paymentso of wup to $1, 00e9stayendntoy ear f
their mortgage This payment is applied directly to the principal of their mortgage. The
AResponsi bl e Modi fi cat itimabohupaymentof $1,800 6 they me nt 0O
lender/investor and $500 to servicers that will be awarded for modifications on loans thilit are s
performing. These incentive payments are in addition to the shared cost of reducing the DTI

from 38 to 31 percent.

The Second Lie Program als c o nt a ifons u @ c sfigotare similar to the first
lien modification program. Serviceo$ junior lienscan be paid $500 dfpont for a successful
modification and then receive successive payments of $250 per year for threprgeated
that the modified first loan remains curréhtlf borrowers remain current on their modified first
loan, they can receive payments of up to $250 per year for as many as five yEsissmeans
that borrowers could receive as much as $1,250 &kimg payments on time. These borrower
incentives would be directed at paying down the principaherfirst mortgagé® These
incentive payments are in addition to the cost sharing available for modifying a second lien or
the lump sum payment availalite extinguishing a second lien.

Underthe Home Price DeclinerotectionProgram HPDP), investoramay be eligible for
incentive payments when the value of mortgages that they have modified declines. The
incentive paymentare calculated based on a Treasury formula incorporatiregtimate of the
projected home price decline over the next year based on chammyesage local market home

" MHAP Update supranote XX, at 3introduction of the Second Lien Modification Program (2MP)
(Aug. 13, 2009) (onlinet www. hmpadmi n. com/ portal/docs/ second_1I|1ien/ s
Suppl ement al Directiveo).

S MHAP Update supranote XX, at 3; SLMP Supplemental Directive, supra note XX.
" MHAP Update supranote XX, at 3; SLMP Supplemental Directive, supra note
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prices over the two previous quarters, the unpaid principal balance of the mootagedr to
HAMP modification, and the masto-market loarto-value ratio of the mortgage loan prior to
HAMP modification’’ Incentives are to be paid on the firahd secongear anniversaries of
theborrower 6s first trial® payment due date unde

The Foreclosure Alternatives Program facilitates both short sales andinidiedsby
providing incentive payments to borrowgjmior-lien holdersand servicers, simitan structure
and amount to HAMIhcentive paymentsServices can receive incéine compensation of up
to $1,000 for each successful completion of a short sale orinidied.” Borrowers are eligible
for a payment of $1,500 in relocation expenses in order to effectuate short sales aa-likmeds
of foreclosuré® The ShortSaldgr eement, upon the serviceros o
condition that the borrower agrees to fAdeed t
from the debt if the property does not sk# time specified in the Agreement or any extension
thereof % In such cases, the borrower agrees to vacate the property within 30 days and, upon
performance, receig&1,500 from Treasury to assist with relocation c&stsreasury has also
agreed to share the cost of paying junior lien holders to releeiselaims by matching $1 for
every $2 paid by investors, for a maximum total Treasury contribution of $1(@yments
are made upon the successful completion of a short sale eimdigeal Although the HOPE for
Homeowners program is an FHA prograather than a Treasury prograine Helping Families
Save Their Homes Act added incentive payments to servfoeded through HAMP* These
incentive payments closely approximate MHA incentive paynténts.

"U.S. Department of the Treasury, Supplemental Directive)®iome Affordable Modification
Programi Home Price Decline Protection Incentiyésly 31, 2009) (online at
www.financialstability.gov/docs/press/SupplementalDirecti@@/09.pdf) (hereinet er A HAMP Suppl ement
Directiveod) .

8U.S. Department of the TreasuBecretaries Geithner, Donovan Announce new Details of Making Home
Affordable Program, Highlight Implementation Progrébtay 14, 2009) (online at
www.treas.gov/press/releases/tgl3lhtm( her ei nafter fASecretaries Geithner,

9 U.S. Department of the Treasulaking Home Affordable: Update: Foreclosure Alternatives and Home
Price Decline Protection IncentivéMay 14, 2009) (online at
www.treas.gov/press/releases/docs/05142009FactBhadt i ngHo mes Af f ordabl e. pdf). (her
Updateo) .

81d.; U.S. Department of the Treasubaking Home Affordable: Updated Detailed Program Description
at 56 (Mar. 4, 2009) (online atwww.treaggov/ press/ rel eases/ reports/ housing_ f
March Updateoo).

#d.

81d. This amount is in addition to any funds the servicer may provide to the borrower.
8 d.

8 pub. L. No. 11422, § 202(b).

8 pub. L. No. 11422, § 202(a)(11).
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It is not yet clear whether these incentive pagits 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 discussiof 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 moffgages.
Treasury hasmadesigf i cant progress in this area. Tr e a
website (www.MakingHomeAffordable.gov), establishing a call center for borrowers to reach
HUD-approved housing counselors, and holding foreclosure prevention workshops and
counselotraining forums in cities with high foreclosure ratés=rom early May to late August,
web hits on Treasuryodés MHA webs.iSelfasseasmantb | ed fr
tools to determine eligibility for the programs under MHA are the foundafitmeonebsite.
Addi tionally, other resources on the website,
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 wellsdeffers numerous outlets for
borrower education and homeowner outreach. A
hearing, Mr. Wheeler also highlightdte continuing efforts tenhancehe capabilities of the
HOPE Hotline, the informational calenter, to meet the needs of the escalating number of
borrowers participating in MHA progranfs.

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, 1,883t&08quests for financial
information have been sent to borrow&Comparatively, in early May, only XXX letter
requests for financial information had been sent to borroWerghile these numbers still fall far
short of aniioureed svlEblity @ gree to four million borrowers, considerable
progress can be measured and observed in the

8 COP March Oversight Reposupranote XX.

87U.S. Department of the Treasufestimony of Assistant Secretary for Financial Institutions Michael S.
Barr, Hearing on Stabilizing the Housing Market before the House Financial Services Committee, Subeanmitte
Housing and Community Opportunifgept. 9, 2009) (online at
www. maki nghomeaffordable. gov/ pr _09092009. html) (herein:

8 Congressional Oversight Panel, Written Testimony of Seth Wheeler, senior advisor at the Treasury
Depatment,Philadelphia Field Hearing on Mortgage Foreclosuras8(Sept. 24, 2009) (online at
cop.senate.gov/documents/testim@®?409wh eel er . pdf ) (hereinafter fAWheeler P

89 HAMP statistics provided by Treasury to the Panel
90
Id.
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Outreach to homeowners must be considered not just in terms of quantity, but also in
terms of quality. Servicers mustopide 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 ke eager to pay close attention to the entreaties of their creditarsership with
community groups and borrower counseling groups is an important element of effective
outreach.

Another i mportant consi der mvlvestherdlerthatTr easur
well-publicized cases of mortgage modification fraud have had in discouraging homeowners
from participating in MHA’* 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 suspicioug?afle.combathese scams and
alleviate concerns for skeptical homeowners, the Administration has started a coordinated multi
agencyand federal/stateffort, which includes the Department of the Treasury, the Department
of Justice, the Department of Housing and Urbanelopment, the Federal Trade Commission,
and state Attorneys Genetalcoordinate investigative efforts, alert financial institutions and
consumers to emerging schemes, and enhance enforcement &cetis.Wheeler, Senior
Advisor at the Treasury Degiment, said in written testimony to the Panel in September that the
feder al government has Aput scammers on notic
homeowners seeking ¥ &Hese efiortsdhestcontinue. pr ogr am. 0

Treasury could alsoonsider 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®® , but the programdés det ai |
March 2009, and the first trial HAMP modifications did not begin until April 2088 .a result,

%1 Congressional Oversight Pan€bping With the Foreclosure Crisis: State and Local Efforts to Combat
Forecl osures in Princ¢ebGxR009)édrg. Q0 Nt vy, Maryl and

92U.S. Department of the TreasuRgederal, State Partners Anonce MultiAgency Crackdown Targeting
Foreclosure Rescue Scams, Loan Modification Frghyt. 6, 2009) (online at
makinghomeaffordable.gov/pr_040609.html).

% participants include: Treasury, the U.S. Department of Justice (DOJ), HUD, FTC, and the Attorney
General of lllinois. Id.

% Wheeler Philadelphia Hearing Testimosypranote XX.
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there were no permanent HAMP modifications until July 20@%any event, the scale up period
should nev be over.

The ability of Treasury and servicers to meet densetjuatelyor the program is likely
to have an effect on the overall borrower perception of the program, which could in turn impact
the programbs effecti ven essBorrawers willindtwantdoseekt r e a c
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
qgui ckl vy. T r @rass aheay with massivie borrawsr outreach without first
addressing servicer capacity issues could hurt the public perceptiameibility 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 Devel opment Secretary Shaun
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 online tools, and sending additional mailings to barecs who may be eligible for the
p r o g P>dtis 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 ofFannie MaeandFreddie Maanortgages are required to
participatein HARP, covering approximately 2,300 servicéts.

HAMP has both a voluntgrand mandatory participation component for
lenders/servicers. Any participants in TARP programs initiated after Febru2d92 are
required to take part in mortgage modification programs consistent with Treasury stdhdards.
Since the Capital PurchaBeogram (CPP), the primary TARP vehicle for bank assistance, was
established priato this datethe majority of financial institutions are not obliged to participate.

% Congressional Oversight Panel, Questions for the Honorable Herbert M. Allison, Jr., Assistant Secretary
for Financial Stability and Counselor to the Secretary, U.S. Department of the Treasury, at 7 (June 24, 2009)
(hereinafter AAllison COP Testimonyo).

% U.S. Department of the TreasuMaking Home Affordable Program, Servicer Performance Report
through August 200&8ept. 9, 2009) (online at www.financialstability.gov/docs/MRAblic_090909.pdf)
(hereinafter AServicer Performance Reporto).

°7U.S. Departmeinof the TreasuryFact Sheet Financial Stability PlaiFebruary 9, 2009) (online at
www.financialstability.gov/docs/faet heet . pdf ) (hereinafter AFinancial Stab
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However, servicers dfannie Mae or Freddie Maortgages are obligated to participete
HAMP for theirFannie MaeindFreddie Maanortgages.

On the voluntary servicer participation side, Treasury estimates that 85 percent of HAMP
eligible mortgage debt is serviced by participating servite®hi s comes cl ose to
projection thaHAMP will ultimately cover 90 percent of the potential loan populatfon.
ThroughOctober6, 2009, 63servicers

TheSecond Lien Prograis not yet perational According to testimony by Assistant
Secretary Herb Allison, Treasury is currently negot@participation contracts with servicers
covering more than 80 percent of the second lien maRa@tfurther discussion of servicer
participation issues, see Section XX.

9. Recommendation on Data

In its March 2009 Report, the Panel noted a distresspuy state of knowledge among
federal regulatory agencies about the mortgage mdhiegtconstituted a fulblown regulatory
intelligence failure. I'n particular, the Pan
limited knowledge regarding logrerformance 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.

Treasuryob6s major advance ngmrangedfslatason ea has
HAMP modifications, both those in trial periods and those made permafnkatdata permit
examination of the characteristics of the borrowers and property, the terms of the modification,
the servicer involved, and payments to theiser. 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. Tleesre 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 daia loangor which trial modifications have been denied, much less
the performace of the entire univeesof loans.Further, the Pandhcks data for the programs
not yet online, such as tli&econd Lien ProgramndForeclosure Alternatives Progranhhis
informationis crucial for understanding the changing nature of the foreclosisie 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/OTShave produced quarterly regis on mortgage modification efforts fb4 of

% Servicer Performance Reposypranote XX.

% Government Accountability Offic&roubled Asset Relief Program: Treasury Actions Needed to Make
the Home Affordable Modification Program More Transparent and Accountab8 (July 2009) (online at
www. gao. gov/new. i tems/ d0O9MB 7Remdnt d)h.ereinafter AGAO HA
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the largest bank/thrifservicers under their supervision, and this data includes HAMP and non
HAMP modifications, but it covers onlyigpercent of the market.

While data collection has improvedyther impovement is necessaryoreover,
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. Tied¢eases 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 hopefuthat Treasury will enable outside parties to have easy access to trendtsis
of such governmesgroduced data by academics and-poofits has helped improve countless
government programs in the past, and there is no reason to believe HAMPrendifi&/hile 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(AMDA) data releases.

In sum, Treasury has made progress on data collettibioecause 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 sowgs. Better consumer finance intelligence gathering and analysis
remains a critical gap in formulating policy responsés.

This is not the first instance in which the need for such data has been acknowledged. In
response to the savings and loan cristh@1980s, Congress directed the Department of
Housing and Urban Development (HUD) to produce national mortgage default and foreclosure
reports'®* It appears that HUD never produced any such reports, and Congress eliminated the
reporting requirement, algnwith many other agency reporting requirements in 189Rata
collection has improved, but is still lacking in critical respects.

P a n eMaréhsChecklist \ Progress of MHA After Six Months \

1% peborah Goldberg, director of the Hurricane Relief Project at the National Fair Housing Alliance, made
a similar point in her testimony during the Panel 6s he:
Congressional Oversigh Panel , Testi mony of Deborah Gol dber g, Direc
Hurricane Relief ProjecBhiladelphia Field Hearing on Mortgage Foreclosures 78 (Sept. 24, 2009). Ms.
Gol dberg urged i mpr ov e me nrasle public abodtdndwasenticaraare parformingcunderl e c t
the programd and noted that her organization Athink[s
the race, gender, and national o r i rgodificationfbe mallecavaiable r o we r
to the public and that [sic] be done at a geographic level that makes it possible for public officials, community
organizations, individual borrowers, and the public at large to understand how the program is working in their
communities, to be able to indentify places where it may not be working equitably or efficiently and to be able to
intervene to change t hat Phiadelpl@eoFeld Hearing on dMarigdge Foreatosuses g ht P a
(Sept. 24, 2009) (online abp.senate.gov/hearings/library/hearid@2409philadelphia.cfm).

10112 U.S.C. § 17011 (1983).
192 Federal Reports Elimination and Sunset Act of 1995 §3003, Pub. L. N&6104

e
]

\
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Will the plan result in modifications that creg
affordablemonthly payments?

Significant progress; some areas not addres
including unemploymentelated foreclosures

Does the plan deal with negative equity?

Not addressed in a substantial way

Does the plan address junior mortgages?

Uncleari program announceout not yet
running

Does the plan overcome obstacles in existi
pooling and servicing agreements that mal
prevent modifications?

Unclear

Does the plan counteract mortgage servic
incentives not to engage in modifications?

Uncleari incentive structurecluded, but
payments just beginning

Does the plan provide adequate outreach
homeowners?

Significant progress; more needed

Can the plan be scaled up quickly to deal w
millions of mortgages?

Some progress; more needed

Will the plan havevidespread participation b
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 Tr

easuryos primary

programs are HARP and HAMP. HAMP includes the Second Lien Prograrhilome Price

Decline Protection Progra(iiPDP) andthe Foreclosure Alternatives Progrg@AP). Treasury
estimates that assistance under HARP and HAMP will be offered to as many as seven to nine

million homeowners?® Treasury has designed &garogram and subprogramhelp in that
effort, and in announcing each initiative outlined the specificsviayvhich it would help

prevent foreclosuredn evduating theprograns, this sectionconsiders the goals articulated by
Treasury, the prograsndesign, the results achieved to datéght of the relatively early stages

of most programsand whetheor not the prograsarewell desigred to meet thetated
objectives. Adequacy of the goals is considered separately in the subsequent section.

