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Good morning Chairman Kucinich, Ranking Member Jordan, and members of the
committee, and thank you for the invitation to discuss the Administration’s response to
the foreclosure crisis.
As you know, we are now facing historic levels of homes lost through foreclosures. Not
every individual foreclosure can or should be stopped, but there is an urgent need to stop
the epidemic by closing the growing chasm between prevention and losses. Without
stronger policy intervention, not only will millions of families lose their homes
unnecessarily, but massive foreclosures will continue to destroy communities, drag down
the housing market, and keep a full economic recovery out of reach.
I serve as Senior Policy Counsel at the Center for Responsible Lending (CRL), a
nonprofit, non-partisan research and policy organization dedicated to protecting
homeownership and family wealth by working to eliminate abusive financial practices.
CRL is an affiliate of Self-Help, a nonprofit community development financial institution
that consists of a credit union and a non-profit loan fund. For close to thirty years, SelfHelp has focused on creating ownership opportunities for low-wealth families, primarily
through financing home loans to low-income and minority families who otherwise might
not have been able to get affordable mortgages. In total, Self-Help has provided over
$5.65 billion of financing to 64,000 low-wealth families, small businesses and nonprofit
organizations in North Carolina and across America.
The downturns in the housing market and economy are impacting Self-Help as well as
other lenders. As a result, Self-Help is grappling with many of the same issues
encountered by other lenders, including servicer capacity limitations and homeowners
who face foreclosure and other economic challenges. Our testimony today is informed
by this experience.

Reckless and abusive lending practices created a nationwide foreclosure crisis that has
had catastrophic consequences for families, communities—especially communities of
color—and the overall economy. Historically, the housing sector has led the way out of
economic downturns.1 Continued weakness in the housing sector will likely slow or
derail economic recovery and hamper efforts to create jobs and reduce unemployment.
We are glad that the Administration has created the Making Home Affordable program to
help prevent foreclosures, and we commend the effort to try to modify troubled
mortgages through the modification component of MHA (HAMP). Yet there is no
“silver bullet” strategy to fix every mortgage or repair every foreclosure-ravaged
neighborhood. Moreover, the toxic combination of negative equity and a weak economy
means that many homeowners with fixed-rate, prime mortgages are experiencing much
higher default numbers as well. The breadth and depth of the housing crisis means that
we must address it through multiple approaches and solutions. For HAMP to reach its
potential, we must use a sufficiently broad array of tools both within HAMP and in other
contexts to target different types of loans, lenders, and homeowner situations.
Here’s how HAMP should be changed to improve its ability to combat default and
foreclosure:
¾
¾
¾
¾
¾
¾
¾
¾
¾

Stop foreclosures while servicers evaluate eligibility for loan modifications or
other non-foreclosure options.
Reduce principal balances on troubled loans to ensure that loan modifications are
sustainable
Make the details of the “net present value” (NPV) evaluation model widely
available to homeowners and their advocates and improve the model.
Share loan-level data with the public to ensure that everyone has access to the
most complete source of data on foreclosure prevention.
Assist homeowners who have lost their jobs and do not have nine months of
guaranteed unemployment income.
Transfer servicing duties to companies that don’t have conflicts of interest.
Provide an independent, formal appeals process for homeowners who believe
their HAMP application was not handled correctly.
Permit homeowners who experience additional hardship to be eligible for
additional HAMP modifications.
Require that servicers let borrowers in bankruptcy use HAMP.

