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 Solution to Housing Crisis Requires Adjusting Loans 
to Fair Market Value through Court-Supervised 

Modifications  
 

CRL Issue Brief April 1, 2008 
 

The U.S. faces a deepening foreclosure crisis driven by the rise in “under water” mortgages. 
For years, subprime lenders engaged in a reckless lending spree, marketing the most risky types 
of loans to the most vulnerable families, even many who could have qualified for affordable and 
sustainable loans. The results have driven our country to the brink of recession.  Consider the 
current situation: 

• Home prices have fallen by 5% to 10% nationwide, and market experts predict that prices 
will decline by an additional 20%.1   

• 30% of families now holding recent subprime mortgages are upside down: they owe 
more on their mortgage than their home is worth.2  Foreclosures will increase because 
families cannot sell the home, refinance the mortgage, or get a home equity loan.3    

• Holding an upside down mortgage now exceeds “exploding” interest rates4 as the major 
factor driving families into foreclosure.5  

• Foreclosures reached an all-time high in the fourth quarter of 2007, and they are 
projected to get even worse.6  Fitch has concluded that 43% of recent subprime loans 
made will be lost to foreclosure.7   

• At least two million American families are expected to lose their homes to foreclosures 
initiated over the next two years, and 40 million of their neighbors will see their property 
values decline as a result.8  

 
For homeowners who are upside down in their mortgage, simply adjusting the interest rates 
frequently isn’t enough.  People with “negative equity” are not able to sell or refinance, even if 
they need to relocate for a new job or use equity to help pay hospital bills or other essential 
expenses.  In many cases, foreclosure becomes inevitable when it could have been prevented.  
 
Regulators and economists increasingly recognize that loan balances must be reduced to avoid 
unnecessary foreclosures that will further damage the economy. 
 
Federal Reserve Chairman Ben Bernanke:  “When the mortgage is ‘underwater,’ a reduction in 
[loan] principal may increase the expected payoff by reducing the risk of default and 
foreclosure.” “Preventable foreclosures” could be reduced, he said, by enabling loan servicers to 
“accept a principal writedown by an amount at least sufficient to allow the borrower to refinance 
into a new loan from another source.”  This would “remove the downside risk to investors of 
additional writedowns or a re-default.”9  Seventy-one percent of the economists responding to a 
New York Times survey agreed with Chairman Bernanke on this point.10 
 
FDIC Chairman Sheila Bair: Lenders “should be more aggressive about writing down principal.”  
 
Treasury Secretary Henry Paulson:  “There will be instances where lenders are going to clearly 
see that the best solution for them which is less costly than a foreclosure is going to be a 
writedown of principal on a mortgage.”11 
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Voluntary write-downs fall far short of results needed to restore market confidence. 
Unfortunately, voluntary efforts by lenders, servicers and investors are not sufficient to address 
the massive number of foreclosures.  Looking at the first eight months of 2007, Moody’s 
Investors Service found that lenders modified only 3.5% of subprime loans that reset to higher 
interest rates.12 According to a recent report by the State Foreclosure Prevention Working Group, 
a collection of state Attorneys General and Bank Commissioners, only 24% of seriously 
delinquent borrowers were working with professionals in any type of loss mitigation activity that 
could lead to preventing a foreclosure.13 
 
Efforts of the Hope Now Alliance also fall short.  As recently acknowledged by the vice chair of 
Washington Mutual, a senior policy adviser for the Financial Services Roundtable who helps run 
the program, many of the homeowners who have sought Hope Now assistance “will not receive 
long-term relief and could ultimately face higher total costs.”14  Moreover, “[o]nly a very small 
group of borrowers could get their mortgage principal reduced outright.”15  Chairman Bernanke 
noted that loan modifications involving “reductions of principal balance have been quite rare.”16 
 
Why aren’t more mortgages modified? 
The fact that most loans are “securitized” – i.e., packaged as investments – has resulted in 
conflicting financial interests among the different players involved: 
 

• Loan servicers frequently fear that modifications will trigger lawsuits by particular 
tranches, or classes, of investors;17  