193.S. Department of the Treasulaking Home Affordable Summary of Guideliiésr. 4, 2009)

(online atwww.treas.gov/press/releases/reports/guidelines_summary.pdfh er ei naf t er

Guidelineso).
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Figure XX: Federal Foreclosure Mitigation Programs

Program When Program Was Brief Description Funding Designated Goal Number of Number of
Announced/Launched Homeowners to Homeowners
Assist Helped to Date
Home Affordable Announced: February 18, 200 Allows current homeowners to No TARP funds 4 to 5 million 101,201
Refinancing . refinance into a morstable or eligible approved
Program (HARP) Launched: March 4, 2009 affordable mortgage. applications
Home Affordable ! Announced: February 18, 200 Provides modifications for borrowers it~ $75 billion total. ($50 billion of ! Upto3tod4 | 417,325 trials
Modification : . : default or imminent default i TARP funds for modifying private | million : and 1,711
Program (HAMP) | Launched: March 4, 2009 | i label mortgages and $25 billion I permanent
i from HERA for modifying GSE |
; ; ; mortgages.) ; ;
First Lien . . . . e - .
Modification 5 Announced: February 18, 2005 Provides incentives to servicers, 5 $75 billiontotal. ($50 billion of 5 Upto3to4 5 417,325 trials
! Launched: March 4. 2009 | lenders, and borrowers to modify ! TARP funds for modifying private ! million ! and 1,711
: ' ' ; mortgages to 3percentDTI ' label mortgages and $25 billion ! : permanent
: ; . from HERA for modifying GSE ! :
| 5 | mortgages.) | |
Second Lien ! , ! B . _ , ! ! !
Modification + Announced: April 28, 2009 Provides incentive® modify or ! Not yet launched + Uptoltol.5 : Notyetlaunched
Not yet launched extinguish second liens. million
Home Price
Decline Protection ! Announced: May 14,2009 | Pr ovi des | oss sha Upto$10bilionof TARP funds |  Not Specified | Data not yet
(HPDP) collateral | osse i available

modifications in fallinghome price
areas.
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Foreclosure
Alternatives

Program (FAP)

Announced: May 14, 2009 Provides servicers with incentives to: Not yet launched Not Specified Not yet launched

Not yet launched pursue alternatives to foreclosures, sui

; as short sales or the taking déedsin- :

| lieu of foreclosure. E
HOPE for Announced and Launched: | Allows eligible borrowers to refinance  Incentivepayments to be funded 400,000 94 refinancings
Homeowners October 1, 2008 into FHA-insured loans ahrequires from HAMP allocation in

principal reductions unspecified amounts

FDIC Loan Announced and Launched: | Established as a mandatory compondg No funds allocated specifically forl  Not Specified Data not
Modification August 20, 2008 (for IndyMac] of all FDIC residential mortgage loss loan modification; lossharing available
Program sharing agreements with purchasers | agreements are based on what wi

Expanded: November 20, 200

failed bank$

assets

result in the least cost to the Depo
Insurance Fund
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1. HARP

HARP was announced on March 4, 2009, and permits homeowners with current, owner
occupiedgovernment sponsored enterpri&SE)-guaranteed mortgages to refinance into a
GSEeligible mortgagé® The program does natilize TARP funding. At its core, HARP is
aimed at providing lowcod refinancing to homeowners wihave been negatively affected by
the decline in home values&lnlike otherportions of MHA,HARP is not directed toward
homeowners who are behind on thewortgage 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®Assistant Teasury Secretary Herb Alheipson expl a
homeowners who are unable to benefit from the low interest rates available today because price
declines have |l eft them wifreasunysestimadtesthdat ent e qu
HARP couldassist between four to five million homeowners who would otherwise be unable to
refinance because their homes have lost value, pushing their curretd-lgdne ratios above
80 percent®’

Other than the requirement that the borrower is current erthiyomortgage payments,
the program has relatively few restrictive requirements. All mortgages that are owned
guaranteedby either Fannie Mae or Freddie Mac may participate in HAREXxisting jumbe
conforming and higibalance loans may qualify forglprogram, in part because of higher
temporaryloanlimits. However, there is not a casht component to thlARP refinance and
as such, subordinated financing may not be paid with the proceeds from the refinancing. Finally,
Treasury promotestherebate ease of this program since part
with either Fannie Mae or Freddie Mac; as such, documentation requirements should be less
onerous than other comparable prografis.

194 MHA Summary Guidelines, supra note XX.

1% Fannie MaeHome Affordable Refinance FAQa 4 (July 24, 2009) (online at
www.efannienae. com/ sf / mha/ mharefi/ pdf/refinancefaqs. pdf) (he

1% Senate Banking, Housing and Urban Affairs Committee, Testimony of Assistant Treasury Secretary
Herb Allison,Preserving Homeownership: Progress Needed to Prevent Foreclogdddh Cong. (July 16, 2009)
(hereinafter AAlIlison Senate Testimonyo).

W07y.s. Department of the TreasuMaking Home Affordable Summary of Guidelifigsr. 4, 2009)
(online atwww.treas.gov/press/releases/reports/quidelines summaryfadRP 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 perceiitherefore, 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.

198 MHA Summary Guidelines, supra note XX.

199 servicer Performance Repastjpranote XX.
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Servicers ofFannie MaendFreddie Maanortgages areequired to participate in the
program, covering approximately 2,300 servicefs.

Initially, borrowers were eligible to refinance if they owed up to 105 percent of the
present value of their singfamily residence. In response to the continued declihewie
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 hoiiifgs.expands the universe of
homeowners potentially eligible for refinancing, and means that H&RRI, in theory, assist
more than théour tofive 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 purchasinggages witHoanto-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 coveragelomoriginal loan, coverage is not required, and if there
was coverage on the original loan, additional coverage is not required.

There are two distinct borrower bémeequirements under HARRhe refinancing needs
to satisfyonly oneof themto qualify. The first states that the requirement is met if the

borrower s mortgage payment is decreased. I n
borrower to extend the term of the loan or change the mortgage from adteddan to an

adjustablera t e . The second borrower benefit standar
payment remains flat, or increases, then the

mor t g a g e'pnderdhe program guidelines, a transition out of intesast ard

adjustablerate mortgages would qualify as comparatively staBleo, a shift to a shortderm
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 fisaein 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. dfaplexborrowers
with nornttraditional mortgages that had introductory periods with low monthly payments, such
as hybrid ARMs, interesinly mortgages, and paymeoption ARMs might refinance into
fixed-rate, fullyamortizing mortgagesThe shift from a on-traditionalmortgage to a traditional
fixedr at e mortgage may result in an increase 1in

10 servicer Performance Repastjpranote XX.

1 Fannie Mae FAQs, supra note XX.
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improve the longerm sustainability of the loan. The assumption underlying HARP is that
homeowners will refinance if €y believe it makes tiremortgage more affordable.

Treasury was unable to provide the Panel with complete data on HARP refinancing
applications.Application data was only available for one GSHEhe only complete data
available was on the total numhsrclosed approved refinancing85,729refinancings have
been approved as of SeptembeP009. HARP has thus covered only 2 percent offthe to
five million homeowners Treasury originalgstimated would beligible when the progranwvas
limited to loans with less than 105 percent LTV ratios. Moredweethe one GSE for which
Treasury provided dat&lARP refinancing applications have fallevery month since May
20092 It is not clear why there have been relatively few HARP refinam gs; beyond HA
eligibility requirements, one concern is that lidjty-constrainechomeowners are unable to
afford points and closing costs on the refinancings.

If HARP ultimatelyreached r e a sstated/adaslability ofour to five millionborrowe
refinancingst 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
HARPGO6s expanded LTV | imit and t dingtombeymobee c o me
affordable rates and safer products.

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

percentage of thiour 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 impatant 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, howesaegJoans with less than 90 percent
LTV ratios. (See Figure XX.) For these loans, LTV ratios would not norrhallgn obstacle to
refinancing. Therefore, the only reason these loans should have been refinanced through HARP,
rather than through private channesuld have beeit refinancing were impeded by other
factors, such as curtailed income. Thus, while PARderwriting standards allow not only for
higher LTV refinancings without additionptivate mortgagensurance®MI) coverage, they
might also permit refinancings with reduced income levels.

112t is not clear why HARP refinancing application data is unavailable for the other GSE.
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Figure XX: HARP Refinancings by LTV
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2. HAMP

HAMP, alsoannounced on March 2009, is another sybrogramof 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 RecoveryERA). The $50 billion
of TARP funds is directed toward modifying privdsdel 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 toifiaur
homeowrrs!'* The goal of HAMP is to @ate a partnership between tlwernment and
private institutons in order to reduce borrowségrossmonthly payments to an affordable level.
The level has been setat@drceno f t h e Ilgrossmoathlyéncotne. Lenders are
expected to reduce payments top@8ceno f t he borr owe rThegovewmonertt h|l y i n
and the private | ender then share the burden
to 31percenf his or her gross monthlgcome. In addition tprovidingmonetary incentives

13 Treasury Mortgage Market Datsyprancte 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 atisk mortgages, HAMP standardizes loan modification guidelines in
order to create an industry paradigm.

a. Lender and Servicer Participation

HAMP has both a voluntary and manaiat participation component for
lenders/servicers. On February 9, 2a0@ 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 machtion programs consistent with Treasury stand&rts.
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 D participate. However, servicers of Fannie MaEreddie Maanortgages are
obligated to participate in HAMP for thdtiannie Mae or Freddie Mawxortgages.

On the voluntary servicer participation side, Treasutiynedes that 85 percent of
HAMP-eligible mortgage debt is serviced by participating servit¥rghis comes close to
Treasuryb6s projection that HAMP wil |l ul ti mate
population™’ Servicer participation in HAMP, however, is voluntaty. ThroughOctober 6
200, 63 servicers have signed servicer partidipaggreements for HAMB? Servicers begin
the participation process by completing a registration form, and ultimately sign a Servicer
Participation Agreement with Fannie M¥&. Treasury, through Fannie Mas,rieaching out to

servicers with lage numbers of eligible loans tHadve not yet signed up with the progréth.

"5 Financial Stability Plan Fact Sheet, supra note XX.
116 servicerPerformance Reporsupranote XX.

" 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.

18 As discussed in section XXppra servicers receive inoéves to participate. Servicers have until
December 31, 2009 to opt in to the program. MakingHomeAffordableBmvower Frequently Asked Questions
(July 16, 2009) (online at makinghomeaffordable.gov/borrefags.html).

19.S. Department of the Traay, Transactions RepofOct. 6, 2009) (online at
financialstability.gov/docs/transactigreports/transactioaseport_10062009.pdf).

120 Treasury has designated Fannie Mae as its financial agent in connection with HAMP. Making Home
Affordable Administratve Website for Servicer§ommitment to Purchase Financial Instrument and Servicer
Participation Agreementat 1 (online at
www.hmpadmin.com/portal/docs/hamp_servicer/servicerparticipationagreement.pdf) (accessed Oct. 7, 2009).

21 Treasury explained that:

Efforts include onen-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 pointstatttor 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. RaMae 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 receivepdinont fee of $1,000 for each

completed modificatiofor up to threeyearsSe cond, ser vi-forSuscreasac®i ¥ & ef
of up to $1,000 each year for up to three yedisese fees will be paid monthly and are
predicated on the borrower stayingremt onthe loanBor r ower s ar eforel i gi bl e

Performance Success Paymentso of up to $1, 000
stay current on their paymenthis payment is applied directly to the principal of their

mortgage.Th eRes ponsi bl e Modi fi cat i #imebbnospaymeéniol e Payr
$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 pere¢niskf

mortgages have second liéfé.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 li€he 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 curreBbrrowers also receive success payments for
participating of $250 perear 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 ntbdifeeand provision of full
supporting documentation, the modification becomes permafiefib be eligible to participate
in HAMP, the loan must havgeenoriginated on or prior to January 1, 20@adthe mortgage
must be a first lien on an owneccupie property with an unpaid balance up to $729,740.

than 300 servicers have downloaded packages from the Fannie Mae website. Fannie Mae will
continue to actiely solicit additional servicers for participation in order to maximize program
impact.

Allison COP Testimony, supra note XX.
122 MHAP Update supranote XX.

123 Treasury permits servicerstodos@a | | ed fAvemokal d roml Aimodirbal cati ons.
modifications, the servicer halts foreclosure actions and allows the borrower to make reduced payments based on the
borrowerdés unverified representations about income and
documentation required to comnue a trial modification, but for the modification to become permanent and the
servicer to receive compensation from Treasury, full documentation is required. While daiag tnial
modifications brings more borrowers into HAMP more quickly and fredmeforeclosure process, it might have a
detrimental effect on producimermanenHAMP modifications. Congressional Oversight Panel, Testimony of
Senior Vice President, Economics and Policy, Freddie Mac, Edward L. GdRtiilgdelphia Field Hearing on
Mortgage Foreclosuresat 29 (Sept. 24, 2009).

124 The unpaid balance ceiling increases in relation to number of units on the property (2598is200;
3 unitsi $1,129,250; 4 units $1,403,400). The effect of this limitation is most pronounced in-bag areas,
although recent changes to raise donforming loan limit in certain higtost areas have made more loans
potentially eligible for HAMP maodifications in these areas.
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The loan must be in default or in imminent danger of detaulBorrowers 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 backendDTI ratio of 55percenor morei meani ng t hat the bo
total monthly debt payments, including credit cards and other formesbof are at least 55
percent of monthly incomiehe or she must enter a debt counseling progfam.

A Net Present Value (NPV) t énsminenidsf a welqtué r erd
is at least 60 days delinquerkirst, servicers determine the NYthe proceeds from the
liquidation and sale of a mortgaged propeiariables to take into account are:

1. The current market value of the property a
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 preeds-*’

Second, servicers determine the proceeds from a loan modificatieasury has
established parameters for running the NPV for modification Tt servicer may choose the
discount rate for the calculation although there is a ceiling set tyréloelie Mac Primary
MortgageMarketSurvey rate (PMMS), plus a spread of 2.5 percentage pdihesservicer may
apply different discount rates to loans in investor pools versus loans in por@eire.rates and
redefaultrates must be based on GSE wtied. Servicers having at least a $40 billion servicing
book hae the option to substitute GS#stablished cure rates aratiefaultrates with the
experience of their own aggregate portfolios.

At the field hearing, Larry Litton cited servicer s
imminent default. @ngressional Oversight Panel, Testimony of President and CEO, Litton Loan Servicing Larry
Litton, Philadelphia Field Hearing on Mortgage Foreclosures 14445 (Sept. 24, 2009).

126 However, as noted by GAO, there is no mechanism to ensure that housisglicmuhappens, and
Treasury does not plan to track borrowers systematically who are told that they must get counseling. GAO HAMP
Report, supra note XX.

127 3ordan D. Dorchuckyet Present Value Analysis and Loan Modificati(®ept. 15, 2008) (online at
www.mortgagebankers.org/files/Conferences/2008/RegulatoryComplianceConference08/RCO8SEPT24ServicingJor
danDorchuck.pdf).
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The NPV of the foreclosure scenario is then compared MP¥ for a modification
scenario.If the NPV of the modification scenario is greatben the servicer mustffer to
modify the loan.

Prior to September 1, 2009, servicers were permitted to use either their own NPV
calculation method or a standardized mantehted by Treasury. Since September 1, 2009, all
servicers are required to use Treasuryods stan
See Annex XX for an examination of Treasuryos

The Panel also notes that the NPV marfedther govenment entities, such as the OCC,
the OTS, and the FDIC for Indy Maassumesin average redefault rat€40 percent, but
Treasury would need to factor in significant variation depending on income, FICO, and LTV.
Changes in assumed redefault sgtehich may themselves be functions of the type of

modi fication involved) will obviously affect
model are not public, in part because of concerns that borrowers might be able to game the
calculation. Unfoinat el y, the secrecy of Treasuryds NP

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 watangtlification

denials. A possible solution is to make the NPV calculator publicly available/els

application, which would limit the ability to engage in a systematic deconstruction of the model
for purposes of gaming it.

c. Lender Procedures

Thefront-endDTI targetis 3lpercent The | ender will first hav
mortgage payments to no greater thamp8&&entfront-endDT]I ratio. Treasury will then match
the investor/lender dollgor-dollar in any further reductions, down to afrcentfront-end
DTI ratio for the borrowerTreasury has established a&cenfloor belowwhich it will not
subsidize interest ratetenders and servicers could reduce principal rather than inérasy
stage in the waterfatind would receive thsame funds available for an interest rate reduction.

Ser vi cer ssahdarbMa ¢ & rsfefasdetaifed below in order to achieve
efficiently the 31percentfront-endDT] ratio:

la.Requesmonthly grossincome of borrower

1b.Validate first liendebt and monthly payments. This information is used to calculate a
provisional modification for the trial periodA trial modification typically lasts for three
months, and then becomes permanent if the borrower has made the required trial
payments,andt he borrower ds debt and income docum
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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 informationhat borrowers provide over the phone

2. Capitdize arrearage

3. Targetfront-endDTI of 31 percentand follow steps 4, 6 in order to reducthe
borrowerdés monthly payment

4. Reduce the interest rate to achieve targab percentloor). Theguidelines specify
reductions in increments of 0.1p&rcenthat should bring the monthly payments as
close to the target without going below#rcent If the modified interest rate is above
theinterestratecap as defined by the Treasury, then thalifired interest rate will remain
in effect for the remainder of the loal.the modified interest rate is below theerest
ratecap, it will remain in effect for five years followed by annual increasesef
percentuntil the interest rate reaches theerestratecap. The modified interest rate will
then be in effect for the remainder of the Ipan

5. If thefront-endDTI target has not been reached, the term or the amortization of the loan
may be extended up to 40 yeaand

6. If thefrontend DTI target has still not been reached, it is recommended that the servicer
forbear principal.lIf there isprincipalforbearancgethen a balloon payment of that amount
is due upon the maturity of the loan, the sale of the property, or the payoffiotetiest
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,
Treasur yo6s a g dolowingfswatistical gichire pf HAMPeemerges. As of
September 1, 2009 there wdr@11 permanent modifications and 362,3d@8itional unique
borrowers were in trial modifications. Only 1.26 percent of HAMP modifications had become
permanent after the acipatedthreemonth 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 permanenilany borrowers in trial modifications are in the process bfrstiing
documentation, and Treasury has provided additional flexibility in the timeline through a two
month extensionit is also important to remember that this is still a new program in auamp
period, and this statistic is preliminary.

