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Introduction
Given the scope and complexity of the financial crisis, it is sometimes
difficult to recall that the precipitating event related to defaults on subprime
mortgages. Although many worried that rapidly rising home prices were
creating an unsustainable housing “bubble,” few actually predicted the impact of a sustained decline in home values. Beginning in 2007, as adjustable rate mortgages reset to higher interest rates, subprime borrowers with
underwater home values found they were unable to refinance at affordable
rates. The resulting delinquencies and foreclosures1 led to startling losses in
the mortgage-related securities markets, spreading quickly to the broader
credit markets. Looking back, the historic U.S. emphasis on home ownership fueled the development of a capital-raising superstructure that relied
on the creation and sale of mortgage-related securities.
The federal government’s reaction to the current crisis includes legislative, policy, and program development efforts to increase mortgage
modification, prevent foreclosures, and address the economic impact of
the mortgage crisis. These efforts have been hampered by practices in
the mortgage finance industry, notably the securitization of mortgages.
Although mortgage securitization is credited with lowering mortgage
rates and increasing available credit for home buyers, its structure and
legal framework is now inhibiting systemic mortgage modification attempts. To the extent that government efforts continue to promote widespread home ownership as a central tenet of the “American dream,” we
will be compelled to develop a new, more flexible framework for financing mortgage loan originations.
Below, we look at how the structure of mortgage securitization transactions limits the success of recent mortgage modification efforts and
poses unique challenges for the creation of a uniform foreclosure prevention system. We then review federal mortgage modification and foreclosure prevention programs, including the administration’s Homeowner
Affordability and Stability Plan, announced on February 18, 2009.2

Mortgage Securitization Has Impeded
Large-Scale Modification Efforts
The majority of mortgage lenders sell the mortgage loans that they
originate. Mortgage loans are bundled together into pools (usually by
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an aggregator or a financial intermediary) and the pools are sold to specially created legal entities that then issue and sell mortgage-backed securities to investors. By selling the mortgage loans, the mortgage loans
are removed from the lender’s balance sheet—raising cash (from the
sale) that supports new lending and creating “room” on the originator’s
balance sheet for new mortgage loans. These transactions may be executed independently by the lender or through government sponsored
enterprises (GSEs) like Fannie Mae and Freddie Mac. To minimize the
transaction costs associated with moving thousands of mortgages from
the balance sheets of lenders to specially created entities, transaction
structures and terms are highly consistent across the industry. As the
mortgages are pooled and sold, a servicer is hired pursuant to a contract,
typically a pooling and servicing agreement. That agreement requires
action from the servicer, such as collecting mortgage payments made on
the underlying mortgage loans deposited into the specially created entity
and distributing payments to securitization trust security holders. The
agreement generally prohibits the servicer from taking other actions, for
example, imposing limitations on mortgage modification. These provisions are designed to protect the interests of the new indirect owners of
the mortgage loans, the purchasers of the mortgage-backed securities.
Typical restrictions on the servicer’s ability to effect mortgage modification may include a cap on the number of mortgages that may be modified,
requiring a default on the mortgage loan to be “reasonably foreseeable”
before modification is permitted, mandating approval by the owners of
the mortgage-backed securities for certain actions and imposing a general obligation to act only in a manner beneficial to the security holders.
Should the mortgage pool experience any losses, the servicer’s actions
will be judged in hindsight against these imprecise standards, raising the
risk of potentially costly litigation for the servicer. Consequently, servicers construe the provisions contained in these agreements narrowly.
Limitations on mortgage modifications also arise under the tax code
provisions for REMICs,3 or real estate mortgage investment conduits,
a widely used securitization structure. REMICs are passive entities not
subject to taxation. A REMIC is a pass-through structure, where the income from the mortgage loans passes through the structure to the security holders. REMICs offer lenders a highly cost-effective approach for
pooling residential mortgage loans. Significant modification4 of mortgages by the servicer of a REMIC could be seen as active management,
possibly causing the entity to lose its REMIC status and potentially resulting in the imposition of a significant tax penalty.
Additionally, servicer compensation and staffing is based on historical costs of servicers and expected losses for similar pools of mortgage
loans. During the financial crisis, as rising delinquency rates outstripped
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expectations, servicers experienced extreme staffing shortages in the areas of collections, modifications and foreclosures.5
Designed for efficiency and homogeneity of product, the mortgage finance industry’s legal, contractual, and operational structure is ill-suited
to manage widespread mortgage modification efforts. As we discuss below, the federal government is developing programs, proposing legislation, and issuing tax guidance to address these constraints.

Federal Foreclosure Prevention Efforts
Given the limited success of the private sector to engage in widespread mortgage modification, the federal government has undertaken a
series of efforts to address the foreclosure crisis.

HOPE NOW Alliance
The HOPE NOW Alliance (HOPE NOW) was formed in the fall of
2007, at President Bush’s request, in response to mounting foreclosures.6
HOPE NOW is a public-private partnership, an alliance between Fannie
Mae, Freddie Mac, mortgage counselors, lenders, mortgage insurance
companies, trade associations, and other mortgage market participants.
Its goals are maximizing outreach efforts to distressed homeowners to
keep them in their homes and creating a unified, coordinated plan to
reach as many homeowners as possible.7 The organization established a
Homeowner’s HOPE Hotline that offers free counseling to homeowners
seeking to avoid foreclosure. The Homeownership Preservation Foundation, an independent nonprofit, takes calls and directs homeowners
to counselors approved by the U.S. Department of Housing and Urban
Development. The organization also reaches out directly to at-risk homeowners through mailings and events.
There has been some criticism that HOPE NOW favors lenders over
borrowers and that most of the help provided to borrowers has been in
the form of temporary repayment plans rather than permanent mortgage
modifications.8 HOPE NOW, however, highlights the more than one million homeowners it helped to avoid foreclosure.9 HOPE NOW worked
closely with the U.S. Treasury, the Federal Housing Finance Agency,
Fannie Mae, Freddie Mac, and mortgage loan servicers on other mortgage relief initiatives, such as the Streamlined Modification Plan.