• Loan servicers often have stronger financial incentives to foreclose than to work with the 
loan.  (Servicers are reimbursed for foreclosing, but must generally cover the cost of loan 
modification, on average $750-1,000 per loan, out of their own pockets.);18  

• The common presence of “piggy back second mortgages” often makes it impossible for 
servicers to modify either mortgage because the second mortgage holder has no incentive 
to cooperate.19   

 
Court-supervised modifications would make large-scale foreclosure prevention possible.  
Increasing loan modifications would be the most effective way to curb the foreclosure epidemic 
and reduce economic damage.  Given the obstacles to voluntary modifications, the only way to 
achieve meaningful loan modifications on a larger scale is to permit courts to restructure 
mortgages on family’s homes under chapter 13 of the bankruptcy code.  Once this process is in 
place, it is likely that most loan modifications will occur voluntarily outside of court.20   
 
Bills in the House (as reflected in the Chairman Conyers/Rep. Chabot compromise (HR 3609)) 
and Senate (Sen. Durbin’s bill, included as Title IV of the Foreclosure Prevention Act (S.2636)) 
would provide judges the authority to modify harmful mortgages marketed by subprime lenders 
in recent years, in order to provide families with one last chance to save their homes before 
foreclosure.  They would help some 600,000 families stuck in bad loans to keep their homes.  
 
What these bills do: 

• For existing loans only, permits bankruptcy courts to reduce the secured mortgage 
amount to the fair market value of the property; 
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• Applies to homeowners who have (1) received a subprime or non-traditional loan; (2) 
who meet an IRS means test demonstrating they do not have the financial ability to make 
their house payments; and (3) who otherwise would lose their house to foreclosure.   

• Senate bill allows the lender/investor to recapture any price appreciation if the home is 
sold before the plan is completed.21 

 
The means test for homeowners ensures that only qualified families receive loan modifications.  
The American Securitization Forum, representing the interests of bond investors, has said that 
mortgage servicers “should have a clear basis for concluding” that borrowers are unable to make 
their payments before reducing loan principal.22  This is precisely what the Durbin bill’s means 
test accomplishes.  Only homeowners who will qualify for strip-down (indeed, the only 
homeowners who will qualify for any relief at all) are those who do not have sufficient monthly 
income (after deductions for limited living expenses set by IRS guidelines) to cover their 
mortgage payments, and for whom foreclosure is imminent. 
 
The bills ensure fairness to lenders, investors and servicers:  They guarantee the recovery of at 
least the amount that could be recovered through a foreclosure sale, while avoiding the 
substantial costs of foreclosure.  Recent estimates based on subprime mortgage foreclosures from 
the fourth quarter of 2007 indicate that mortgage-holders lose more than 50% of the loan value 
when they have to foreclose.23   
 
Lenders can choose other alternatives.  While the bills permit eligible homeowners to obtain 
court-supervised modifications, they also give lenders the option to avoid it.  The recent ASF 
fast-track modification process enables lenders to modify loans in borrowers’ favor without 
borrower consent. When servicers exercise this option, the homeowner would be able to pay the 
mortgage, would therefore fail the IRS “means test,” and would thus be ineligible for court-
supervised modification.  
 
Other Benefits: 

• No cost to the U.S. Treasury. 
• Narrowly targets families who would otherwise lose their homes, and excludes families 

who do not need assistance. 
• Helps maintain property values for families who live near homes at risk of foreclosure.  

Saves American families not facing foreclosure $72.5 billion in wealth by avoiding 
600,000 foreclosures by their neighbors.24   

 
 

About the Center for Responsible Lending 

The Center for Responsible Lending (CRL) is a national nonprofit, nonpartisan research and policy organization 
dedicated to protecting home ownership and family wealth by working to eliminate abusive financial practices. CRL 

is affiliated with Self-Help, one of the nation’s largest community development financial institutions. 
 

For additional information, please visit our website at www.responsiblelending.org. 
Eric Stein and Ellen Harnick, 919/956-4400. 
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