The Panel hasot 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 difficulteggisers have in
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assembling completed documentation odoemodi fic
basis!?® delays in servicers submitting data to Treasury; and data quality issues. There is also
significant variation by servicer in terms of the marage of trial modifications & become

permanent after threaonths, an issue discussed below.

As of September 1, 73 percent of the permanent modifications involveeréited
mortgages, with adjustablate mortgages making up 27 percent and a ribigumber of
steprate mortgages. (See Figure XX, below.)

Figure XX: Pre-Modification Loan Type of Completed HAMP Modifications*?°
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A variety of hardship reasons were given by borrowers when requesting the
modi fications. By far the most common was fAc
percent of borrowers and reflects reduced employment hours, wages, salaries, comrargsions,

128 Treasury has authorized an additional month period for assembly for documentation beyond the 3
month trial period.

129 Treasury Mortgge Market Datasupranote XX.
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bonuses. This is distinct from unemployment, reported by eight percent of borrowers. Other
significant categories of hardship reported w
of borrowers, fApayment ad pflb@rowers, ardjlitessofe por t ed
borrower, reported by two percent of borrower
(See FigureXX, below.) It is notable that curtailment of income is the majority hardship basis,

as this implies that general econoroonditions, rather than mortgage rate resets on subprime or
paymentoption or interesonly 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°
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For the modifications that have become official, the median (mean)énehDTI
declined 31 (34) percent, froab.1 (47.2) percent to 31.1 (31.1) percent, in line with the
programbébs goal . -Erid ©TI mto dieclaned 41 (82 peencent frona68.8
(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 PostHAMP
Modifications

130 Treasury Mortgage Market Datsypranote XX.
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The reduction in DTl in HAMP modifications was achieved almost exclusively through
reductions in interest rate, rather than term extensions or principal reductions. Median (mean)
interest rates were droppby 4.25 (4.65) percentage points, from35(8.58) 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 PostHAMP Modifications **2

131 Treasury Mortgage Market Datsypranote XX.
132 Treasury Mortgage Market Datsypranote XX.
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Term extensions were de minimis; the median (mean) term remaining before
modification was 330 (337) months, and aftéhr@emonth trial period, the median (mean) term
remaining was 338 (364) months, indicatangiedian (mean) term extension of five manth
(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 betweestathief 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 oetification, the amortization period was
342(369) months. (See Figure XX, belowlhe 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 amortizatimmrardecreases.

Figure XX: Term and Amortization Periods for Permanent HAMP Modifications™*®

133 Treasury Mortgage Market Datsypranote XX.
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Principal forbearance was rare and priatiorgiveness rarer still. Two hundred sixty
onepermanent modifications (15 percent of total) had principal forborne, while only 5 (less than
one percent of total) had principal forgiveWwhen calculated based on all permanent
modifications, he median (mean) amount of principal forborne was zerd38%8), and the
median (mean) amount of princigargiven was zero ($170.89). When calculated only for the
modifications with principaforbearance, however, the median (mean) amount forborne was
$47,367.61 ($61,848.92) or 22 (25) percent of poadlification unpaid principal balance,
implying a sizeable balloon payment at the maturity of the mortgage.

Before modification, the median (mean) LTV was 121 (134) percEfit.(27 percent)
loans had LTV ratios of under 100 percbatoremodification and 29917 percent) had LTV
ratios of under 90 percent before modificatidhModification increased the median and mean
LTV modestly due to capitalization of arrear a
obligations did not increase as the result of mcations. Thus, poshodification, the median
(mean) LTV was 124 (137) percerRostmodification, 424 were calculated as having under 100
percent LTV and 274 with LTVs under 90 perce(8ee Figure XX.)

134 The large number of <90 perddnl'V 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
would.
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Figure XX: Loan-to-Value Ratios Pre and PostHAMP Modifications **°
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The net result of the modifications was that median (mean) monthly principal and interest
payments dropped $500.25 ($598.49), fron$9,43($1,554.14) to $849.31 ($955.65), a 35
(39) percent decline. (See Figure XX, below.) As FegdK shows below, HAMP
modifications resulted in a noticeable decraasaonthly principal and interest payments for
many borrowers, but generally resulted in minimal changes in principal balances.

Figure XX: Monthly Principal & Interest Payment Pre - and PostHAMP Modifications

135 Treasury Mortgage Market Datsypranote XX.
1% Treasury Momjage Market Datagupranote XX.

51



EMBARGOED UNTIL OCTOBER 9, 2009

$1,800

$1,600 $1,554.14

$1,419.43

$1,400 -

$1,200 -

$1,000 $955.65

$849.31

$800 -

$600 -

$400

$200 -

$0 -
Pre-Mod P&I Payment Post-Mod P&I Payment

Bl Mean H Median

e. Meeting Affordability Goal

While the Panel previously questioned whether 31 percentérahDTI was the
appropriate affordability target, a reduction in fremid DTI to 31 percent will undoubtedly
make mortgages much more affordable, and in this regard the HAMP model is sli@aessfu
meeting its affordability goalAs noted bymajor mortgage loan servicdrarry Litton of Litton
Loan ServicingandAllen Jones oBank of Americeat t he Panel 6s forecl osu
hearing, the requirement may need to be lowered, howevassist borrowers in arrearadés.
In particular, it appears that interest rate reductions alone are typically sufficient to make
monthly payments affordable

Possible Restrictions on ModificatianslAMP may be more restricted in its ability to
achieve #ordability through other means. A debate has emerged in the academic literature
about the importance of the obstacles posed®4s to mortgagmodification. An empirical
study by John Patrickuntfound that direct contractual prohibitions on modifica are not
common, although they do occur, and many PSAs are simply v&gliee notable exception is
that virtually every PSA restricts the abilit

1371 itton COP Philadelphia Testimony, supra note XX, & Zongressional Oversight Panel, Testimony
of Senior Vice President for Default Management, Bank of America Home Loans, Allen H.Bbitedelphia
Field Hearing onMortgage Foreclosuresat 5 (Sept. 24, 2009) (online at cop.senate.gov/documents/testimony
092409jones.pdf).

138 Hunt Subprime Contracts Papsupranote XX.
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extended beyond the final maturity date of other$aarthe 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 thatdlability 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 modfications because it removese of theiools 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 endhef the loan.

f. Securitized vs. NorSecuritized

Non-HAMP modification data also indicate that there are significant differences in
modifications between securitized and rs@turitized loansO C C/ Ojoir@ Blortgage Metrics
Reporsfor the firstand £condquartes of 2009 (not covering HAMP modifications) indicate
that while the majority of modifications were on securitized loans, in particular those held in
privatelabel pools (see Figure XX, below), very few loan modifications have involved principa
balance reductions or even principal balance deferrals, and almoshaih@rreductions and
deferralswere on norsecuritized loan$*® (See Figure XX, below.Dut 0f327,5180an
modificationsin the OCC/OTS datim the firsttwo quartes of 2009, mly 17,574(5.4 percent)
involved principabalance reductions. All beightof thosel7,574 principal balance
reductions were on loans held in portfoliGee Figure XX, below.) The otheightare likely
data recording errors.

139 Office of the Comptroller of the Currency and Office of Thrift Supervis®8C and OTS Mortgag
Metrics Report, First Quarter 200@nline at www.occ.treas.gov/ftp/release/200@.pdf) (accessed Oct. 7, 2009)
(hereinafter AOCC and OTS First Quarter Mortgage Repor:
supranote XX.
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Figure XX: Totals of Modifications by Loan Ownership, OCC/OTS Mortgage Metrics Q1

Q2, 2009%°
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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
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A similar discepancy emerges for terextensios. 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 @QTSdata for the first and second
guarters2009,60 percent of portfolio loard9 percent of Fannidae 69 percent of Freddie
Mac, and46 percent of GinnidVlae modifications involved term extensions, but oflgercent
of privatelabel securitization dido. (See Figures XX and XX, belgw! 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 differene, and this may be responsible for some of the differemesléfaultrates:*?

(See Figure XX, below.)

141 The ability to stretch out a term is separate from the ability to stretch out amortization periods and
reduce monthly payments by creating a balloon payment at the end of the mortgage. A term extension produces a
very differentlooking mortgage than an amortization extension alone.

142The data presented in the OCC/OTS Mortgage Metrics Reports has improved steadily from quarter to
guarter and it provides one of the most valuable sources of information on modifications efforenthGu
however, OCC/OTS data does not break down redefaults by type of modification beyond change in payment. Such
data are critical for gaining an understanding of whether the type of modification affects redefaults. The Panel urges
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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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OCC and OTS to uradtake this analysis in future Mortgage Metrics reports, as well as to present redefault rates
beyond 12 months. OCC and OTS First Quarter Mortgage Report, supra note XX; OCC and OTS Second Quarter
Mortgage Reporisupranote XX.
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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
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Notwithstanding the significant PSA constraint on term extensions that means that
HAMP modifications are likely to look quite different from portfolio loan modificatiasswvell
as the evidence from the OCC/OTS Mortgage Metrics Reoresent working paper from the
Federal Reserve Bank of Boston argues that there is no difference itethewdich securitized
and nonsecuritized loans are being modified; both have been modified at exceedingly low
rates™*® Two recent papers disagree with this finding. Professors Anna Gelpern and Adam
Levitin contend that securitization creates obstaddsan workouts that go beyond the formal
contractual language analyzed by HtfftProfessors Tomasz Piskorski, Amit Seru, and Vikram

Vig analyzed data through the first quarter of 2008 and concluded that securitized loans are as

143Manuel Adelino, Kristoper Gerardi, & Paul S. WilleMvhy Donét Lenders Renegoti a
Mortgages? Redefaults, S€lfires, and Securitizatigirederal Reserve Bank of Boston Working Paped Quly
6, 2009) (herein@ines, ARedeSawudrtist,i Satlifon Paper o) .

144 Anna Gelpern & Adam J. LevitilRewriting Frankenstein Contracts: Workout Prohibitions in
Residential Mortgag®8acked Securitie882 Southern California Law Review ___ (forthcoming 2009) (hereinafter
AGel pern & Levitin Frankenstein Contractso).
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much as 32 percent moré&eiy 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 delintfiency.

g. Servicer Rampup Period

Treasury has made significant progress towards its goal of broadesgyarticipation;
however, signed participation agreemetdsot necessarily mean that servicers are fully ready
to participate. The Panel recognizes that HAMP in particular requires a significant technological
infrastructure to monitor modificatior@d servicer payments, and that this infrastructure is not
something that can be created overnight. The infrastructate B low many servicers to
interface with Treasury and Fannie Mae, Treas
use a varietyf software platforms, and the standard servicing platfdistributed by Lender
Processing Services, Indges not have the ability to process modifications. As a result, sven a
of the end of August 2009, servicers still needed to provide-bgindd¢ed data to Treasury,
which slowed the process.

While the Panel is sympathetic to the difficulties in creating the infrastructure for HAMP,
during the rampup period some homeowners who would have qualified for modifications did
not have the opportunityAt this point, however, HAMP is up and runnjrand its ability to
increase the number of modifications depends primarily on servicer staffing constraints and
homeowner participationWhen borrowers contact their servicers, either on their own or with
theassistance 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 transfs and disconnectios the telephondack 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 frastratth the lack of
clear information about MHA during “hadget esti m
Rizzo is the architect of a foreclosure prevention program in Philadelphia that has moved cases
through the pipeline more quickly by requiringppt faceto-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*’

145 Tomasz Piskorski, Amit Seru, & Vikrant Vigecuritization and Distressed Loan Renegotiation:
Evidence from the Subprime Mortgage Cri§lhicago Booth School of Business Research Paper N@2 ¢8ug.
2009) (online at ssrn.com/abstract=1321646) (hereieaf A Pi skor ski , Seru, & Vig Renec¢

146 Congressional Oversight Panel, Testimony of Judge Annette M. Rizzo, Court of Common Pleas, First
Judicial District, Philadelphia County; Philadelphia Mortgage Foreclosure Diversion PrétitdadelphiaField
Hearing on Mortgage Foreclosureat 8183 (Sept. 24, 2009).

147 Id
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Thereis also evidence that eligible borrowers are being denied incorrectly. Eileen
Fitzgeraldchief operatng officer of NeighborWorks America, provided insight into this
problem duri ng her forecosute mitgatioryfield HearingllseFitZgeaatde | 6 s
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 procecamdgorms, and a need for access to
servicerso6 NPV models to assist borrowers and
application may have beendenfé8Tr easury6s new requirement tha
reason for denials to both Treasury and todmeerscould help to alleviate thi%?® Denial codes
can also help protect against discrimination in refinancing. HMDA data from 2008 show that the
61 percent oAfrican-Americanswere turned down for a refinancing, 51 percent of Hispanics
were denied aefinancing, and 32 percent Gaucasiansvere denied™® 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 fat@nguage or education barriers, both of which can be
addressed by trustworthy and reliable housing counselof&easury also plans to create a web
portal to provide information to borrowers and servicers, and is working with Freddie Mac, in
t he GSEOGass rcoolmpl i ance agent, to develop a fAsec
will audit a sample of MHA modification applications that have been déffied.

Performance Variationmong Servicers Substantial variation among servicers in
performance anddsrower experience, as well as inconsistent results in converting trial
modification offers into actual trial modifications, remain significant isstiehrough August
2009, oftheestimated HAMP eligible 60+ day delinquencies, 19 percent were offeakd tri

1481d. Congressional Oversight Panel, Testimony of Chief Operating Officer, NeighborWorks America,
Eileen FitzgeraldField Hearing in Philadelphia on Mortgage Foreclosu(&ept. 24, 2009) (online at
cop.senate.gov/documents/testimd@®2409f i t zger al d. pdf ) (hereinafter AFitzge

149 Section XX, infra;Alexandra Andrewskrustrated Homeowners Turn to Media, ColPi®Publica
(Oct. 1, 2009)onlineat www.propublica.org/ion/bailout/item/frustratbdmeownergurrn-to-mediacourtson-
makinghomeaffordablel 0 1) ( herei nafter fAAndrews Frustrated Homeow

%0 Robert B. Avery, et alThe 2008 HDMA Data: The Mortgage Market during a Turbulent Yearefatd
Reserve Bulletinat 69 (online at www.federalreserve.gov/pubs/bulletin/2009/pdf/hmda08draft.pdf) (accessed Oct.
6, 2009).

*1House Financial Services Committee, Subcommittee on Financial Institutions and Consumer Credit,
Testimony of National Councdf La Raza Legislative Analyst, Graciela Apori#grtgage Lending Reform: A
Comprehensive Review of the American Mortgage Sydem 11, 1009) (online at
www.house.gov/apps/list’/hearing/financialsvcs_dem/aponte031109.pdf).

152\Wheeler Philadelphia Hearirikestimony,supranote XX.
133 Campbell Real Estate Agent Surveypranote XX.
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plans, and 12 percent entered trial modificatifisThe percentage of HAMEIigible

borrowers entering trial modifications varied widely by servicer, from 0 percent to 39 percent.

This means that more than thurds of eligible borrowerpotentiallymissed their opportunity

to avoid foreclosureTreasury is taking steps to increase the number of eligible borrowers who
mayparticipate. On July 28, Treasury officials met with representatives of the 27 servicers
participatingat that time At this meeting, servicers pledgedrioreaséi s i gni fi cant |l y o
at which they were performing modificatiohS. Treasury acknowledges that servicers have a

rampu p p e Seiviocets are still working to incorporate program features in theiesgsand
procedures, adding new progrd¥ requirements a

There has beeronsiderable variation ithenumber of permanent HAMP modifications
by servicey with servicers that have required full documentation before commencing a
modificaion 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 mooiifectdi
assemble full documentation, the Panel is refraining at this point from presenting an analysis of
servicerby-servicer conversion rates from trial to permanent loans. This is an issue that the
Panel plans to reexamine in a future report when nuirest data is available.