Housing and Economic Recovery Act of 2008
The Housing and Economic Recovery Act of 2008 (HERA),10 an omnibus housing act, combines regulatory reform of GSEs, modernization
of the Federal Housing Administration (FHA), and provisions to help
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troubled borrowers. Within HERA, the Federal Housing Finance Regulatory Reform Act of 2008 created the Federal Housing Finance Agency
(FHFA), a new regulator for Fannie Mae, Freddie Mac, and the Federal
Home Loan Banks.11 The FHFA has the authority to establish capital,
management, and risk standards; to enforce its directives through cease
and desist orders; to put a regulated entity into receivership; and to review and approve new product offerings.
Also under HERA, the Foreclosure Prevention Act of 200812 modernizes many aspects of FHA lending, including increasing the FHA loan limit,
authorizing $3.92 billion in supplemental Community Development Block
Grant Funds for communities hardest hit by foreclosures, providing funds
for housing counseling, and modifying loan disclosure requirements.
Finally, HERA included the Hope for Homeowners Act of 2008, establishing the HOPE for Homeowners program to help troubled borrowers.

Hope for Homeowners Act of 2008
The HOPE for Homeowners Program (H4H) is a temporary program
within the FHA designed to refinance distressed mortgage loans. Unlike
the majority of subsequent programs, H4H results in a new loan for the
borrower, rather than a modification of the existing mortgage loan. The
program began on October 1, 2008, and is scheduled to expire on September 30, 2011. H4H goals include ensuring that (1) homeowners can
afford their mortgages over the long term; (2) there will be no bailout of
investors and lenders, who will have to accept significant losses resulting from modified mortgages; (3) borrowers share any future equity and
appreciation with the FHA; (4) lender, servicer, or investor participation
in the program is voluntary; and (5) the program will restore confidence,
liquidity, and transparency. Although the government estimated that
400,000 households would benefit from the program, to date, far fewer
borrowers have successfully used the program. As of January 24, 2009,
only 22 H4H loans had closed.13
H4H targets borrowers already in, or soon to be in, distress. Borrowers do not need to be delinquent on their mortgage payments in order to
participate in the program. Other eligibility requirements include: (1)
the mortgage is for a one- to four-unit primary residence, where the borrower does not own other residential real estate; (2) the mortgage was
originated on or before January 1, 2008, and the borrower has made
at least six mortgage payments; (3) the monthly mortgage payments
are unaffordable, which is defined as exceeding 31% of the borrower’s
monthly gross income; and (4) the borrower will require assistance to
continue making mortgage payments.14
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H4H works with borrowers and lenders to refinance existing mortgages with FHA-insured fixed-rate mortgages. The borrower is required
to have equity in the home when refinanced into the H4H loan. Given
the decline in housing prices, in most cases, lenders will be required to
write down their original mortgage. Borrowers are required to share with
the government any new equity created in the refinancing and any future
house price appreciation. The new FHA-insured mortgage will be a 30or 40-year fixed-rate mortgage loan that does not exceed 96.5% of an updated appraisal value. The FHA collects up-front insurance premiums.
Mortgage modification efforts under H4H have been hampered by
the existence of second mortgages on many borrowers’ homes. Second
mortgage lenders must consent to modification of the first mortgage, resulting in the extinguishment of their second lien on the related property.
H4H provides that these second liens can only be eliminated through
equity-sharing arrangements, an approach that investors and servicers
find cumbersome and impractical. A recent amendment to H4H permits
up-front payments to second lien holders to satisfy their claims against
the borrower.15

Proposals to Amend H4H
Market participants and members of the government recommended
changes to H4H to improve its effectiveness. The American Banker’s Association (ABA) proposed several recommendations to improve H4H,
including: (1) streamlining the underwriting process; (2) providing second lien holders greater incentives to extinguish or subordinate their interests; (3) providing lenders and servicers protection against litigation
when they act reasonably and in good faith; and (4) offering incentives
to participate for borrowers with no equity, including eliminating or significantly reducing the equity and appreciation sharing components of
the program.
Federal Reserve Governor and member of the H4H oversight board
Elizabeth A. Duke, noting that H4H has had only limited impact in part
due to the “general reluctance of servicers and lenders to write down the
principal of delinquent mortgages,”16 recently suggested that the government engage in bulk purchases of delinquent or at risk mortgages for
refinancing through H4H to reach more homeowners.
Barney Frank, Chairman of the House Financial Services Committee, called for relaxing H4H standards and providing a safe harbor for
mortgage servicers. Chairman Frank’s proposals are now included in
the proposed Helping Families Save Their Homes Act of 2009,17 discussed below, which would amend H4H by (1) reducing and permitting
the elimination of the premium charged to the borrower modifying a
© 2009 Thomson Reuters

Fed Mortgage Modification & Foreclosure Prevention Efforts

325

mortgage; (2) reducing the minimum amount of the write-down of the
original mortgage to 93% of the original principal amount; and (3) providing a safe harbor from litigation for mortgage servicers who engage
in specified mortgage loan modifications.

FDIC’s Mod in a Box
On August 20, 2008, Federal Deposit Insurance Corporation (FDIC)
Chairman Sheila Bair announced the implementation of a systematic
Loan Modification Program (Modification Program) used by the FDIC
as receiver of IndyMac Bank, F.S.B. The Modification Program, also
called “Mod in a Box”18 by the FDIC, was made widely available on November 20, 2008, and is described as a solution for servicers struggling
to negotiate modification terms on a case-by-case basis with individual
borrowers. The program addresses one of the challenges of mortgage
modification by establishing consistent standards.
The Modification Program uses the FHA recommended range of affordability for mortgages from 31% to 38% of the borrower’s gross income. If a reduction of the mortgage to 38% will not decrease the borrower’s payment by at least 10%,19 the ratio is lowered to 35%, and, if
necessary to provide a 10% reduction, to 31%. In determining whether
to pursue a modification, servicers must evaluate the net present value
of the mortgage with and without a modification in order to determine
whether the owner of the mortgage would benefit from a modification.
Eligible mortgages include those at least 60 days delinquent or where
default is reasonably foreseeable,20 where the borrower is not in bankruptcy or facing imminent foreclosure, and where the mortgage is for the
primary residence. The modification may include reducing the interest
rate, extending the life of the mortgage loan, and partially forbearing
principal, in each case to create a modified loan affordable for the life of
the mortgage. One of the unique features of the Modification Program
is the “bulk” approach to modifications. Servicers use borrower income
information currently on file to calculate proposed modification terms.
These potential modification terms are sent to delinquent borrowers in
large mailings and interested borrowers are encouraged to respond. The
FDIC also encourages use of community groups to contact and counsel
borrowers locally; the community group receives a success fee of several
hundred dollars for each modification.
The response to the program has been mixed. Mortgage lender groups
recommended improvements for the Modification Program, including a
proposal to require a current mortgage debt-to-gross-income ratio of at least
38%, to prevent borrowers from “gaming” the system. The proposal recom© 2009 Thomson Reuters
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mends that lower ratios, down to 31%, be addressed through other modification programs or through more traditional mortgage loan workouts.21
The Modification Program was adopted by several banks. In November 2008, U.S. Bancorp adopted the Modification Program for mortgages acquired from two failed California banks, Downey Savings and Loan
and PFF Bank & Trust, under an FDIC loss-sharing agreement.22 Additionally, as a condition to participating in Treasury’s Targeted Investment
Program and Asset Guarantee Program under the Emergency Economic
Stabilization Act of 2008, Citigroup and Bank of America agreed to
use the Modification Program.23 In addition, the Modification Program
served as a model and starting point for the subsequent development by
the GSEs and Treasury of the modification programs discussed below.

Emergency Economic Stabilization Act of 2008
In late September 2008, the Secretary of the U.S. Department of
the Treasury (Treasury) requested $700 billion for a new program to
purchase troubled assets from financial institutions. At that time, the
mortgage crisis had evolved into a broader economic crisis and widespread uncertainty in the financial markets was leading to unprecedented tightening of credit. Treasury proposed purchasing troubled assets
from financial institutions to prevent those institutions from experiencing further losses and write-downs, thereby restoring confidence in the
system and stabilizing the economy. Presented as a three-page outline,
Treasury’s initial proposal was converted within days to the 169-page
Emergency Economic Stabilization Act of 2008 (EESA).24
Treasury’s outline was significantly amended by both houses of Congress to include provisions focused on mortgage modification and foreclosure prevention. During Senate consideration of a draft of EESA,
Senator Christopher Dodd noted that the “legislation would address, we
hope, our Nation’s economic emergency in three key ways: economic
stabilization, taxpayer protection, and home ownership preservation….
The third priority advanced by this legislation is home ownership. This
is not an ancillary objective; it is inherent, in my view, to our efforts to
resolve this economic crisis.”25
EESA’s foreclosure mitigation provisions include giving broad authority to Treasury to manage and modify mortgage-related assets it
acquires.26 Treasury must coordinate with the Federal Reserve, the
FHFA, and the FDIC, each in its capacity as an owner of mortgages and
mortgage-related securities, to identify opportunities for the purchase of
classes of troubled assets that will improve Treasury’s ability to improve
mortgage modification and the restructuring process. Modifications of
existing mortgages are encouraged through use of H4H, as well as by
effecting term extensions, rate reductions, and principal write-downs,
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and by amending servicing contracts to permit an increased proportion
of mortgage loans in a securitized pool of mortgages to be modified, or
removal of other limitations on mortgage modifications. Additionally,
EESA requires Treasury to consent, where appropriate, to any reasonable mortgage modification requests.
Despite congressional efforts to include provisions in EESA to address
the impact of the mortgage crisis on individual homeowners and Treasury’s goal of addressing the impact of the mortgage crisis on the financial institutions experiencing losses from mortgage-related securities, the
initial programs under EESA did not target mortgage-backed securities
or foreclosure prevention. Faced with unforeseen challenges in implementing such programs and rapid degradation of the interbank credit and
other markets, Treasury launched a series of programs designed to restore
confidence in the banking system27 and to prevent the collapse of the auto
industry.28 Treasury’s shift in focus was scrutinized by the Congressional
Oversight Panel (Panel), established by EESA to report on, inter alia, “the
use by the [Treasury] of authority under” EESA and “the effectiveness of
foreclosure mitigation efforts.”29 In its first report, the Panel asked Treasury to respond to numerous questions regarding its strategy and foreclosure reduction efforts.30 The second report noted the Panel’s belief that
by January 2009, “Treasury’s actions to minimize avoidable foreclosures
have not met Congress’ expectations.”31 Members of Congress and the
media similarly criticized Treasury’s use of funds under EESA.32
In mid-January 2009, Treasury required the final allocation of resources under the EESA.33 The incoming administration, addressing concerns
regarding the shifting strategy of Treasury away from the mortgage crisis,
submitted a letter to congressional leaders committing to use no less than
$50 billion of EESA resources on foreclosure prevention programs.34 On
February 10, 2008, the administration released its Financial Stability Plan
to address the economic crisis. The Financial Stability Plan combines
EESA resources, legislative initiatives, and programs to be established
in collaboration with other governmental entities and the private sector,35
including two programs targeting the mortgage industry. Through the
Private-Public Investment Program, Treasury will partner with private investors to purchase troubled mortgage-related assets from financial institutions. The second program, the Homeowner Affordability and Stability
Plan (HASP), targeting mortgage modification, is discussed below.36