Treasury Efforts to Improve Performanda recognition of this concern, Treasury has
prioritized servicer capacity to respond to b
is key to t he ™&urentservier capatity lemain®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 effortexpedite 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 panfmenand
borrower experience, as well as inconsistent results in converting trial
modification offers into actual trial modifications. They called on the servicers to

154U.S. Department of the Treasulaking Home Affordable Program, Servicer Performance Report
through July 2009Aug. 26, 2009) (online at www.treas.gov/press/releases/docs/ttAic_report.pdf).

155 Servicer Performance Repostpranote XX.

1%6.S. Department of Treasurdministration, Servicers Commit to Faster Relief for Struggling
Homeowners through Loan Modificatio@@®ly 29, 2009) (online at financialstability.gov/|até3282009.html).

157 Allison COP Testimony, supra note XX, ab4

138 | etter from Secretaries Geithner and Donovan to Servicers (July 9, 2009) (online at
www.housingwire.com/wqzontent/uploads/2009/07/servidetter.pdf).
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devote substantially more resources to the program in order for it to fully
succeed™

To combat this problem, Treasury has tasked Freddie Mac to conduct readiness reviews
of participating servicers and report the results back to Tred8ury.

Further, Treasury tracks outcomes as an incentive for servicers to scale up their
operations to meet deand. Treasury puldhes monthly statistics on HAMRat track among
other things, how many eligible borroweoswhomeach servicer hasffered a trial
modification and how many have entered trial modificatibtisAdditionally, Treasury is
working to deelop 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 applic&fions.

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 questionnaireo the 14 largest seicers thawvere not yet participating in HAMP? Of the 13
servicers that responded, only two stated thag thdnot 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
more holistic review of income and expenses [as compared to] thedvib$& income versus
primary mortgage debt model . o Anot her Aperfo
impos[ing] afixeddebto-i hcome requirement. o 't Asubtract |
taxes, homeowner so6 i nmslmedzalaneday care expehsesdronitee ut i |
customer's net income. 0

159 Barr Hearing Testimonysupranote XX.
%0 Barr Hearing Testimonysupranote XX.

%11t is not yet known whether the publication of these reports will induce lenders to increase participation.
For example, Bank of America and Well s Fgweakouwnbersbor r owe |
in the first monthly report. H o weauy peniod in impldmentimgthet | d have
program. Servicer Performance Repstpranote XX.

162.S. Department of the Treasulaking Home Affordable Program on PatweOffer Help to Millions
of HomeownergAug. 4, 2009) (online at www.financialstability.gov/latest/tg252.html).

183 surveys were sent to Accredited Home Lenders, American Home Mortgage Servicing, American
General Finance Inc, Citizens Financial Group, Fiftlird Bancorp, HSBC, Home Eq Servicing, ING Bank, Litton
Loan Servicing, PNC Financial Services GroupSovereign Bancorp Inc., SunTrust Banks Inc., and U.S. Bancorp,
Only Accredited Home Lenders failed to provide a response. As of August 13, nine af/tbersdnad either
already signed up to participate in the program or were in the process of signing contracts to participate. Surveys
Sent by the Panel to Various Loan Servicers (June 30,
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The guestionnaire 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 ahtrial periods. One servicer suggested amending documentation requirements
At o mirr orowcedworke nt b p°hAsemicer. 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 serviec
including collection of documents, was 10 to 12 d4ys.

Another perceived barrier to full participation is the concern that the program details
continue to change. e s e r v i cgeing clarifidat®rts offiandnadditions to, the
requirements and guidelines issued by the Treasury and its agents, Fannie Mae and Freddie
Mac®dnother stated that Athe ongoing evolutio
presated challenges (for example, [the] ability to timely recruit, hire, and train staff for
functions that a% 8oms seivitels repoeted that it ak substastidl) . o
manpower to implement the required system chatffesmong the other peréeed 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 requiremen

Treasury has made substantial progress towards reaching its projection of having 90
percent of HAMP eligible mortgage debt serviced by participating servimgrejoreefforts are
needed before significant percentages of eligible borrorgersvemodifications’®® 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 possiblguickly as possible.

i. Prospects for LongTerm Effectiveness

The program is completely dependent upon servicggeoiadeadequate capacity and
guality in order to make HAMP a success. Therefore, it is important to consider the longer term
prospectdor servicers to prode that quality and capacity in evaluating the longer term outlook
for HAMP.

184 Survey of Lenderssupra note XX
1% survey of Lenderssupranote XX.
1% survey of Lenderssupranote XX.
87 Survey of Lenderssupranote XX.
18 Survey of Lenderssupranote XX.

%9t is possible that a significant number of HAMP eligible borrowers are receiving modificatiamgthro
servi cEEAMB poogr ams. Treasury, possibly through Freddi
analyze this set of modifications, as it does for HAMP modifications.
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HAMP relies on mortgage servicers to perform the modifications. Residential mortgage
servicers, however, are nmormallyin the modification busines$® 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 dnugapitabnd is cyclic with the
occurrence of severe recessiofrsnormal 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 ¢hwhole, mortgage defaults were historicaiparse 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 farparticularly in light of the lack of demandBecause servicers
did not invest in loss mitigation capacity during boom times, they now lack sufficient loss
mitigation capacity. There is a limited supply of trainedeeignced loss mitigation personnel,
althaugh it is likely that there ammany outof-work underwriters and originations personnel
available,and the standard servicing computer platform lacks the ability to process loan
modifications.

For HAMP to succeedhe entire servicing industry has hadshift into a new line of
business. To incentivize this business model transformation, HAMP offers servicers payments

for every modified mortgage. This incentive
compersation, which is supposed to cover appropriate loss mitigafiothis point, the
transitonandré ool i ng period should be over and servi

expected to be operating at capacity.
J. Incentive Payment Sufficiency

Incenive paymentsnight be insufficient to offset other servicer incentives that push for
foreclosure even when modification increases the net present value of th& I8amoted by
Deborah Gol db dareglosard mitigdtian fidkldenen ligisdare many incentives
for servicers to continue moving a | oaMf? towar
Servicers typically purase mortgage servicing rights (MSRsr an upfront payment based on

0 contrast, the commercial mortgage servicing market is designecheitteed for loan modifications
in mind. Gelpern & Levitin Frankenstein Contracts, supra note XX.

"1 Senate Committee on the Judiciary, Testimony of Professor Adam J. Lehdtping Families Save
Their Homes: The Role of Bankruptcy Lai0th Cong., at 1(Nov. 19, 2008) (online at
www.law.georgetown.edu/faculty/levitin/documents/LevitinSenateJudiciaryTestimony.pdf).

172 Congressional Oversight Panel, Written Testimony of Director, Hurricane Relief Project, National Fair
Housing Alliance, Deborah Goldberghiladelphia Field Hearing on Mortgage Foreclosurgept. 24, 2009)
(online at cop.senate.gov/documents/testimo®409g ol dber g. pdf ) (hereinafter AGol d
Testi monyo).
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the outstanding principal balance of the loansit he servicing portfolio.
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 B-50 basis points per annum of the outstanding principal balance of the loans in the
portfolio andgets paid before investors in the mortgages are paid.

Servicers are obligated to advance monthly payments of principal and interest on
def aultedvioang &dédsancesodo) to investors unti/l
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 abéxdweer 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 rang@4fi@nths in
most parts of the country, servicers hasignificant timevalue costs in making servicing
advances, patrticularly if they lack lesost funding sources like a depositary base or access to
the Feder al Reserveods Discount Wi ndow.

Because servicers prepay for their MSRs, their profitability depemgsepayment
speeds and maintaining low operations costs. Most servicers hedge their prepayneitieisk
extent it is an interesate risk. Some also hedge against prepayment speeds due to default risk
through buying credit default swap protectionether their particular portfolios or on indices
like the ABX. Servicers, however, are unable to hedge against servicing costs effectively, and
foreclosures impose significant operaaboosts on servicers.

Consider a servicer that receives 37.5%psints per year on a mortgage loan with an
unpaid principal balance of $200,000. The servicer might have paid $1,000 to acquire the MSR
for that | oan. The servi ceThéservieenwilluhanaddsee r vi c i
this a muchmore nodest amount of float income from investing the mortgage payments during
the period between when the homeowner pays the servicer, and the servicer is required to remit
the funds to the investors. This income might amount te$¥20per year. A typical p®rming
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 andbeffinvolved as well as the cost of servicing advari€es.
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 investaitsvhich can instead be retained by

173 piskorski, Seru, & Vig Renegotiation Paper, supra note XX.
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servicers, such as late fees and propmdintenancéees Thus foreclosure can not only cut
losses, but it can be an affirmative profit cerifér.

In contrast, if the servicer modifies the defaulted loan, the semvitiestill 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;80Bave no opportunity to levy additional fees,

and will assume a risk that thesdll be aredefault whi ch wi | | addalteo t he s
and operations costs. While the precise calculations of servicers in these circumstances are not
known, there is a strong inference tlfat servi

investors in the mortgagetdeed, private mortgage insurers, who bear the first loss on defaults
on insured loans making them like investofishave recentlgxpressed sufficient concern about
servicer loss mitigation practices that they have iedish inserting personnel into servicing
companies to supervise loss mitigatioh.

HAMP provides servicers with taxpayer funded modification incentive payments in
addition to their preexisting contractual payments from investors in order to enceeraigers
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 servicg$AMP provides additiorlataxpayerfunded compensation for
servicers to perform the same services. The goal of this extra compensation is to make the
servicersodo incentives |l ook |like those of a po
incentive misalignments thancourage 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 estimatesHAMP incentive payments more than cover the cost of fivrations
excluding overhealf” The incentive payment amois might still be insufficienthowever, to
counterbalance servicersod incentive to pursue
in a loss mitigation business that is unlikely tedéongterm value:”® Moreover, given the
limited supply of modification specialist&’ho 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 fily understood, and this presents a challenge for any attempt to craft an
incentivebased modification program.

1" K atherine M. Porteylisbehavior and Mistake in Bankruptcy Mortgage ClaiB% Texas Law Review
121, 12728 (2008).

1% Joseph Masorlortgage Loan Modification: Promises and PitfalBSRN Working Paper Series (Oct.
3, 2007) (online at papers.ssrn.com/sa@phrs.cfm?abstract _id=1027470).

®Harry Terris and Kate Berrpipeling American Banker vol. 174, no. 163 (Aug. 27, 2009).
17 piskorski, Seru, & Vig Renegotiation Paper, supra note XX.

178 Redefaults, Sel€ures, and Securitization Paper, supra note XX.
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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 defaudt® 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 esult in extremely v interestratesand negative equity. The
combination means that HAMP modified loans, to the extent they dedefault are unlikely
to be refinanced. First, HAMP modified loans have interest rates that are initially so low it is
unlikely that the baower could find a lower interest rat€. 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, JPMorgabhase has reduced interestes in some modifications so they
arejust enough to cover its servicing fee, but left principal balances untotfthkmhdifications
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 servicemight not be the optimal
modification for the homeowner or the investors. Thus while HAMP is aimed at correcting
misaligned incentive problems, it might actually agerect and result in sutyptimaly
structured modifications.

The benefiHAMP could povide to servicers in the form of increased MSR values is
tempered by the risk that servicers assume on arémbafiault A defaulted loan is worse than a
prepayment in terms of MSR value, because not only is the principal balance of the trust
reduced, buthe servicer must make servicing advances of principal and interest until the
property is sold from the trust, either at a foreclosure sale to apdiitg or from REO. While
servicing advances are reimbursable, no interest is paid on them, resuétiinevalue loss
for the servicer. The timealue 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

9Under the terms of HAMP modification, interest rates are tied to the Freddie Mac Primary Mortgage
Market Survey rate (market rate) on the date that the modification agreement was prepared. If the modified rate is
below the market rate on this date, thedified rate is fixed for the first five years. In the six year, the modified rate
may increase up to one percentage point annually until it reaches the market rate listed in the modification
agreement. If the modified rate equaled or exceeded the mat&athen the modification agreement was prepared,
the modified rate is fixed for the life of the loan.

180 Mike GreggoryChase Serves ltself First in Mortgage Modifications; MBS Bond Holders Up in ARMs
Financial Times (July 27, 2009) (online at www.ft.dems/s/2/a6f6db88aeel1de8c3400144feabdcO.html).

68



EMBARGOED UNTIL OCTOBER 9, 2009

HAMP payments may well offset the costretiefaultrisk for servicers, in addition to the
costs of modification, which are estimated in the $1,000 rHtigEhis raises the question of
why servicers are not engaged in more modifications. The ansayesimply be a capacity
constraint, but another consideration is that it is difficult for servicers to deteemarge
whether a loan willedefaultpostmodification and thus figure out the net benefit of
modification’®? If servicers do not believe thatodifications as a whole are sustainable, they
will be reluctant to engage in them beyond the likely sustainable ones they carpitierry
Again, HAMP is designed to address servicer reluctance to engage in modifications through
incentive payments, btitis 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. ceesvinay 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. Ensuritigat 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 ensuhat the capacity issue is resolved.

One possible solution to the ptein of servicer incentives or capacity constraints is to
provide supplemental capacity, such as contracting with-garty originators to modify the
loans as if they were underwriting new loans. Loan modification is essentially loan
underwriting, whichs not where servicer talents and expertise lie. While there are coordination
and privacy issues involved with utilizing thigarty originators for modifications, itld-party
originatorscould provide a 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 ipahforbearance 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 contrdf> Many servicers and securitization trustees are therefore reviewing
the trust documents ttetermine 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 servicerds serv

181 piskorski, Seru, & Vig Renegotiation Paper, supra note XX.
182 Redefaults, Sel€ures, and Securitization Paper, supra note XX.

183.S. Department of the TreasuBSypplemental Documentation FAQ@sig. 19 2009) (online at
www.hmpadmin.com/portal/docs/hamp_servicer/hampfags.pdf). These two directives can be seen as inconsistent.
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3. Second LienProgram

One component of HAMP is the Second Lien Progré@mginally released in mid
Februarythe plan to assist homeowners included an initiabMewer monthly mortgage
paymentsputit failed to address in detail a related issue that threatensltotroubled
borrowers: second lien$reasury states thas many as 50 percent ofregk mortgages also
have second lien$* Second liens can interfere with the success of loan modification programs
for threereasons. First, modifying the firstlienmayot r educe homeowner sodo t
mortgage payments to an affordable level if the second mortgage remainsified'®> While
some homeowners might be able to afford a modified first mortgage payment, a second
unmodified mortgage payment can make miynthortgage payments unaffordable, increasing
redefaultrisk.’®® 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 tathe refinanced mortgage. Second liens, therefore, have the potential to hinder or
prevent efforts to refinance a first mortgdfje Third, second liens also increase the negative
equity that can contribute to subsequeatefauls.

Treasury establisheti¢ 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
T equaling up to 50 percent of HAMP participants; and (2) to maximizeimahce the
effectiveness of r e a sfitstligndnsdification program®

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
associatedecond lien by modifjag or extinguishing the second Ii&fi. Accordingly, Treasury

18 MHAP Update supranote XX Senate Committee on Banking, Housing, and Urban Affairitten
Testimony of Senior Advisor fdvlortgage Finance, U.S. Department of Housing and Urban Development, William
Apgar, Preserving Homeownership: Progress Needed to Prevent ForeclqSuigd 6, 2009) (online at
www. hud.gov/offices/cir/test090716.cjm ( her ei naft er A A pguseTesBmonyaotDaveTe st i mony
Stevenssupranote XX.

Although HAMP reduces mortgage payments to 31 perc
payments on junior liens are not included in that calculation.

18 MHAP Update supranote XX, at 1.

187 MHAP Update supranote XX, at 1. The Panel addressed the complexities and challenges caused by
junior liens in its March Oversight Report. The Panel noted that there are multiple mortgages on many properties,
and that across a range of mortgage products, many sewotghges were originated entirely separately from the
first mortgage and often without the knowledge of the first mortgagee. In addition, millions of homeowners took on
second mortgages, often as home equity lines of credit. Since those debts afsweeticet home, they must be
dealt with in any viable refinancing effor€COP March Oversight Repogupranote XX.

18 MHAP Update supranote XX, at 1.

189.S. Department of Housing & Urban Developmétrepared Remarks for Secretary of Housing and
Urban Development Shaun Donovan at the Mortgage Bankers Association National Policy Confapen2d,
2009) (online at www.hud.gov/news/speeches/20029.cfm); MHAP Updatesupranote XX, at 4.
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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 termalkaedntad

with the borrower:®™® 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 Prografccording to the Second Lien Programdglines, the

amount of funds available wild.l be capped base
Agreemen(SPA)** Tr easury will formulate each service
by festimating the number of modifications and extinguishts expected to be performed by

each servicerduring the life of HAMP'*? Second lien modification does not go into effect

fiuntil the first lien modification becomes effective under HAM&)d the borrower has made

each second lien trial period payméhy the end of the month in which it is def@®

The Second Lien Program has seveliibility factors First,only second liens
originated on or before January 1, 208@ eligible for a modificatio or extinguishment under
this rogram*®** 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 IfnsThird, borrowers caparticipate in the
program provided thahey havdully executeda Second Lien Program modification agreement
or entered into &rial period planwith the servicer bfpecember 31, 2019°

During his testimony before the Senate Committee on Banking, HoasiddJrban
Affairs in July, Assistant Secretary of the Treasury for Financial Stability Herb Allison noted
that the five banks thaiggregatelyaccount for over 80 percentibfe second liensre in
negotiationgo participate in the Second Lien Prograth

The Second Lien Program also contairfipay-for-succesgstructure similar to the first
lien modification program. Servicers can be paid $50€am for a successful modification

19 MHAP Update supranote XX, at 4.

11 SLMP Supplemental Directéy supra note XX.

1921d. 1t should be noted th&upplemental Directive 095 provides guidance to servicers for

implementation of the Second Lien Program for second liens that are not owned or guaranteed by Fannie Mae or
Freddie Mad thatis,sec al ham@SBE second | iens. 0 The Directive expli
owned or guaranteed by Fannie Mae or Freddie Mac to refer to the Second Lien Program guidance provided by

those entities.

1931d. A trial period is not required if a borrowisrcurrent on the existing second lien and the current

payment amount is equal to or more then the monthly payment that will be due following the second lien
modification.

194 Id
195 Id

196 Id

197 Allison Senate Testimony, supra note XX.
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and then receive successive payments of $250 per year for three s@adggthat the
modified first loan remains curreht® If borrowers remain current on their modified first loan,
they can receive payments of up to $250 per year for as many as fivé*yetis means that
borrowers could receive as much as $1,250 fddmggpayments on time. These borrower
incentives would be directed at paying down the principal on the first mortgage, helping
borrowes build equity in thé& home?®°

Theprogram gives participating servicers two options: (1) redhaceowerpayments; or
(2) extinguish the I|ien. The servisoegands deci
the financial information provided by the borrower in conjunction with the HAMP
modification?®*

Under the first option, the MHA Program will shavéh lendes the cost of reducing
second mortgage paynts for homeowner8? For amortizing loans (loans with monthly
payments of interest and principalyeasury shares the cost of reducing the interest rate on the
second mortgage to opercent® The servicer reducebe 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 firsCfidn.turn, Treasury pays
the sericer the incentive and success fees for making the modification, plasheagnder half
the difference between the interest rate on the first lien and one p&rcEot.interesonly
loans, MHA shargthe cost of reducing the interest rate on the scoortgage tdwo
percent® 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 lier®” Treasury paythe servicer an amount equaltalf of the difference
between (ajhe lower of the contract rate on the second lien and the interest rate on the first lien
as modifiedand (b)two percent®® For both amortizing and intereshly loans that have been
modified, the interest rate rises after five years, just as happens under HAMP. At iesdfive

1% SLMP Supplemental Directive, supra note XX.

199 MHAP Update supranote XX, at 3; SLMP Supplemental Directive, supra note XX.
20 MHAP Update supranote XX, at 3; SLMP Supplemental Directive, supra note XX.
20151 MP Supplemental Directive, supra note XX.

22MHAP Updatesupranote XX, at 3;SLMP Supplemental Directive, supra note XX.
23 MHAP Update supranote XX, at 2; SLMP Supplemental Directive, supra note XX.
24 MHAP Update supranote XX, at 2; SLMP Supplemental Directive, supra note XX.
25 MHAP Update supranote XX, at 2; SLMP Supplemental Directive, supra note XX.
28 MHAP Update supranote XX, at 2; SLMP Supplemental Directive, supra note XX.
27" MHAP Update supranote XX, at 23; SLMP Supplemental Directive, supra note XX.
28 MHAP Update supranote XX, at 23; SLMP Supplemental Directive, supra note XX.
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mark, the interest rate in the Second LiengPam increases to the rate trabeing charged at
that time on the modified first mortgagf¥.

As an alternative to nifying the second lien, lenders/investors have the option to
extinguish second liens in exchange for a lesum payment from Treasury under a-pe¢
formula?*® While eligible first lien modifications will not require any participation by second
lien holcers, theeincentives to extinguish second liens oarls modified under the programre
intendedto reduce thé o r r oaowerall iddebtedness and improve loan performahc@his
option is intended to all ow s aishmenttothei en hol de
borrowers where ext i ngid?iSerticerswiltbe éligibletoagesdive appr o p
compensation when they contact second lien holders and extinguish valid junior liens (according
to a schedule formulated by Treasury, dependimmibon combined loato-value)*®
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 secorfd“i€or example, for loans
that are more than 180 daysspdue at the time of modification, the lender/investor will be paid
three cents per dollar extinguish@d.For loans less than 180 days past due, Treasury will pay
second lien holders a specified amount for each dollar of unpaid principal balance
extingushed*'®

Theprogram s not yetoperationaltherefore 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 noS#@ndLien Program will be able to eliminate
the significant obstacle that second liens can present to loan modification.

4. Home Price Decline Protection Program

Building onideas fronthe FDIC,Treasuryhas 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 pricés.

29\MHAP Update supranote XX, at 23; SLMP Supplemental Directive, supra note XX.
20 MHAP Update supranote XX, at 2.

ZILMHA March Update, supra note XX, attb

22 MHAP Update supranote XX, at 3

Z3MHA March Update, supra note XX, attb

Z4MHA March Update, supra note XX; SLMP Supplemental Directive, supra note XX.
Z5MHAP Update supranote XX, at 3; SLMP Supplemental Directive, supra note XX.
28 MHAP Update supranote XX, at 3; SLMP Supplemett@irective, supra note XX.

ZTHAMP Supplemental Directivesupranote XX; Allison Senate Testimony, supra note XX.
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Treasur yo6s a rfdrtheHomePrioe Declp Rrotgetors (BPDP) is to
encouragéHAMP modifications in areas where homes have lost the most. vildees this by
working to alleviate mortgage holder/investor concerns that recent home price declines may
persist andioffset any incremental colla@rlosses on modifications thao not succeed*®
Lenders may be more willing to offer modifications if potential losses are partially covered.

There are severédctors relating t¢HPDP eligibility. First, all HAMP loan
modifications begun after Septeattl, 2009 are eligible for HPDP paymefit§ As of
September 1, HPDP payments became operationatargincluded in NPV calculation€®
Treasury has made clear that no incentives will be provided if: (1) the servicer has not entered
into aHAMP Servicer Participation Agreement; (2) the borrower did not successfully complete
the trial period and execute a HAMP modification agreement; or (3) the HAMP
modi fication did not reduce the bsixpercenfr 6s mo
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
the borrower pays othe mortgage loahalancen full.?** Second, magage loans that are
owned or guaranteed by Fannie Mae or Freddie Mac are not eligible for HPDP incentive
compensatio®>

Program incentive payments are based upon the total number of modified loans that
successfully complete the modification trial peraodl remain inthe HAMP program The
HPDP incentive is structured as a simple cash payment on all eligibléfdafmch successful
loan modification will be eligible forrmsHPDP incentive, up to a total cap for HPDP incentives
of $10 billion (from the $5®illion designated for HAMRising TARP fundiny but the actual
amount spent wilbe dependent updrousing price trends> Upon the completion of a
successful trial modification, the lender/investor accrues 1/24th of the HPDP incentive per
month, for 24months®?® Incentive payments are calculated based on a Treasury formula

Z8House Testimony of Dave Stevesapranote XX

219.S. Department of the Treasuffyeasury Announces Home Price Decline Protection Incesti
(July31, 2009) (online at www.financialstability.gov/latest/tg 07312009.html).

220 Barr Hearing Testimonysupra note XX.
ZLHAMP Supplemental Directivesupranote XX.
22 HAMP Supplemental Directivesupranote XX.
22 HAMP Supplemental Directivesupranote XX.
224 MHA March Updatesupranote at 5.

25 MHA May Update supranote XX. According to the HPDP guidelines, the amount of funds available
to pay HPDP will be capped based upon each serviceros
each servicerds initial p r onymbarrof nodificationcekpectied toben cap by e
performed by each servicer during the life of HAMRAMP Supplemental Directivesupranote XX.

226 MHA May Update supranote XX.
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incorporatingan estimate of the projected home price decline over the next year based on

changesn average local market home prices over the two previous quarters, the unpaidlbprincip
balance of the mortgage loan prior to HAMP modification, and the-toamarket loarto-value

ratio of the mortgage loan prior to HAMP modificati@n. Incentives are to be paid on the first

and secongear anniversariesofh e b or r o w e ymérg dué date snder HAMPE dn p a

ot her words, the incentive payments on al/l mo
collateral loss on those®®modifications that d

Because the program became active quite recently, performanaeaelata available.
Treasury has not specified the numbeloahsit estimates will beoveredoy HPDP. All loans
eligible for HPDP payments are also covered by incentive payments under the first lien program.
As the Government Accountability Offig€&AQO) has notedoans requiring a mandatory
modification under the first lien program would nonetheless be eligibkdftitionalpaymens
under this prograrfi° Treasury has not offered any estimates of the incremental modifications
created by this progmi that is to saythe number ofenders who agree to participate only
because of the additional coverage against losses available through the HPDP, plogrdre
number of nonrmandatory modificationthatlenders may be willing to make because ef th
additional protection against losses. Without such informatiagunclear why the program
should provide additional payments for modifications that would have been made anyway.

5. Foreclosure Alternatives Program (FAP)

Treasury has also developediaitiative to limit the impact of foreclosure when loan
modifications cannot be performed. On Maly Treasury Secretayeithner andHUD
Secretary Donovan announced new details on the Foreclosure Alternatives Program, an
additional MHA program to helpomeowners facing foreclosureinder theFAP, Treasury will
provide servicers with incentives to pursue alternatives to foreclosures, such as short sales or the
taking of deedsn-lieu of foreclosuré>! 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 thels@overs the remaining balanae the mortgage. The borrower must
list and atively market the home at its fair valéfé and the sales transaction must be conducted

22T HAMP Supplemental Directivesupranote XX.

228 HAMP Supplemental DirectivesupranoteXX; Secretaries Geithner, Donovan Announcemsumpra
note XX.

22 gecretaries Geithner, Donovan Announcengupranote XX.
#0GAO HAMP Report, supra note XX, at 23.
1 MHA March Update, supra note XX.

%32 The servicer will independently establish both propealue and the minimum acceptable net return on
the property, and will notify the borrower of an acceptable list price and any permissible price reductions. The price
can be determined based on one of two factors: (1) a property appraisal, or (2)name broker price opinions
dated within 120 days of the short sale agreemi{A May Update,supranote XX.
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at armslength, with all proceeds after selling costs going towards the discounted mortgage
payoff >3 If the borrower lists and actively markets the home but is unialslell within the
agreedupon time frame, the servicer may resort to a dedtu transaction, where the

borrower voluntarily transfers ownership of the property to the servicer, so long as the title is
unencumbereé?

Since Treasury recognizes that MBIA program will not help every aisk homeowner
or prevent all forecl osur eFAPIstD assistIsomaown@rs pr i ma
who cannot afford to remain in their homesdayeloping an alternative to foreclosure that
results in their sumessful relocatioto an affordable hon&> While short sale andeedin-lieu
may avoid depressing home prices in an individual neighborhood,eabBures do, this may be
offset by the effect of putting more inventory on the broader housing marketérens
already a substantial overhang.

Treasury designed tHeAP to be used in those cases where the borrower is generally
eligible for a MHA loanmaodification, such as having a loan originated before January 1, 2009,
on an owneccupied property in datilt, butdoes not qualify or is unable to maintain payments
during the trial period or modificaticfi® Eligible borrowers can participate until December 31,
2012. Prior to resorting to foreclosure, servicers patrticipating in HAMP must evaluate eligible
borrowers to determine if a short sale is appropfiat&his determination is based on a number
of fadors, 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 juniétdiens,
along with the servicer s f iopedyaregntidiphtedtto t he ne
exceed its recovery through foreclostifelf the servicer determines that a short sale would be
appropriate, the borrower will haat leas90 day$*°to market and sell the property, using a
licensed real estate professional eigreced in selling properties in the vicinf§:. No
foreclosure saleanoccur during thegreeduponmarketing period, provided that the borrower

Z3MHA May Update supranote XX.
24 MHA May Update supranote XX.
25 MHA May Update supranote XX.
238 gecretaries Geithner, Donovan Announcemsnpranote XX; MHA May Update supranote XX.
2" MHA May Update supranote XX.

#38For the property to be sold as a short sale or-itedidu, all junior liens, mortgages or other debts
against the property must benachlleea rbeedl,i eufndl etshsa tt hael Is elrivein
be cleared MHA May Update,supranote XX.

%9 MHA May Update supranote XX.

240 There is a maximum marketing period of one year for the property in order to ensure that steps are being
taken as quickly as psible to complete the short sale and deelieu process. MHA May Update supranote XX.

21 MHA May Update supranote XX.
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is making good faith efforts to sell the propeft§.Servicers are not permitted to charge
borrowers any feefr participating in théAP.?** Participating servicers must comply with
program requirements so long as they do not conflict with contractual agreements with investors.

TheFAP facilitates both short sales and deedsieu by providing incentive paymeanto
borrowers junior-lien holdersand servicers, similar in structure and amount to MHA incentive
payments.Services can receive incentive compensation of up to $1,000 for each successful
completion of a short sale or deiedlieu.*** Borrowers are eligible for a payment of $1,500 in
relocation expenses in order to effectuate short sales andiddelsof foreclosuré*> The
shortsaleagr eement , upon the servicerodés option, may
agrees tgideed the property to the servicer in exchange for a release from the debt if the property
does not selithin the time specified in the Agreement or any extension théf&bin such
cases, the borrower agrees to vacate the property within 30 days amgeufoomancereceives
$1,500 from Treasury to assist with relocation cé¥tsIreasury 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 tidsution of $1,00F*® Payments are made upon the
successful completion of a short sale or dieelicu.

The Program also contains a streamlipeatess for completing short sale transactions
Treasury will provide standardized documentation, includisigprt sale agreement and aoffer
acceptanceetter, which will outline marketing terms, the rights and responsibilities of all parties,
and identify timeframes for performant®. With the use obtandardizedlocuments, Treasury
expects that the compléyiof these transactions will be minimized, increasing the number of
short sale transaction®ther program features include limits on commission reductions.

Theremainingdetails of the program are still being finalized, and Treaplans to
announce temoncethey are complete@® Treasury has also not announced the number of
borrowers it anticipates will be assisted under FAP.

6. HOPE for Homeowners

242 MHA May Update supranote XX.
23 MHA May Update supranote XX.
244 MHA May Update supranote XX.
245 MHA March Update, supra note XXHA May Update supranote XX.
2 MHA May Update supranote XX.

24T MHA May Update supranote XX. This amount is in addition to any funds the servicer may provide to
the borrower.

248 MHA May Update supranote XX.
249 MHA May Update supranote XX.

#0HouseTestimony of Dave Stevensypranote XX.
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HOPE for Homeowners is part of the Housing andnéouc Recovery Act of 2008
(HERA), signed into lavin July 2008%** It is intended to help borrowers who are having
difficulty making payments on their mortgages, Wio can afford an FHAnsured loarby
refinancing the borrower into an FHA la&tf The progranalsodirectly addresssthe problem
of underwéer mortgages byequiring reduction ihe principabalanceof the loar?? 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 fundimgfortunately, it has rdhlittle impact
thus far

HUD announced the original program details in October 2008untary for all
participants, it requirelenders to writedown the principal of the maage to 90 percent of the
value of the propert§?* Though the original progm 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 leder will benefit from any equity created as well as future appreciation in the
home. EESA amended the Housing &wdnomicRecovery Act, providing HUD with greater
authority for and borrowers more flexibility under the progrd®evised program detangere
released in Novemb@&008 aimingt o fir educe the program costs
alike while also expanding eligibility by driving down the borro@enonthly mortgage

#Housing and Economic Recovery Act of 2008, Pub. L. No-289§§ 140104.
%2The purpose of the program is:

(1) to create an FHA program, participation in which is voluntary on the part of homeowners
andexisting loan holders to insure refinanced loans for distressed borrowers to suppert long
term, sustainable homeownership; (2) to allow homeowners to avoid foreclosure by reducing
the principal balance outstanding, and interest rate charged, on thejjagest (3) to help
stabilize and provide confidence in mortgage markets by bringing transparency to the value of
assets based on mortgage assets; (4) to target mortgage assistance under this section to
homeowners for their principal residence; (5) to enbatihe administrative capacity of the
FHA to carry out its expanded role under the HOPE for Homeowners Program; (6) to ensure
the HOPE for Homeowners Program remains in effect only for as long as is necessary to
provide stability to the housing markend (7) to provide servicers of delinquent mortgages
with additional methods and approaches to avoid foreclosure.