Fannie Mae and Freddie Mac Streamlined
Modification Program
Fannie Mae and Freddie Mac purchase mortgages and either retain
them or sell them through securitization transactions; Fannie Mae and
Freddie Mac guarantee payments to investors in securitizations. At the
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end of 2008, more than 44% of the almost $12 billion of residential
mortgage debt outstanding was either owned or securitized by Fannie
Mae and Freddie Mac.37 However, only an estimated 20% of all seriously delinquent borrowers’ mortgages are owned or guaranteed by the
GSEs.38 Nevertheless, given the reach of Fannie Mae and Freddie Mac
across the mortgage industry, there has been a great deal of focus on
their mortgage modification efforts.
On November 11, 2008, Fannie Mae and Freddie Mac announced the
creation of the Streamlined Mortgage Modification Program (SMP).39 In
addition to Fannie Mae, Freddie Mac, and the servicers for their securitization transactions, the SMP is available for use by private mortgage
lenders and their servicers. SMP, available for use beginning on December 15, 2008, reflects the collaborative efforts of Treasury, FHFA, Fannie
Mae, Freddie Mac, and HOPE NOW.
Similar to the FDIC’s Modification Program, SMP streamlines the
mortgage modification process for participants by defining uniform borrower eligibility requirements. An eligible borrower must (1) be at least
90 days delinquent; (2) have a mortgage that closed on or before January 1, 2008; (3) occupy the related property, which must be a one-unit
primary residence; (4) have a mortgage with a marked-to-market, loanto-value ratio of at least 90%; and (5) not have filed for bankruptcy.
Servicers will reach out to potentially qualifying borrowers and receive
$800 for each mortgage modified under the SMP. The goal of the SMP
is to provide the borrower an affordable modified mortgage, with affordability defined as no more than 38% of monthly gross household
income. Affordability can be achieved through a lowered interest rate,
term extension of up to 40 years from the date of origination and forbearance of principal.
SMP’s requirement that a borrower be 90 days delinquent raises two
concerns. First, once a mortgage is 90 days delinquent, the borrower
may have abandoned the property and severed communication with the
servicer, rendering a modification impossible. Second, many borrowers
can identify and document an imminent inability to meet mortgage payments, for example, due to near-term adjustments to interest rates or
recently experienced hardships. Absent a contractual obligation to delay modification, postponing modification increases the likelihood that
these borrowers will abandon the property and will disrupt payment flow
to the mortgage owner or investor.
As discussed below, HASP offers enhanced incentives for servicers
and permits modification as soon as permissible under the applicable
contracts, rather than requiring that payments become delinquent. On
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February 26, 2009, Fannie Mae announced its expectation that HASP
would replace SMP.40

Federal Reserve’s Homeownership Preservation Policy for
Residential Mortgage Assets
On January 30, 2009,41 the Federal Reserve announced the Homeownership Preservation Policy for Residential Mortgage Assets (Preservation
Policy),42 a protocol for managing the residential mortgages it owns or
controls. Under the Preservation Policy, the Federal Reserve will seek
mortgage modifications and advise distressed homeowners as to the
availability of other modification programs such as H4H. Eligible borrowers include those who are 60 days delinquent, with exceptions where
the borrower has an upcoming trigger event, such as a resetting interest
rate. Federal Reserve Banks will reach out to borrowers that are 60 days
delinquent and will offer a modification if the net present value of the
new mortgage will exceed the proceeds from foreclosure. The tools that
the Federal Reserve Bank may employ to modify mortgages are similar
to those under H4H, including a combination of interest rate reduction,
term extension of up to 40 years, and partial forbearance of outstanding
principal to create an affordable mortgage loan. The Federal Reserve’s
standard of affordability also requires that a senior mortgage represent no
more than 38% of the borrower’s income, with a senior and subordinate
loan aggregating no more than 43% of the borrower’s income.43

Homeowner Affordability and Stability Plan:
Making Home Affordable
On February 10, 2009, Treasury unveiled the Financial Stability Plan
(Stability Plan),44 broadly outlining the new administration’s multipronged strategy to stabilize the economy and address a root cause of the
financial crisis, the mortgage meltdown. Shortly thereafter, on February
18, 2009, the administration announced the three HASP programs, the
mortgage-related components of the Stability Plan.
First, the Home Affordable Refinance program permits refinancing
of mortgages owned or insured by Fannie Mae or Freddie Mac that may
not have previously qualified for refinancing as a result of high loanto-value ratios. Next, the Home Affordable Modification program was
launched on March 4, 2009, when Treasury published detailed mortgage
modification guidelines. The final component of the HASP is enhancing
confidence in Fannie Mae and Freddie Mac through direct government
support. These confidence-building efforts include Treasury and Federal
Reserve45 programs to purchase securities issued by Fannie Mae and
Freddie Mac and Treasury’s commitment to provide up to $200 billion to
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each of Fannie Mae and Freddie Mac, an increase over the commitments
made on September 7, 2008.46 These three programs are now titled Making Home Affordable.