12 U.S.C. § 171523(b). The mortgage must have been taken out prior to January 1, 2008, all information on the
original mortgage must be #uand the homeowner must not have been convicted of ftdud.

23\White House Office of Press SecretaPyesident Obama Signs the Helping Families Save Their Homes
Act and the Fraud Enforcement and Recovery(®ety 20, 2009) (online at
www.whitehouse.g@'the_press_office/Reforrfer-AmericanHomeownersandConsumersresiderfObama
Signsthe-HelpingFamiliesSavetheir-HomesAct-andthe-FraudEnforcementandRecoveryAct/); Jessica
Holzer,Dispute With Banks Continues To Dog U.S. Mortgage Relief Proghtath Street Journal (Sept. 23, 2009)
(online at online.wsj.com/article/BT0O-20090923709566.html).

#4U.S. Department of Housing and Urban Developmigatt Sheet: Hope for Homeowners to Provide
Additional Mortgage Assistance to Struggling Homeow(@eeessed Oct. 6, 2009) (online at
www.hud.gov/hopeforhomeowners/pressfactsheet.cfm).
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p a y me’® Armongother things, these changes increased the LTV ratiaZgp8@6cent and
all owed lenders to extend®t he loands term fro

A unique feature of HOPE for Homeowners is that participating homeowners are
required to share with FHA both the equity created abéggnning of the new mortgaged a
portion of the future appreciation in the hoAi&.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 afpa®@nt split between the FHA and
the homeowne?>® 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?*° If there is no equity or appredian in the home when the homeowner sells or
refinances, the homeowner is not required to pay anything to®HA.

TheHelping Families Save Their Homes Act of 2G0&her amended the program in
May 2009°®* An impetus for the amendments was the low participation in the prd§fam.
Senator Dodd explaingtatfiwhile the intentions for the bill were high, the reality is, the bill
didndét even come close to achieviing wtPlué dgoal s
This bill added two incentives for servicers to participate in the program. Prior to this, there had

#51.S. Department of Housing and Urban DevelopmBash Administration Announces Flexibility for
AHope f or Ho me aNon &% 20@8) (fhline at wvawmhud.gov/newsdase.cfm?content=pro8
178.cfm).

#.S. Department of Housing and Urban DevelopmBash Administration Announces Flexibility for
AHope f or Ho me gdNow &% 20@8) (fhline g wvawnhud.gov/news/release.cfm?content=pr08
178.cfm).

%7pyb. L. No. 10-289 § 257(k). Equity sharing is a little known financing method by which a non
resident investor provides capital and receives a portion of any equity in the home. The bottom line in equity
sharing is appreciation; if the home does not appreciatdue Mhen the nonesident investor will receive no
benefit from the arrangemenitd.

2581.S. Department of Housing and Urban DevelopmBasic Consumer Facts about the HOPE for
Homeowners PrograrfOct. 2, 2008)online at www.hud.gov/hopeforhomeownersisomerfactsheet.cfm). HUD
provides an example of how this will work. For a home currently worth $200,000, the mortgage would be written
down to $180,000, providing the homeowner with $20,000 equity. If the homeowner sold or refinanced within one
year, te or she would have to pay 100 percent of the equity received, or all $20,000 to FHA. If the home were sold
or refinanced in the second year, the FHA received 90 percent of the equity, or $18,000. The percentages decrease
by 10 percent a year, until thégrel out after year 5 at 50 percent shared.

29.S. Department of Housing and Urban DevelopmBasic Consumer Facts about the HOPE for
Homeowners ProgrartOct. 2, 2008)online at www.hud.gov/hopeforhomeowners/consumerfactsheet.cfm). In the
example imote XX [118]supra if the homeowner sold the home for $250,000 at any point in the future, FHA
would receive $25,000 of the $50,000 appreciation in the home.

20 Federal Housing Administratior{fOPE for Homeowners Equity Sharitaccessed Oct. 6, 2009)
(online at www.fha.com/hope_for_homeowners_equity.cfm).

*'pyb. L. No. 11422 § 202.
%2 Comments of Senator Harry Ref@iongressional Recoril Senate: S518@May 6, 2009).
23 Comments of Chris Doddongressional Record Senate S5003 (May 1, 2009).

79



EMBARGOED UNTIL OCTOBER 9, 2009

been no incentive written into the law for servicer participation. The Helping Families Save
Their Homes Act added incentive payments teisers. These incentive payments closely
approximate MHA incentive paymerfs. The incentive paymentre funded through TARE®

Second, the appreciatigtaring structure was changed: HUD must now share with first
or second lien holders the future appatioin 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 shaf& The lien holders do not, however, receive a portion of the equity
sharirg. The appreciation sharing could be an incentive to lenders otherwise wary of writing
down the principal of the loanThis compensation to second lien holders could also be crucial to
the success of the program. Second lien holders are often thegpdknt in mortgage
modifications, and providing them with a share of future appreciation in the ¢mrite
incentvize themto agree to the modificationWithout direct financial incentives, lenders had
limited reasons to participate in the programgasionstrated by the lack pérticipation.

Because the loans are underwater, junior lien hektterout of the money and only stand to gain
by holding out until prices increase, absent incentivesjitieet incentive payments and
appreciation sharingnaydraw 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 concumeto MHA, it has seen little success. It is doubtful
whether this goal will be reached. By January 24, 2009ditlsed 22 loans, and had 442
applications for which the lender intended to approve the borrower for the prifgr&m.
September 23, 2000nly 94 loans had closed, and lenders had stated an intention to approve an
additional 844 applicatiorf$® These numbers do not reflect the program as revised by the May
2009 amendments, as they have not yet been enacted. Though the revised progearolieid b
out soon, HUD has still not reached agreement with large national banks and their regulators
about how much payment will be required to extinguish second?ién$UD still believes that
the program will serve aspécillythese withtoiseednd ni c heo

24pyb. L No. 11122 § 202(a)(11).
25pyb. L. No. 11122 § 202(b).
26 pyp. L. No. 11422 § 202(a)(6)(C).

%71.S. Department of Housing and Urban Developmid@PE for Homeowners Program Monthly
Report to Congres@an. 2009) (online at
portal.hud.gov/portal/page/portal/FHA_Home/lenders/h4h_monthly_reports_to_congress/H4H%20Report%20to%?2
0Congress%20January.pdf). Although HUD is statutorily required to submit monthly reports to Congress on the
progress of the progm, January 2009 appears to be the latest report availdble.

%8 Jessica HolzeDispute With Banks Continues To Dog U.S. Mortgage Relief Prqgiati Street
Journal (Sept. 23, 2009) (online at online.wsj.com/articleB¥F20090923709566.html).

29 Jessia Holzer Dispute With Banks Continues To Dog U.S. Mortgage Relief Prqgiati Street
Journal (Sept. 23, 2009) (online at online.wsj.com/articledB¥20090923709566.html).
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mortgag€e’’® 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$’* Although HUD continues to work ahe program and has plans telaench

the program, it appears unlikely at this time that HOPE for Homeownkrday more than a

minor role inproviding foreclosure relief.

7. Other Federal Efforts Outside of TARP

Whil e the f eder alforeglaswremitigaten efforis ere pmbodmadiim y
MHA or otherwise linked to the MHA program through TARP funding, there are other
complementary federal efforts. The Federal Deposit Insurance Corporation (FDIC) has
establishe@ loan modification programalis a mandatory component of all FDIC residential
mortgageloss har i ng agreements with 2fBetwebnalanearys o f
2008 and early September 2068 FDIC entered into 53 such lesfsaring agreement$®
which cover potential losses on more than $50 billion in loans, including both residential and
commercial mortgages. Many of the losssharing deals involve loans that were originated by
small banks that have since failed; however, some of the loans werdynladger lenders,
including IndyMac and Downey Savings and Lé&hUnder the FDIC Mortgage Loan
Modification Program, delinquent borrowers wieceivedmortgages from those failed banks
may be eligible for a modification.

The FDI Cdisgemeralty guiteasimilar to HAMP. Both programs apply to
residential mortgages that are more than 60 days delingBetit.use a NPV test to determine
the estimated difference between the amount the lender would earn from a foreclosure sale
versusheamount that a loan modification would yield. Both programs use standardized
methodd reducing interest rates, extending the term of the loan, and forbearing printpal

270 jessica HolzeDispute With Banks Continues To Dog U.S. Mortgage Refimjram Wall Street
Journal (Sept. 23, 2009) (online at online.wsj.com/articlefBF20090923709566.html).

271 Jessica HolzeDispute With Banks Continues To Dog U.S. Mortgage Relief Progiat Street
Journal (Sept. 23, 2009) (online at online.wsj.tmticle/BT-CO-20090923709566.html); Statistics provided by
U.S. Department of Housing and Urban Development to the Panel. Interestingly, since June 2009, there are no
applications which lenders have announced an intention to approve. This couldusebegders are waiting for
formal implementation of the May amendments to the program.

22| oss sharing agreements allow the FDIC to sell loans that otherwise would be difficult if not impossible
to unload. Under these agreements, the FDIC agreesto dbvep8e r cent of the acquiring
loans that it buys, up to a specified limit. On losses above the limit, the FDIC agrees to cover 95 percent of the
acquiring bankés | osses.

23 Tami Luhby,FDIC Pushes Mortgage Help for Joble&NNMoney.om (Sept. 11, 2009) (online at
money.cnn.com/2009/09/11/news/economy/forbearance_unemployment/index.htm).

2" Federal Deposit Insurance Corporation discussions with Panel staff, Sept. 10, 2009

275 Binyamin ApplebaumEDIC Seizes Three Banks, Expanding L-&eief Effort, Washington Post (Nov.
22, 2008) (online at www.washingtonpost.comfgym/content/article/2008/11/21/AR2008112104099.html).
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reduce borr ower siforderdadeceeasg theleptm-incomenrans © Not all

of the details of the two programs are the same, thobghinstance, 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 percefit. Also, while theFDIC 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 advctites.

In September 200%he FDIC, as part of its loan modifition program, maden effort to
address the tide of foreclosures caused by rising unemployieatagency said that it was
encouraging banksith which it has entered losharing agreements to consider a temporary
forbearance plan of at least six masfor borrowers whose default is primarily due to
unempl oyment or underempl oyment . AWi th more
or cuts in their paychecks, we believe it is crucial to offer a helping hand to avoid unnecessary
and costly foreclosers , 06 FDI C Chai rman SheiiTlha sBaisr ss arpd vyi
business since foreclosure rarely benefits lenders and would cost the FDIC more money, not

l eds. 0o

It is not <clear whether the FikteSstulsThel oan mo
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 d&mace the data are released, it
should be possible to compare the modification rates under the FDIC program with similar
prograns, such as HAMP.

8. State/Local/Private Sector Initiatives
a. StatelL aw Governs theForeclosureProcess

In addition to the feeral foreclosure mitigation effata number of state, local, and
private sector initiatives asupplementing federal effortState law continues for the most part
to determine when and how an individual t&nsubject tdoreclosure. Mediation, counseling,
and outreach efforts at the state and local $se growing because of the mortgage crisis.

%% Federal Deposit Insurance CorporatiBBIC Loan Modification Progranfonline at
www.fdic.gov/consumers/loans/loanmoBELoanMod.pdf) (accessed Oct. 6, 2009).

" Federal Deposit Insurance CorporatiB®IC Loan Modification Progranonline at
www.fdic.gov/consumers/loans/loanmod/FDICLoanMod.pdf) (accessed Oct. 6, 2009).

278 plexandra Andrews & Emily WittThe Secret Test ThEnsures Lenders Win On Loan Mods
ProPublica (Sept. 15, 2009) (online at www.propublica.org/ion/bailoesélesttestthatensuredenderswin-on-
loarnrmods915).

29 Federal Deposit Insurance CorporatiBB®IC Encourages LosShare Partners to Provide Foearance
to Unemployed BorrowerSept. 11, 2009) (online at www.fdic.gov/news/news/press/2009/pr09167.html).
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State foreclosure laws vary, in many cases witflyMany predate the residential
mortgage industry, let alortee enormous changes that began in the 198bsThere aréoth
judicial and norjudicial ( 0 f t e n ¢ aof-4 & |derefiljsurestate 2®* Judicial foreclosure
requires a lender tobtain court authority to sedl home.The lender must prove that the
mortgages 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 ron+judicial foreclosurga lender simply declares a homeowner in default and
provides him or her with a notice of default and intent to sell the propitgt states treat a
completedsale asfindf’s o t hat t he homeowner smsanddéfgnses han c e
is to ask a court to stop the sale before it occurs; the financial and sometintiesi@ncondition
of the borrowerand his or her potential unfamiliariyith the legal systepmayeffectively
limit that option

States with judicial foreclosuresinadoq or enfoce 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 residenBequiring mortgagees taqvide 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 oktoase$®* And without the mortgage note and other key
documents, it can be difficult to assess the
of debt owed. Disputes over these calculations are comsithe same 2007 study noted,

A Wi t h ouméntatibim, parties cannot verify that the claim is correctly calculated and that it

280 3ohn Rao & Geoff WalslForeclosing a Dream: State Laws Deprive Homeowners of Basic Protections
National Consumer Law Center (Feb. 2009), @r8ine at
www.consumerlaw.org/issues/foreclosure/content/FREp or t 0209 . pdf ) . A statebs for
laid out in its civil procedure code; local variations can exist about the details of aspects of the foreclosure process;
for example a locality might modify the state rules about the time period allowed for parts of the process, the
manner and places for publication of foreclosure notices, and the location of sales of foreclosed pdoperty.

211d. at 8.

22 50me states permit both,caim many cases nendicial procedures include at least of the due process
rights contained in the judicial foreclosure process. In 18 states, mortgages are most commonly foreclosed by
judicial action. The majority of foreclosures occur through judigiatedures, and in 32 states plus the District of
Columbia, the majority of foreclosures occur through-paticial procedure.ld. at 12 13. See also an appendix to
the same repor§urvey of State Foreclosure Lawdational Consumer Law Center (Feb02D(online at
www.consumerlaw.org/issues/foreclosure/content/ForecléRaportCard Survey0209.pdf).

283|n states that do not regard either judicial or-paticial foreclosure sales as immediately final,
borrowers may have a certain period to repurchasgroperty for the amounted owed and the sale only becomes
final when that fAredemptiond period ends.

24 Katherine M. PorterMisbehavior and Mistake in Bankruptcy Mortgage ClaiBiz Texas Law Review
121, 147 (2008).
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reflects only the amounts due under the terms of the note and mortgage and permitted by other
applica®Ble | aw. o

b. Innovative Approaches by States, Localities, and the Rrate 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
foreclosure<® Such moratoria were subsequently upheld by the Supreme €owyith the
number of foreclosuresurrentlyon the rise, many states are revisiting this con®&pt.

Proponents of moratoria argue that they provide an incentive to make modifications, fxy closi
off the possibility of a foreclosure for a long enough period of time that lenders and servicers
will consider other option& while opponents counter that delaying foreclosures simply extends
the crisis and postpones the eventual day of reckdfiing.

251d. at 146.

288 Starting in February 1933 and continuing over the subsequent eighteen monthssaventgtates
imposed moratoria to help address the number of mortgage foreclosures. These states included Arizona, Arkansas,
California, Delaware, Idaho, lllinois, lowansas, Louisiana, Michigan, Minnesota, Mississippi, Montana,
Nebraska, New Hampshire, New York, North Carolina, North Dakota, Ohio, Oklahoma, Oregon, Pennsylvania,
South Carolina, South Dakota, Texas, Vermont, and Wisconsin. Other states made paimaagestto state laws
governing foreclosure by limiting the rights or incentives of lenders to foreclose on mortgaged property. David C.
Wheelock,Changing the Rules: State Mortgage Foreclosure Moratoria During the Great DepreBsideral
Reserve BankfdsSt. Louis Review, at 5735 (Nov./Dec. 2008).

27 The statute was upheld by the United States Supreme Court4rvatb in the caselome Building &
Loan \ABlasdelt 290 U.S. 398 (1934). Thalaisdelldecision has never been explicitly overryladd the
decision has set the stage for current and future mortgage moratoria.

288 1n April 2007, Massachusettsnacted a 360 day foreclosure moratorium. In August 2008, New York
enacted similar legislation requiring lenders to notify borrowers in \graineast 90 days before commencing a
foreclosure actionln North Carolina, Gov. Beverly E. Perdue signed a bill into law on September 6 that allows a
court clerk to postpone a foreclosure hearing for up to 60 days in order to provide homeownerditidtiahtime
to work out a payment plan with their mortgage holder and remain in their home. This legislation goes into law on
October 1. Additionally, on February 20, 2009, California Gov. Arnold Schwarzenegger signed a bill placing a 90
day moratoriunon some, but not all, foreclosures of California homes purchased between January 1, 2003 and
January 1, 2008. It went into effect in late May. Current moratoria, such as these examples, are generally short
term, especially as compared to the 1933 Mionesa s t a-yearmerd@taium. w o

Compared with other recent gtewhtiensngasaes haveobaes , Mar yl an
forceful. In April 2008 Maryland instituted a law that requires al@@ period after default before lenders can file a
foreclosure action, plus a 4fay period between providing notice of a foreclosure notice and selling the property.
Maryland also requires servicers to report data related to their loan modifications to the states; to provide the state
with lists of homeowns with adjustable rate mortgages that will soon reset (to permit targeted outreach efforts to
those individuals); and to respond promptly to homeowners and pursue loss mitigation where possible.

29 3im SiegelOhio House Panel Passes Foreclosure Moratori@olumbus Dispatch (May 13, 2009)
(online at www.dispatchpolitics.com/live/content/local_news/stories/2009/05/13/copy/noforeclosure.ART_ART_05
13-09_B1_ITDRI8L.html?adsec=politics&sid=101).

29 Jeremy Burges&ffects of the Foreclosure Moratorium in Way®eunty Urban Detroit Wholesalers
LLC (Feb. 9, 2009) (online at www.urbandetroitonline.com/detexdt-estate/foreclosurmoratoriumwayne
county/).
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Mediation A borrower and a lender cannot modify a mortgage witboosultation
But servicers are often not equipped to handle the volume of calls they receive. Borrowers
complain that servicers ignore them and that, even whgmréheh someone, repeated requests
for the same information prode only silence. When they catimeach a servicer or call
repeatedly and no one can help, borrowers may give up in frustration, while the servicers may
list the borrower as neresponsive.In other cases, however, borrowers do not even try to have
their mortgages modified, often because they feel financially or emotionally overwh&fmed.

States have increasingly turned to mediatidhe use of a neutral third party to create a
dialogue betwen lender and borrcavi to overcome these obstacfé$.Mandatory mediation
programs requireoth thelender and borrower to participate; in voluntary programs mediation is
triggered only if the borrower chooses. There is a growing consensus that mapdagoams
are more effectivé®®

The Phil adel phia mediation program was f ea
field hearing In April 20082°*the Philadelphia courts created a Residential Mortgage

291 Florida Supreme Court Task Force on Residential Mortgage Foreclosure ErialsReport and
Recommendins on Residential Mortgage Foreclosure Case®7 (Aug. 17, 2009) (online at
www.floridasupremecourt.org/pub_info/documents/Filed1G82009 Foreclosure_Final_Report.pdf).

292|1n New York, mandatory settlement conferences have been instituted ferdsiglsubprime and nen
traditional home loans. In New Jersey, the courts have established mandatory mediation for all cases in which
owneroccupants of homes contest foreclosure actions. In Maine, a pilot project has been established in York
County, undervhich mediation is triggered in foreclosure cases wheretheesvaec upant r esponds t o
complaint. The program is expected to be expanded across the entire state in January. In North Carolina, a new law
requires lenders to describe the efidiiey made to resolve the case voluntarily prior to the foreclosure proceeding.
And voluntary mediation programs have been established in Ohio and Nevada, one of the states most battered by
foreclosures. New Jersey Judiciatydiciary Announces Foreddare Mediation Program to Assist Homeowners at
Risk of Losing Their Homé®ct. 16, 2008) (online at www.judiciary.state.nj.us/pressrel/pr081016c.htm); Maine
Judicial Branch, Homeowner Frequently Asked Questions (online at
www.courts.state.me.us/court_ivservices/foreclosure/home_fag.html) (accessed Oct. 6, 2009); Maine Judicial
Branch, Foreclosure Diversion ProjécYork County Program Pilot Project (online at
www.courts.state.me.us/court_info/services/foreclosure/index.html) (accessed Oct. 6, 2008y dakabovics &
AlonCohenl t 6s Ti me We Tal ked: Mandat or,Cendefar AnseticandProgréssy, t he F
at 42 (June 2009) (online at www.americanprogress.org/issues/2009/06/pdf/foreclosure_mediation.pdf); General
Assembly of NorthCarolina, Session Law 20&87 3 (online at
www.ncga.state.nc.us/Sessions/2009/Bills/Senate/PDF/S974v5.pdf); The Supreme Court of Ohio & The Ohio
Judicial System, Foreclosure Mediation Resources (online at
www.supremecourtofohio.gov/JCS/disputeResolutiorfltrsure/default.asp) (accessed Oct. 6, 2009); Supreme
Court of Nevadakirst Two Mediations Scheduled in Foreclosure Mediation Progfany. 25, 2009) (online at
www.nevadajudiciary.us/index.php/foreclosumediation/47 ifirst-two-mediationsscheduledn-foreclosure
mediationprogram.html).

2931n June 2008, the Connecticut legislature established a statewide voluntary mediation program covering
all one to four-unit owneroccupied properties. The program was initially voluntary; in its first nine months only 34
percent of eligible borrowers obe mediation but they were successful almost 60 percent of the time. The results
led the legislature to act this year to require participation by borrowers.

294 Council of the City of Philadelphia, Resolution No. 080331 (March 27, 2008) (online at
webappgphila.gov/council/attachments/5009.pdf).
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Foreclosure DiversioRilot Program, whichrequerd ficononfFeatethnoerso in all
foreclosure cases involving residential properties with up to four units that were used as the
owner 6s pri.nMahrey irdeesai desnctehat bringing borrower
representatives will foster compromise that is in bofha r tbesteindedests. As Judge Annette
Rizzo, the programb6s Philadel phiatandli tPante,l 6
foreclosure mitigation field hearingOui Program is all about the fateface betwee the lender

and bof% ThevRhifadelphia program has been hailed as a potential model for how to deal

with the foreclosure crisis in other localitie&nd while officials in Philadelphia acknowledge a need

to collect more dat&’° preliminary statistics indicate that Philadelphia is havingrausually high

level of success at averting foreclosures. Since the program began, 25 percent of alhiibenes
programhave been saved from foreclosure, while another 48 percent of casesiting for

resolution as negotiations between the two parties corfitiuefficials in Philadelphia say the

active involvement of the | ocal community has b
This includes the efforts of mediators and lavgy@ho 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 th&m.

While state foreclosure mediation programs have the potential taplayportant 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 thedsaof the servicers and fail to impose
meaningful obligatnson servicers to modify loarfs’

Counseling Borrowers are often intimidated to speak directly with a lender or have
difficulty when they attempt such contact. Housing counselors offer bois@slgice and an

295 Congressional Oversight Panel, Written Testimony of Judge Annette Rizzo, Court of Common Pleas,
First Judicial District, Philadelphia Countyhiladelphia Field Hearing on Mortgage Foreclosuras4(Sept. 24,
2009) (online at cop.senate.gov/documents/testin@@2409rizzo.pdf).

29 Congressional Oversight Panel, Testimony of Judge Annette Rizzo, Court of Common Pleas, First
Judicial District, Philadelphia Counti?hiladelphia Field Hearing on Mortgage Foreclosgrat 9691 (Sept. 24,
2009) (online at cop.senate.gov/hearings/library/hegdBRy09philadelphia.cfm).

297 Congressional Oversight Panel, Written Testimony of Judge Annette Rizzo, Court of Common Pleas,
First Judicial District, Philadelphia Countyhiladelphia Field Hearing on Mortgage Foreclosuras8(Sept. 24,
2009) (online at cop.senate.gov/documents/testin@®3409rizzo.pdf).

2% Congressional Oversight Panel, Written Testimony of Judge Annette Rizzo, Court of Common Pleas,
First Judicial DistrictPhiladelphia CountyPhiladelphia Field Hearing on Mortgage Foreclosui&@ept. 24, 2009)
(online at cop.senate.gov/documents/testim@®8409rizzo.pdf); Congressional Oversight Panel, Written
Testimony of Supervising Attorney, Consumer Housing Unitldékiphia Legal Assistance, Irwin Trauss,
Philadelphia Field Hearing on Mortgage Foreclosu@&ept. 24, 2009) (online at
cop.senate.gov/documents/testimd@¥®2409trauss.pdf).

29 National Consumer Law Centétate and Local Foreclosure Mediation Prograr@sin They Save
Homeg(Sept. 2009) (online at www.consumerlaw.org/issues/foreclosure_mediation/content/FegmAS.pdf).
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understanding of their options. Forty states have adopted counseling progigpsopriated
funds for counseling programs

Outreach.No program can succeed if homeowners do not know about it, so strong public
outreach efforts are esg@h. At least 17 state and local governments have establishdce®ll
foreclosure hotlines that refer callers to trained housing couns&lof¢.|east 32 states have
created wesites to informthe public about the available assistance programs.

ThePew Center on the States found that, as of 2008, 11 states and the District of
Columbia did not offer housing counseliffgand six states offered no foreclosure prevention
services at aft® Theprivate sectoHOPE NOW alliance among housing counselorsitgage
companies, investors, and other participants in the mortgage market works to increase outreach
effortsnationwide, putting financiallgistressed individuals in touch with 22 different
counseling agencies across the country, but its efforts arei@bpenportant inareas 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 30Subprime loan work
out plans have steadily increasesiwell, from 80,000 in July 2007 to 100,000 in July 2899.

Temporary Financing Program$he current foreclosusprevention efforts at the federal
level do not specifically target delinquencies caused by unemployment, despite evidence that

3WEor exampl e, Col or ad o-higheshforeclosure mte in 2008 has ceatedomedfs f i f t
t he nat i on éeach sfforts.oltringledsst(i) addiiee phone line sponsored by state agenciespnafit
groups, lenders, and other private sector businesses, (ii) English and Spanish television, radio, and print public
service announcements and (iii) a web camptighmakes use of YouTube and Twitter. Between October 2006
and March 2008, the Colorado hotline received 33,250 calls, which in turn produced 8,000 counseling sessions by
the end of 2007; 67 percent of those who received mortgage counseling werestdjartaheir homes, at least
initially,13 percent gave up their homes voluntarily, and 20 percent were unable to avoid foreclosure.

301 National Governors Association Center for Best Practieeseclosure Mitigation: Outreactiuly 29,
2009) (online at
www.nga.org/portal/site/nga/menuitem.9123e83a1f6786440ddcbeeb501010a0/?vgnextoid=d02e19091b68f110Vgn
VCM1000005e00100aRCRD).

302The 11 states were Alabama, Arkansas, Hawaii, Kansas, New Hampshire, North Dakota, Texas, Utah,
Washington, West Virginia, and Wyong. The Pew Center on the StatBgfaulting on the Dream: States
Respond to Ameri ce@diratFor ecl osure Crisis
www.pewcenteronthestates.org/uploadedFiles/wwwpewcenteronthestatesorg/Fact_Sheets/Subprime_state factsheet
s.pdf) (accessed Oct. 6, 2009).

393 The six states, all of which had no stfiaded refinance program, no loan modification program, no
effort to prevent rescue scams and mortgage fraud, and no housing counseling available, were Alabama, Arkansas,
Kansas, North Dakota, West Virginia, awfyoming. Id.

3“HOPE Now,Phase 1National Data: July 2007 to July 20@@line at www.hopenow.com/industry
data/Summary%20Charts%20Jul%202009%20v2.pdf) (accessed Oct. 6, 2009).

3% HOPE Now,Phase 1National Data: July 2007 to July 20@9line at www.hopenowom/industry
data/Summary%20Charts%20Jul%202009%20v2.pdf) (accessed Oct. 6, 2009).
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manyoftoda§ s f orecl osures are the Y°dHowelet theostatea s ud
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 praograapfe who

have lost their jobs or been negatively impacted by another life event, such as illness or divorce,
and are subsequently wunable to make their mor
Emergency Mortgage Assistance Program (HEMAP) offeyggage relief for as long as two

years or for asuch 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 cuently have jobs are required to pay up to 40 percent of their net monthly
income toward their housing expené®syhile loans to people who are currently jobless do not
accrue interest until their income is restot&tdAs part of the loan agreement, the Rgyivania
Housing Finance Agency, which runs the program, takes a junior lien on the prp&iyce
the program wasestablished, HEMAP has actually earned money for the state of Pennsylvania,
and witnesses at t he P a pnedrsedsitadanmodedhatsiecaldbeng i n
considered at the national leV&]. The fact thatite 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 Pahat evaluated foreclosure mitigation programs on their
own terms.While it is important to evaluate the progress of the federal foreclosure mitigation

3%¢ Congressional Oversight Panel, Testimongehior Economist and Policy Advisory, Research
Department, Federal Reserve Bank of Boston Dr. Paul WHkitadelphia FieldHearing on Mortgage
Foreclosuresat 109110 (Sept. 24, 2009).

307 pennsylvania Housing Finance AgenBgnnsylvania Foreclosure Prevention Act 91 of 1983
Homeowner sé6 Emergency Mortgalgnknes#tissi stance Program ( HEM,
www.phfa.org/consumers/homeowséremap.aspx) (accessed Oct. 6, 2009).

398 Congressional Oversight Panel, Written Testimony of Supervising Attorney, Consumer Housing Unit,
Philadelphia Legal Assistance, Irwin TrauBkjladelphia Field Hearing on Mortgage Foreclosures 3(Sept. 24,
2009 (online at cop.senate.gov/documents/testimd®@3409trauss.pdf).

39 pennsylvania Housing Finance Agentyp meowner sd Emergency Mortgage As
(HEMAP)T FAQ (online at www.phfa.org/hsgresources/faq.aspx#hemap_q13) (accessed Oct. 7, 2009).

319 Congressional Oversight Panel, Written Testimony of Supervising Attorney, Consumer Housing Unit,
Philadelphia Legal Assistance, Irwin TrauBbjladelphia Field Hearing on Mortgage Foreclosures 3(Sept. 24,
2009) (online at cop.senate.gov/documents/testin@®@R409trauss.pdf); Congressional Oversight Panel, Written
Testimony of Judge Annette Rizzo, Court of Common Pleas, First Judicial District, Philadelphia County,
Philadelphia Field Hearing on Ertgage Foreclosuresat 10(Sept. 24, 2009) (online at
cop.senate.gov/documents/testim@r®2409rizzo.pdf).
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programs in meeting their stated go#lss equally important to analyze the adequacy of those
goals in addressing the underlying foreclosure problstost programs are designed to prevent
foreclosures in specific circumstances, bowveversuccessful programs might be on their own
terms, tley 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 murpose 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 purpleses of
EESAH

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 recoveryNot only is the housing market a magmmponent 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.
TheFeder al Reser veds nedlowinterastyatep, which bayemlated pr o d u ¢
greater demand for mortga§ieanced home purchases by lowering the cost of capital, and
federal government support for the GSEs treprivatelabel MBS market hadso contributed
to liquidity and thus lower costs of mortgage capital. This level of support cannot continue
indefinitely, however, and as long as foreclosureraatiestate ownedREO) inventory flood
the housing market and contribute to an oversupphoasing 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 feteelprevention
efforts overall is thus whether a sufficient number of foreclosures are prevesrtechot merely
delayed to allow for a stable housing market when interest rate and secondary market support
are withdrawn

Some have argudfat 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
macroecaomic 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 fedenahguat
extended assistance und&RP 1 such as to banks and auto manufacturers attempt was

311 Emergency Economic Stabilization Act of 2008, Pub. L. No-348 § 2(2)(A)(B).
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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 willinglgasme d t he ri sks of t h
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 longerm mortgage shality 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 Fomeowners, 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 progresakand m
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 regdi@PE for Homeowners wasedicted to help 400,000
homeowners™® Four to five million homeowners are eligible for HARP refinancings to achieve
more affordablgpayments™® For HAMP, Treasury aims to modifiiree to éur million
loans** If thesegoals are achieve@reasury mighhelpas many as 9.5 milliofamilies reduce
their mortgage payments to affordable levels, including preventthgnlion foreclosuresa
substantial share of tf1 million predicted by20123"° It is difficult to say howeverwhether
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 undenialyl be a substantial step in the right direction.