Home Affordable Finance
Treasury estimates that the Home Affordable Refinance program will
be available to four to five million homeowners. Borrowers with good
payment histories and whose mortgages are owned or guaranteed by Fannie Mae or Freddie Mac will be eligible to refinance, even if their current
home value exceeds 80% of their mortgage. The refinanced mortgages
may offer lower fixed interest rates, which may include the opportunity
to move from an adjustable rate mortgage to a fixed-rate mortgage. This
program is scheduled to end in June 2010.47

Home Affordable Modification
Home Affordable Modification provides standardized guidelines for
mortgage modification, reflecting the input of numerous government
agencies and industry groups. As launched on March 4, 2009, the program is in a trial period, and we expect additional fine-tuning over the
coming weeks. Entities using the guidelines must execute Treasury’s
program agreements no later than December 31, 2009, and modifications under the program may be made through December 31, 2012.
Treasury has received commitments from the following to use the
program for owned or managed mortgages: Fannie Mae, Freddie Mac,
Ginnie Mae, the FHA, the Federal Reserve, the FDIC, the Department
of Veterans Affairs, and the Department of Agriculture. Additionally, the
Office of the Comptroller of the Currency, the Office of Thrift Supervision, the Federal Reserve, the FDIC, and the National Credit Union Administration are expected to encourage use of the program by institutions
they supervise. Going forward, participants in Stability Plan programs
will be required to use Home Affordable Modification.
Key features of Home Affordable Modification are highlighted below
and the full guidelines are available at http://www.financialstability.gov
and at http://www.hmpadmin.com.48
•

Mortgage Eligibility: mortgage originated on or before January
1, 2009, one- to four-family residence that is owner-occupied, no
previous modification under the program, no automatic exclusions based on commenced bankruptcy proceeding or pending
litigation, no minimum or maximum loan-to-value ratio, unpaid
principal balance of single unit home may not exceed $729,75049
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•

Shared Loss: the mortgage owner or investor must absorb any
losses through modifications from reducing current payments to
38% of the borrower’s debt-to-income ratio; thereafter, Treasury
will share losses on a dollar-for-dollar basis on modifications
reducing current payments to 31% of the borrower’s debt-toincome ratio

•

Servicer Incentives: (1) $1,000 for each modified mortgage; (2)
up to $1,000 per year for each borrower of a modified mortgage
that remains current on the mortgage loan (for up to three years);
(3) $500 for modifications made prior to a delinquency; (4) $250
and additional compensation based on a scale published by Treasury for the release of a second lien; and (5) where modification is not feasible, compensation to encourage alternatives to
foreclosure, including permitting a sale for less than the unpaid
amount of the mortgage loan or deeds-in-lieu of foreclosure

•

Borrower Incentives: monthly payments, up to $1,000 each year
for five years, will be applied to reduce the principal balance of
the mortgage as long as the borrower remains current

•

Lender/Investor Incentives: $1,500 payment for each modification made prior to a delinquency and payments to offset probable losses from home price declines

•

Modified Mortgage Targets: 31% front-end debt-to-income ratio,50 interest rate no lower than 2%,51 modified interest rate is
fixed for five years with 1% per annum increases thereafter up to
the interest rate cap determined using the guidelines at the time
of modification and term extensions (40-year mortgages)

•

Underwriting: income verification is required; property value
determined within 60 days of modification based on the government sponsored enterprises’ automated valuation model or a
brokers price opinion

•

H4H: participating servicers are required to consider borrowers
for H4H; loans may enter the Home Affordable Modification
trial period pending completion of a H4H modification

•

Trial Period: borrower must remain current for 90 days, or
three monthly mortgage payments, before incentive payments
will be made

•

Transparency Provisions: servicers required to maintain records
covering borrower eligibility, underwriting, incentive payments,
and property verification; Freddie Mac will audit compliance
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The program addresses many of the concerns raised with prior mortgage modification programs and reflects the experience to date with
H4H. The guidelines require compliance with any express pooling and
servicing contractual restrictions for modifying current loans. Treasury
hopes that widespread use of consistent and clear guidelines that include
net present value and other objective measurements will enhance servicers’ ability to modify mortgages. Concerns regarding the reasonableness of proposed modifications should be mitigated through use of a
program that achieves industry-wide acceptance. Additionally, if passed,
recently proposed H.R. 1106 would provide protection from legal liability for servicers performing loan modifications in compliance with the
Trust in Lending Act and H.R. 1106’s proposed standards.
The program’s incentives include payments for each mortgage modified prior to the borrower becoming delinquent. The administration believes that requiring a borrower to be 60 or 90 days delinquent, a current
requirement of many servicing agreements, encourages borrowers to
cease making mortgage payments. Additionally, servicers are frequently
unable to contact borrowers who abandon their residences during this
60- to 90-day period.
Many lenders have expressed reluctance to engage in modifications in
geographic areas experiencing steep ongoing declines in real estate values, fearing that modified mortgages will quickly return to underwater
status. To address this concern, the HASP includes a $10 billion partial
insurance program to make additional “Pay for Success” payments in
the event of more marked declines in housing values. The mechanism
for paying the insurance is unclear. Treasury’s announcement states that
the insurance payments could be set aside as reserves, providing a partial
guarantee in the event that the home price declines (and therefore losses
in cases of default) are higher than expected. It is not clear how a decline
in home value will be measured or how much of a decline will be necessary to trigger a payment by Treasury.
In addition to the guidelines discussed above, the Home Affordable
Modification program has other features designed to encourage modifications. For example, the following were outlined in Treasury’s March
4, 2009, updated program description: required participation in loan
modification programs by participants in other Stability Plan programs,
permitting judicial modifications of home mortgages during bankruptcy,
and improving the flexibility of H4H and other FHA programs to aid atrisk borrowers wishing to modify or refinance their mortgages.52

Public-Private Investment Program
On March 23, 2009, Treasury released details of the Public-Private Investment Program (PPIP).53 Under PPIP, Treasury and private investors
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will jointly purchase troubled mortgage-related assets from financial institutions through a series of newly formed investment vehicles. Details
of the two sub-programs, one to purchase loans and the other to purchase
securities, are still being developed. Treasury has allocated EESA resources to the PPIP for the purchase of these mortgage-related assets, in
a return to the original purposes of EESA. As noted above, EESA directs
Treasury to seek mortgage modifications through its purchase programs.
The PPIP, however, is designed as an investment partnership between
Treasury and private investors, and Treasury has yet to release its interpretation of the application of EESA’s modification provisions to its private
industry partners. However, the summary of terms for the loans program
states that the loans acquired through the program will be subject to servicing standards established by the FDIC and Treasury.54 Although the summary of terms does not reference Making Home Affordable, it is likely
that “servicing standards established by the FDIC and Treasury” will not
deviate significantly from the recently announced modification initiative.
Successful implementation of PPIP that includes a modification program based on Making Home Affordable may extend the scope of the
program. On the other hand, imposition of the modification program
may limit the participation of both buyers and sellers. Potential purchasers bidding for troubled mortgage-related assets will need to evaluate
the potential impact of both the cost and result of modifications when
conducting due diligence and bidding for asset pools. If a bid includes
a significant “Making Home Affordable” discount, prospective sellers
may prefer to retain troubled assets.
For these programs to be successful, Treasury and the other government entities finalizing the terms of Making Home Affordable and the
Public-Private Investment Program will need to carefully balance two
potentially conflicting goals.

Tax Initiatives
Given the importance of combating foreclosures, the White House
announced a proposal in December 2007 that would freeze the initial
“teaser” interest rates on adjustable rate mortgages subject to reset.55
In conjunction with the proposal, the Internal Revenue Service (IRS)
issued Rev. Proc. 2007-72,56 which provided that, under certain conditions, the IRS will not challenge a REMIC’s status as a pass-through taxexempt entity for U.S. Federal income tax purposes in connection with
“fast track modifications” of certain subprime mortgage loans under a
framework recommended by the American Securitization Forum (ASF).
A fast-track modification program is a program that permits servicers
to modify eligible troubled mortgage loans subject to certain broad pa© 2009 Thomson Reuters

334

UNIFORM Commercial Code Law Journal [Vol. 41 #4]

rameters.57 Rev. Proc. 2007-72 was issued in an effort by Treasury and
the IRS to stem foreclosures by removing barriers imposed by tax laws,
arguably too restrictive in light of prevailing economic and market circumstances, to broad-based mortgage modification plans.58
Rev. Proc. 2008-47,59 issued in July 2008, provides that the IRS will
not challenge the tax status of a REMIC or assert that a REMIC is engaged in a “prohibited transaction” when certain mortgage loans—primarily adjustable rate mortgages with teaser rates—held by a REMIC
are modified by freezing rates prior to their reset in accordance with
the American Securitization Forum’s “Streamlined Foreclosure and Loss
Avoidance Framework for Securitized Subprime Adjustable Rate Mortgage Loans” (also issued in July 2008). Rev. Proc. 2008-47 amplifies and
supersedes Rev. Proc. 2007-72. Despite this limited tax relief, however,
a number of other serious tax questions remained that could create disincentives for mortgage modification programs.
On February 4, 2009, a bill was proposed in the United States Senate that would require that each securitization seeking tax-free REMIC
status permit its servicer or trustee to “reasonably” modify or dispose of
distressed mortgages or otherwise suffer the penalty of losing tax-free
REMIC status.60 The bill also provides that any modification or dispositions made under EESA’s Troubled Asset Relief Program will not be
treated as prohibited transactions. Terminating REMIC status could have
far-reaching consequences, not the least of which would be subjecting
the securitization to an additional layer of tax. Accordingly, the bill is
expected to face stiff criticism from the ASF and other industry participants and is not expected to pass in its current form.
On April 10, 2009, the IRS released guidance with respect to mortgage modifications made pursuant to the Home Affordable Modification plan the details of which were released on March 4, 2009, as discussed above. In Notice 2009-36,61 the IRS announced that it will issue
regulations62 excepting payments made pursuant to the Home Affordable Modification plan from the imposition of a 100% confiscatory tax
on certain contributions made to a REMIC after the startup day.63 For
example, without the Notice, incentive payments made to the REMIC
could have been caught. In Rev. Proc. 2009-23,64 the IRS also provided
that it will not challenge a securitization vehicle’s tax status; nor will it
impose a “prohibited transaction tax” on modifications made pursuant
to the Home Affordable Modification plan. Rev. Proc. 2009-23 provides
similar guidance to Rev. Proc. 2007-72 and Rev. Proc. 2008-47, also
discussed above.
What is apparent from these numerous guidance provided by the IRS
is that the REMIC rules were never designed to deal with broad-based
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modification plans, particularly where the market is under extreme duress. Instead of the IRS issuing new guidance whenever the administration adopts a new plan to relieve the significant stresses on the mortgage
market, it seems reasonable to amend the REMIC rules to attempt to
deal with these situations. A possible interpretation of the temporary nature of the relief provided to date is that the Treasury and the IRS are not
comfortable with the underlying conclusion they have reached in such
guidance. The temporary relief could also be viewed that the tax law is
not being interpreted consistently in all cases, which may raise fairness
questions in its application. This is not to say that the Treasury and the
IRS guidance issued thus far are without justification; clearly the administration believes it is the right policy decision. However, if the securitization market is to be revived, it seems that the REMIC tax rules should
be revisited. Ad-hoc decision-making may not be the rational approach
when REMIC amendments would provide more certainty and enhance
confidence in the long-term views of Treasury and the IRS.