Unfortunately, there may be reason to doubt whether these programs will ever achieve
Treasuryo6s numeric goals, but. HQPEfors st il |l pr e
Homeowners has met with minimal intste As of September 23, 2009, only 94 refinancings

¥2House Committee on Financial Services, Testimony of Diredtaffice of Single Family Program
Development, Meg Burn&romoting Bank Liquidity and Lending Through Deposit Insurance, HOPE for
Homeowners, and other Enhancemeftislth Cong., at 2 (Feb. 3, 2009) (online at
www.house.gov/apps/list/hearing/financialsvdem/burns020309.pdf).

#3MHA March Update, supra note XX.

34 MHA March Update , supra note XX. GAO has questioned whether this projection may be overstated
due to some of the assumptions made in its calculation. GAO HAMP Report, supra note XX.

315Rod Dubtsky, Larry Yang, Stevan Stevanovic, and Thomas Seheclosure Update: Over 8 Million
Foreclosures Expecte€redit Suisse (Dec. 8, 2008) (online at
www.nhc.org/Credit%20Suisse%20Update%2004%20Dec%2008.doc).
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had closed, and lenders had statexy intendto approve an additional 84pplications*® For

HARP, there have bedb,729refinancings as of September 1, 2009. And for HAMP, there

have bee®71,354cumulative trial modification offers extendegb2,348HAMP trial
modifications in progress arig711permanent modifications. (See Figure XX.)

Figure XX: Total PermanentFederal HomeRetention Actions by Program®*’
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HOPE forHomeowner§performance has been so welitt the HUD Secretarstated
ireasuny gfficials lmaveunsade nadstatements on the success of HARP
but they are optimistiabout HAMP. Based on the number of trial modifications started,
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Treasuryhad ec| ar ed
trial modifications by November 1, 2009.

that HAMP

i -set ghab afl 500,G0€ ceiroulative

318 Jessica HolzeDispute With Banks Conties To Dog U.S. Mortgage Relief PrograWiall Street

Journal (Sept. 23, 2009) (online at online.wsj.com/articleB¥20090923709566.html).

317 Treasury Mortgage Market Datsypranote XX.

318 pina EIBoghdadyHUD Chief Calls Aid on Mortgages A FailureVashington Post (Dec. 17, 2008)
(online at www.washingtonpost.com/vayn/content/article/2008/12/16/AR2008121603177 .Jhtml
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While HAMP will likely achieve this more immediate goal, the achievenserglatively
small inrelation to the magnitude of the foresure crisis.

Trial modifications are a poor metric for evaluating the success of HAMP. Not all trial
modifications will become permanent modificatioide roll rate from trial modifications to
permanent modifications is currently 1.26 percent, meggtiat of all trial modifications started
at least three months ago, only 1.26 percent have converted to permanent modifiéations.
noted above, however, this is a very preliminary statistic that should be interpreted with caution.
Additionally, Treaswy has provided a twaonth extension during the program ramp

Once modifications become permanent, however, they must still be sustained in order to
have an impact on foreclosure prevention. Theliebe redefauls on HAMRPmodified loans.
Treasury harefused to publicly release its redefault assumptions, butggtiernment entities
haveanticipatel aredefaultrate 0of40 percentin their modification programsThe time period
forTreasuryds undi scl oampatant. Skbeld itaoniyl cover ¢he festifivgp t | o n
years of the loan, it would not account for the increases in interest rates and thus monthly
payments that kick in for HAM#Phodified loans starting in year sigimilarly, the LTV
assumption for Treasudys undi scl osed redefault assumption
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 prob&bldtsede
The Panel underscores that redefault assumptions are data that should be public to ensure the
transaparency of MHA, and are critical to the
evaluation and oversight.

Redefaults mean that foreclosures@& been delayed, rather than preveniduerefore,
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
modificationsproduced by the program over the coming months as the program begins to
produce a longer track record.

Using permanent modifications as the metricHAMP 6 s per f oweakaSxce t o
months into the program, there have only been 1,711 permandiiitciations. 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 lowThe Panel is concerned about the low rate of
conversion from trial to permanent modificats) but is hopeful that the conversion rate will
increase substantiallynless it doed;]AMP will come nowhere close to keeping up with
foreclosures.

Even using trial modifications as the metr
in doubt. The caotry is on pace tgee a significant number of foreclosutieis year, and with
rising unemployment, widespread deep negative equity, and recgsgraentoption ARMs
and interesbnly mortgage#creasingn volume, there is no sign of the foreclosurisis letting
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up. As FigureXX 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 cédtmsures started grime

mortgages. Cumulatively, from March through August, there were 5 foreclosures started and 1.5
foreclosures completed for evanal modification. HAMP modifications started slowly,

however, and have grown in volume every monthus 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 optimisnynless 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, mustdustainable, if it is to prevent a foreclosure.
If permanent modifications redefault at a rate of 40 percent, the rate usedbptheVdrys
similar modification program at Indy Mac, however, then even if 100 percent of trial
modifications successfullgonverted to permanent modifications, there would still be a
substantial shortfall relative to completed foreclosure s&@essider, for example, August 2009
numbers. In August 2009, there were 75,063 completed foreclosure sales. Assuming a 40
percentedefault rate, as assumed by similar government programs, HAMP would have to
produce 125,10permanentnodifications that month to keep pace with completed foreclosure
sales. HAMP only produeced 94,3ttial 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 HAMPhiodifications 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 ezt surest cases, and the most motivated and
organized homeowners are likéo be among the earlier applicantFurther, because
unemploymentisually leaves a borrower with insufficient income to be eligitme HAMP
modification, the number of finaradly distressed homeowners who will be HAMRgible is
likely to decline
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Figure XX: HAMP Modifications Compared with Foreclosure Starts and Sales, August,
2009"
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319 gervicer Performance Repostypranote XX; HOPE NOW, Workout Plans and Foreclosure Sales,
supranote XX.
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Figure XX: HAMP Modifications Compared with Foreclosure Starts and Completed
ForeclosureSales, MarchAugust, 2009%°
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The discussion of sufficiency of HAMP modification volume ultimatghlyges on the
guestion of how many foreclosures must be prevented to stabilize the housing market. This is a
guestion to which the Panel does not have an answer, but the existing federal foreclosure
prevention programs appear unlikely to have a compsaeror even substantial impact, and
this makes it unlikely that they will succeed in macroeconomic stabilization. Clearly these
programs are better than doing nothing, fmmdome families they will be a lifelineThese
programs may well prevent thedsing 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 longterm housing markedtability or whether new programs may be needed
Unless that is accomplished, the programsoé succ

3. Sustainability of Modifications and Refinancings

a. Negative Equity

320 gervicer Performance Reppsupranote XX; HOPE NOW, Workout Plans and Foreclosure Sales,
supranote XX.
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While HAMP modifications and HARP refinancings are able to improve the affordability
of mortgages, the programs wei 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 stri@surThe homeowner continues to have negative
equity after the refinancing. SimilarlmanyHAMP modificationscontinue to haveegative
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 eveimmuattication. More
modifications have involved principal forbearance, but forbearance does not undo negative
equity. Insteadt 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 ordainmousing
market and the ability to avor@-defaultuntil 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, he impact of negative equity is ndearlyunderstood. As the Panel has previously
observedand has since been confirmiegadditional studie¥>* negative equity has a higher
correlation with default than any other factor that has been identiteal than affordability,
which causes defaultwWhile this does not prove a causal relationship, it is also consistent with
one.

Generally, negative e@y 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 foreclosurés’

Yet a more recent study has cast doubt on this conventional wisdom. A 2009 working
paper by the staff of the Beral Reserve Bank &fichmondhas found that negative equity alone
does result in significantly higher default rates when mortgages anecoarse’>

%21 Stan LiebowitzNew Evidence on the Foreclosure Cridi¢all Street Journal (July 3, 2009) (online at
online.wsj.com/article/SB124657539489189043.html).

322 Christopher L. Foote, Kristopher Gerardi, & Paul S. Willdegative Equity and Foreclosurd@heory
and Evidencge64 Journal of Urban Economics 234 (Sept. 2008) (abstract online at
ideas.repec.org/a/eeel/juecon/v64y2008i2p288.html) (examining forecloses in Massachusetts in 1990s).

32 States with nonrecourse mortgages do not allow lenders to recover from other assets of the defaulted
borrower, besides the home. Andra C. Ghent & Marianna KudRrakpurse and Residential Mortgage Default:
Theory and Enlence from the United StateSederal Reserve Bank of Richmond Working Papet@@nline at
ssrn.com/abstract=1432437) (accessed Oct. 7, 2009).
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Massachusetts is a recourse mortgage state, which limits the ability to extrapolate nationally
from the situation in Massacsetts 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 pridelt 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 shani 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 deféudtsategic and necessitated.
Strategic defaults by homeownevih negative equity moving to a cheaper equivalent rental
property nearby rather than continuing to make more expensive monthly mortgage padyments
have been the stereotyped focus of negative equity defaults, and in thershahey have
predominatd. *** 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 essntial life factors that necessitate movésh e A Four Ds, 0 Deat h, Di s ¢
Dismissali as well as childbirth, and improved employment opportunities. While negative
equity alone is unlikely to producedefauls for HAMP modifications, thee additional factors
combined with negative equity raise the likelihoodeafefault

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 aameaip
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 y&ata great many homeownersttwMHA 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 negateaity with life factors will not come in a rush, but they
will produce a steady stream of foreclosures ag Bmthere is negative equity.

b. Factors Affecting Loan Performance

3% Kenneth R. Harneydo me owner s Who 6Strategically,LBsefaulté on
Angeles Times (Sept. 20, 2009) (onlinenatw.latimes.com/classified/realestate/newditaarney20
2009sep20,0,2560658.stdry

325.S. Census BureaGeographical Mobility/Migration: Calculating Migration Expectangynline at
www.census.gov/populath/www/socdemo/migrate/cahig-exp.html) (accessed Oct. 7, 2009).
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It is difficult to predict theuture performance of HAM#hodified loans. Tere is no
performance history for loans with the HAMRodified structure. OCC/OTS Mortgage Metrics
indicate that redefault rates are significantly lower for modifications that reduce monthly
payments, dAdwith greater peingirelowerasupsequdne cr eases
redefaultr a t & §SeeFigure 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 breddwn into subcategories tipeformance of modifications
with monthly payment decreases of more than 20 percent. Permanent HAMP modifestions
of September 1, 200%ave decreased monthly payments by a median (mean)89¥fercent,
so this might indicate that redefault rates Wwéllower 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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The closest product for comparison is, ironicathg subprime mortgage loans of recent
years, particularly hybridARMs. Hybrid ARMs featured belownarket introductory rates that

36 0ccC and OTS Second Quarter Mortgage Reogiranote XX, at 34.
3270CC and OTS Second Quarter Mortgage Repogranote XX at 8.
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would last for 23 years, after which rates wouwddjust toan index rate plus a premium. The

rate reset would often resifta 20 to 30 percent increase in payméfitsThese loans were
typically underwritten based on the borrowerd
rather than the rate after reset. Hybrid ARMs were also typically underwritten at negoor up

100 percent LTV. Many were also underwritten ag/88r mortgages with 4Pear

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 marlet. The rate is fixed for five yeamnd thersteps up over time to the lower of the
original contract rate or the Freddie Mac\aar fixed rate at the time of modification, currently
around 5 percentThis means monthly payments for mortgages cundrging modified could
increase by over 45 percent between year five and year @gbhed 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 magiiee-modificationDTI of HAMP modified

loans is 4ercenf®® Under these conditions, assuming the
the affordability of the loans will move back towardt&MP levels eight years from nowAs

noted by Deborah Goldbeoygf t he Nati onal Fair fheadosureng Al | i a
mitigation field hearing AWe don6t have really permanent mo

7

modi ficoZ%i onsé

While HAMP rate resets are more gentle and gradual than those on subjpritgages,
HAMP modifications are also being underwritten based on the affordability of the introductory
rate, not the affordability of the stepped rate. The maximum inteteste for a HAMP
modified loanafter stepup is currently low in absolute tergsut affordability is relative, not
absolute. Moreover, the median LTV for HAMRodified mortgages is 124 percent,
significantly higher than that ofreewly originatedsubprime mortgage. And because of
principal forbearance arektensios of amortizatia periods beyondriginal loan terms, many
HAMP-modified loans have a balloon payment due at the end of the morfflagge factors
could explain why Treasury might use a 40 percent redefault rate like other similar government
programs in the first fivegars for HAMP modifications and higher rates with deeper levels of
negative equity. If accurate, this sort of redefau#t calls into question the losigrm
effectiveness of HAMP.

328 structured Credit InvestoBeeper and Deeper: ExpinARM Teaser Rates to Drive ABX
DelinquenciegOct. 31, 2007).

329 presumably, income will increase, if only due to inflation. Therefore, if income only kept pace with
inflation, which it has failed to do in recent years, then DTI would rise, unlessdnflatier those eight years totaled
31 percent or nearly 4 percent per year. If inflation only averaged 3 percent per year, then the DTI burden would
increase to 36 percent, while if inflation were 2 percent per year, then DTI burdens would go up t@R39 pedc
DTI would rise to 42 percent if inflation averaged 1 percent per year.

330 Congressional Oversight Panel, Testimony of Deborah Goldberg, director of the National Fair Housing
Al l i ancebs Hur rRhitadelplia FRId Hearendg on RortgaigFkoediosuret 85 (Sept. 24, 2009).
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c. Principal Reductions

Negative equity caonly be eliminatedthrough principal writedowns, 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 theery financial institutions whose stability is an essential goal of the EESA. To be
sure, if principal writedowns actually increase the true value of the loans, by redredefault
rates, then principal writdownsmight cause more immediate lossed,theywould produce
morerealistiG and therefore more confidenrtespiring balance sheets.

One concern related to the idea of principal reduction is thetimes it may create.
Wi t nes s es foreclosute enitigatiom feeltl ldearingere askd about this matter. Dr.
Paul Willen, Senior Economist at the Federal Reserve Bank of Boston, testified that the
Aprobl em with basealy hiate bequioweriss candt respond
Borrowers with po s ilotsofdifeererd wayd they carsrefinapce, yheylcanv e i
sell, they can get out of the transacti@® He noted that although most borrowers with negative
equity are likely to make their payments in the present or over the next couple otheastill
remairiskhbr@eowner so and may face more serious 1 s
should a life changing event, such as unemployment, 8¢cim.that sense, D Willen offered
that principalreduction may have some virtue. He also noted, however, that mosivby
with negative equity make their mortgaggyments, and that if principegduction is provided as
an optiononerunsthe risk of incentivizing borrowers, who would otherwise continue to make
their mortgage payment s tisnbtinecessadonkeeddidnrthisr el i e f o
sense, according torDWillen, mandating a principaéduction option under HAMP could put
additional pressures on the program, and ultimately reduce its overall effectivelogagsver, in
response to a question inathe Panel, Dr. Willen agreed thavising bankruptcy laws to permit
principal modificationvas 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 incéntive | ook f or rel i e
reduced if the costs to the borrower of optinggoncipalreduction were significantly
greater’** For example, revising Chapter 13 bankruptcy to include a cramdowprimcipal
reduction component could be one way to ingow®re significant costs. Because of these costs,

331 Congressional Oversight Panel, Testimony of Senior Economist and Policy Advisory, Research
Department, Federal Reserve Bank of Boston Dr. Paul Wilkitadelphia Field Hearing on Mortgage
Foreclosuresat 110, 13%Sept. 24, 2009) (online at: cop.senate.gov/hearings/library/he@®2¢09
philadelphia.cfm).

3321d. at 135.
3331d. at 135.

334 Congressional Oversight Panel, Testimony of Supervising Attorney, Consumer Housing Unit,
Philadelphia Legal Assistance Irwin TrauBkiladelphia Field Hearing on Mortgage Foreclosures 67, 91, 106
(Sept. 24, 2009).
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