Recent Proposals
Systemic Foreclosure Prevention and Mortgage
Modification Act
On November 14, 2008, the FDIC announced its loss-sharing proposal to promote affordable mortgage modifications.65 The FDIC proposed
to serve as a Treasury contractor to implement a program of systematic
mortgage modifications and proposed a government loss share guarantee on redefaults of modified mortgages. The FDIC claims that a loss
share guarantee would provide the incentive necessary to modify a large
number of mortgages, while leveraging available government funds to
affect more mortgages than outright purchases or specific incentives for
each modification.
Introduced as the “Systemic Foreclosure Prevention and Mortgage
Modification Act,” H.R. 37 is pending in the House Committee on Financial Services, and S. 73 is pending in the Senate Committee on Banking, Housing and Urban Affairs.

Mortgage Modification in Bankruptcy:
Cramdown66 Legislation
In personal bankruptcy cases, bankruptcy judges do not have the authority to modify the mortgage for the petitioner’s primary residence.
Because there is no risk that a bankruptcy court could change the terms
of a residential mortgage for owner-occupied property, there is one less
risk of disrupted cash flows in mortgage finance transactions. The mort© 2009 Thomson Reuters
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gage finance industry asserts that this creates reduced risk of loss for investors and, as a result, reduced mortgage financing costs. These reduced
costs lead to lower interest rates and more affordable mortgages.
Consumer advocates, on the other hand, have long argued for Bankruptcy Code changes to permit bankruptcy modifications, increasing the
likelihood that borrowers can retain their homes under more affordable
terms. Given the unprecedented need to facilitate widespread mortgage
modifications and limit ongoing housing price declines resulting from
waves of foreclosures, there is renewed interest in amendments to the
Bankruptcy Code. Two bills have been proposed to provide bankruptcy
courts with more flexibility to effect mortgage modifications.
On March 5, 2009, the Helping Families Save Their Homes Act (H.R.
1106) was approved by the House of Representatives. H.R. 1106 combines
several earlier efforts, including the Helping Families Save Their Homes in
Bankruptcy Act of 2009 (H.R. 200) and its companion, the Emergency Homeownership and Equity Protection Act of 2009 (H.R. 225). If it is enacted,
bankruptcy courts could modify residential mortgage loans for a borrower
in a Chapter 13 proceeding.67 In addition, H.R. 1106 includes provisions (1)
authorizing bankruptcy judges to extend the mortgage repayment period
and to reduce the mortgage interest rate; (2) waiving the bankruptcy counseling requirement for borrowers nearing foreclosure; (3) requiring lenders to provide notice when assessing fees and allowing bankruptcy judges
to waive prepayment penalties; and (4) maintaining debtors’ legal claims
against predatory lenders while in bankruptcy.
H.R. 1106 also includes a safe harbor from litigation for servicers engaging in loan modifications in a manner consistent with HERA, regardless of servicing agreement provisions. To satisfy the HERA standard,
(1) the servicer’s actions must maximize the net present value of pooled
mortgages to all investors as a whole; (2) the mortgage must be in default or default must be reasonably foreseeable; (3) the property must be
owner-occupied; and (4) the anticipated recovery must exceed, on a net
present value basis, the anticipated recovery through foreclosure.68
H4H amendments and new authorizations to the FHA and the Rural
Housing Service are included in H.R. 1106. The bill encourages lender
participation in H4H by: (1) reducing the up-front fee from 3% to no
more than 2% and the annual fee from 1.5% to no more than 1%; (2) providing that profit be shared based on a scale up to 50%, but terminating
the fixed 50% sharing requirement, and allowing profit sharing with the
original mortgage lender to encourage principal reductions; (3) authorizing payments to servicers of up $1,000 for each refinanced mortgage
loan; (4) permitting auctions to refinance loans on a wholesale or bulk
basis; and (5) reducing the administrative burdens by making the re© 2009 Thomson Reuters
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quirements more consistent with standard FHA practices. Finally, H.R.
1106 would expand the FHA’s mortgage loan modification abilities by
allowing increased reductions of interest payments.
These proposed bills, and prior efforts to modify the bankruptcy prohibition on mortgage modification, are generally lobbied against by the
mortgage finance industry. On January 8, 2009, Senator Dick Durbin
announced that an agreement in support of recently proposed cramdown
legislation had been reached with Citigroup.69 In a break from its industry peers, Citigroup was the first major mortgage lender to publicly
support cramdown legislation. Consistent with the positions previously
taken, industry groups such as the ABA and the Mortgage Bankers Association have raised concerns with the proposals to permit mortgage
modification in bankruptcy. The ABA opposes the proposal “because it
will leave in place overly broad mortgage cram-down authority and other
provisions that will harm thousands of banks across the country that
have made, and continue to make, good loans.”70 The Mortgage Bankers
Association believes the legislation will have a “destabilizing effect…
on an already turbulent mortgage market”71 and should be limited to
subprime mortgage loans.
After approval by the House of Representatives, H.R. 1106 was sent
to the Senate in March 2009. The cramdown provisions were not approved by the Senate and were deleted from the Senate version of the
bill, S. 896. On May 20, 2009, the Helping Families Save Their Homes
Act of 2009, including amendments to H4H and a servicer safe harbor,
was signed into law.72

Mortgage Reform and Anti-Predatory Lending Act
On March 26, 2009, House Representative Bradley Miller introduced
H.R. 1728, the “Mortgage Reform and Anti-Predatory Lending Act.”73
H.R. 1728 is based on H.R. 3915, the 2007 bill with the same name that
passed the House of Representatives in November 2007 but that never
became law. Like H.R. 3915, the proposed bill imposes restrictions on
the brokering and origination of residential mortgage loans that do not
qualify for an exemption and makes certain assignees liable for the mortgage lenders’ violations of the standards of care outlined in H.R. 1728,
regardless of the assignees’ knowledge of the originators’ violations. Title
II of the bill subjects every residential mortgage loan to two new federal
standards that apply to creditors, assignees, and securitizers. First, at the
time the mortgage is entered into, the creditor must make a reasonable,
good-faith determination: that the consumer has a “reasonable ability to
repay” the loan at a fully indexed, fully amortizing rate, based on verified and documented information including the consumer’s credit history,
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current and expected income, debt-to-income ratio, and other financial
resources. Second, for refinancings, the loan must provide a “net tangible
benefit” to the consumer, based on information known or obtained in
good faith by the creditor. The federal banking agencies shall jointly prescribe regulations that define “net tangible benefit,” and the bill provides
that loans for which the cost of refinancing exceeds the newly advanced
principal specifically do not provide a net tangible benefit.
H.R. 1728 provides a limited “qualified mortgage” safe harbor for
prime, fully documented 30-year fixed-rate mortgages that have no negative amortization or interest-only features. Such qualified mortgages
are presumed to meet the ability to repay and net tangible benefit standards, though this presumption is rebuttable. Qualified mortgages are
loans for which: (1) the APR does not exceed an “average prime offer
rate” by more than 1.5 percentage points for a first lien and 3.5 percentage points for a subordinate lien; (2) the income and financial resources
of the consumer are verified; (3) the underwriting process is based on a
fully indexed rate; (4) the loan meets a combined debt-to-income (DTI)
test prescribed by the federal banking agencies; and (5) the loan has a
fixed-rate term of not less than or more than 30 years. The federal banking agencies shall jointly prescribe regulations that carry out the purposes of the qualified mortgage provision and may revise the criteria for
defining a qualified mortgage when necessary or appropriate.
In addition, H.R. 1728 lowers the financial triggers for a residential
mortgage loan to constitute a “high cost” loan under the Homeownership Equity Protection Act (HOEPA), thereby increasing the number of
residential mortgage loans that could be subject to HOEPA, and expands
the restrictions to which high cost loans are subject. Specifically, the bill:
(1) lowers the APR trigger from 10% to 8% over comparable Treasuries, except if a dwelling is personal property and the loan is less than
$50,000; (2) lowers the points and fee trigger from 8% to 5% for transactions of $20,000 or more and includes additional costs and fees in the
trigger; (3) prohibits the financing of points and fees; (4) prohibits excessive fees for payoff information, modifications, or late payments; and (5)
prohibits practices that increase the risk of foreclosure, such as balloon
payments, encouraging a borrower to default, and call provisions.
H.R. 1728 was approved by the House of Representatives on May 7,
2009, and was presented to the Senate Committee on Banking, Housing
and Urban Development on May 12, 2009.

Conclusion
As the mortgage crisis deepened, initial governmental efforts focused
on encouraging private industry solutions, such as HOPE NOW. As the
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broader economy began to suffer, the focus shifted from mortgages and
the homeowner to the financial institutions comprising the banking and
financial system. Treasury proposed EESA to address the mortgage industry’s impact on financial institution balance sheets, rather than on
Main Street checkbooks. Although it ultimately included provisions to
address mortgage modification and foreclosure prevention, the overwhelming majority of the $700 billion authorized under EESA will be
spent resolving downstream impacts to the financial system. Similarly,
the $787 billion American Recovery and Reinvestment Act of 2009
targets the recession’s constriction of the economy, rather than the root
causes of the crisis. The ultimate impact of the mortgage crisis was,
fundamentally, a crisis of confidence. Financial counterparties, market
participants, and consumers withdrew from the economy, each unsure
which institution would be next to announce a bailout or bankruptcy.
To be successful, efforts to rebuild confidence must target both systemically significant market participants: the financial institutions that
make up the system and the individual consumer/borrowers who use that
system. Those efforts should include both regulatory reform and recovery programs.
Recovery efforts targeted to consumers can contribute to the stabilization of the economy. The recently announced Homeowner Affordability
and Stability Plan is the most comprehensive interagency federal action
to date to address the impact of the mortgage crisis on individuals. Even
if the program does not reach the administration’s estimated seven to
nine million homeowners, a federally sponsored, broad-scale program
is needed to assure consumers that those responsible for building and
safeguarding the financial system are focused on more than Wall Street.
However, despite numerous governmental and GSE efforts to encourage
mortgage modification, the utility of the programs they have developed
is limited by the contractual obligations of mortgage servicers. If successful, legislative efforts to provide servicers a safe harbor from litigation may provide a temporary “work-around” for moving through the
current crisis, but these temporary measures do not address the fundamental issues with the structure of mortgage finance.
We also expect to see a growing wave of reform efforts focused on
the mortgage industry, including mortgage finance. The proposed legislative initiatives discussed above will be followed by others as attention is
focused on alternative means of financing mortgage loan originations,
as well as a new rubric for securitization type structures. Ultimately, the
credit markets would be too constrained without a “securitization-like”
funding approach; however, it is not yet clear how this market will return. The mortgage finance industry will need to reexamine the balance
between market efficiency and flexibility. Securitization has produced a
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highly efficient framework for originating, selling, and servicing mortgage loans. The previously unforeseen cost of that efficiency, however, is
the inability of servicers to actively manage mortgages to maximize longterm value due to litigation concerns. Although reports indicate that the
net present value of troubled mortgages is often higher under a mortgage
modification than with a foreclosure, the system encourages foreclosure.
In hindsight, the system’s limits on modifications may have contributed
to the depth of the foreclosure crisis. Reconsideration of the model, including tax laws, servicer compensation, servicing agreements, originateto-sell models, the role of the GSEs and the federal agencies, and other
fundamental elements of the securitization market should be examined to
prevent history from repeating itself. Reform efforts will be widespread,
addressing not only the root causes of the initial downturn but the inability of markets and market participants to prevent the dislocation in the
mortgage market from growing into a global financial crisis.
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