We also believe Congress has a crucial role to play in mitigating the crisis. Specifically,
we ask Congress to take the following actions:
¾ Pass legislation mandating loss mitigation prior to foreclosure.
¾ Ensure that homeowners receiving mortgage debt forgiveness or modifications do
not find their new financial security undermined with a burdensome tax bill.
¾ Permit bankruptcy judges to modify mortgages on principal residences.
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¾ Create an independent Consumer Financial Protection Agency, which can
establish and monitor common-sense rules to ensure this type of crisis never
happens again.
¾ Prohibit predatory lending, particularly unsustainable loans, yield spread
premiums and prepayment penalties.
I. Background
A. Dimensions of the Foreclosure Crisis
With one in seven homeowners delinquent on their mortgage or already in foreclosure2
and one in four mortgages underwater,3 continued weakness in the housing sector will
likely slow or derail economic recovery and hamper efforts to create jobs and reduce
unemployment. According to industry analysts, the total number of foreclosures by the
time this crisis abates could be anywhere between 8 and 13 million.4 The Hope Now
Alliance reports that approximately 2.1 million foreclosure sales have been completed
between 2007 and November 2009.5
While some headlines say that housing prices are stabilizing, there is a still an enormous
and growing overhang of foreclosure starts still working their way through the process.
This “shadow inventory” is likely to threaten any kind of housing recovery as investors
and homeowners wait for the other shoe to drop.6 Sometimes foreclosure starts will not
result in a foreclosure sale because a family will pay the arrearages and reinstate their
mortgage, sell the home short, or give up the home in a deed-in-lieu of foreclosure
transaction. Sometimes the family will move out because they think they are being
foreclosed on, but the bank itself walks away from the foreclosure.7 (On the other hand,
the relative lack of foreclosure sales means that many homeowners can still be saved by
an effective foreclosure prevention program.)
In terms of loan category, this crisis began in the subprime market and quickly spread to
the Alt-A market. Delinquencies of subprime loans escalated quickly during 2007 and
2008. Although the rate of increase has begun to level off, about half of subprime loans
originated during 2006 and 2007 are delinquent (see Figure 1). The picture looks similar
for Alt-A loans, which are largely nontraditional loans aimed at people with better credit
profiles than subprime borrowers but that contain risky features or minimal underwriting.
By the first quarter of 2009, approximately one-third of Alt-A loans originated in 2006
and 2007 were delinquent, and that rate continues to climb (see Figure 2).
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Figure 1
Subprime Delinquency by Year of Origination
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Figure 2

Alt-A Delinquency by Year of Origination
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Source for Figures 1 and 2: Characteristics and Performance of Nonprime Mortgages, Government
Accountability Office, (July 28, 2009)
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According to a report by the OCC and OTS on the subset of mortgages serviced by the
banks they regulate, during the third quarter of 2009, 16 percent of payment option
ARMs (POARMs) were seriously delinquent and almost 12 percent were in the process
of foreclosure.8 Long-term projections offer little consolation: Examining the
performance of privately secured loans made in 2006 and 2007, Fitch Ratings projects
that more than 70 percent of POARM loans and between 40 and 54 percent of 30-year
Alt-A loans will default.9
Although delinquencies among subprime and Alt-A loans have rightfully received much
attention to date, the more traditional prime market has also been deeply affected. Over
the last year, interest-only prime adjustable rate mortgages have become an increasing
concern. For example, 60+ day delinquencies have doubled among such loans serving as
collateral in private-label residential mortgage-backed securities and originated in 2007,
growing from 9.1 percent to 18.6 percent.10 For all prime loans, the average 60-day
delinquency rate reported between 1979 and 2006 was 1.98 percent.11
B. Foreclosures impact the entire community through lost home value,
increased demand for city servicers, and lost rental housing.
In addition to the costs to homeowners and communities, foreclosure “spillover” costs are
massive. Tens of millions of households where the owners have paid their mortgages on
time every month are suffering a decrease in their property values that amounts to
hundreds of billions of dollars in lost wealth just because they are located near a property
in foreclosure. Depending upon the geography and time period, the estimated impact of
each foreclosure ranged from 0.6 percent to 1.6 percent in lost value to nearby homes.
CRL estimates that the foreclosures projected to occur between 2009 and 2012 will result
in $1.86 trillion in lost wealth, which represents an average loss of over $20,000 for each
of the 91.5 million households affected.12 These losses are on top of the overall loss in
property value due to overall housing price declines.13
What’s more, foreclosures cost states and localities enormous sums of money in lost tax
revenue and increased costs for fire, police, and other services because vacant homes
attract crime, arson, and squatters. As property values decline further, more foreclosures
occur, which only drives values down still more. The Urban Institute estimates that a
single foreclosure results in an average of $19,229 in direct costs to the local
government.14
Finally, the crisis severely impacts tenants in rental housing. According to the National
Low-Income Housing Coalition, a fifth of single-family (1-4 unit) properties in
foreclosure were rental properties and as many as 40 percent of families affected by
foreclosure are tenants.15 While tenants now have some legal protection against
immediate eviction,16 most of them will ultimately be forced to leave their homes.17
Furthermore, a great deal of housing stock is now owned by the banks rather than by new
owners. Banks are not in the business of renting homes and are not well suited to carry
out the duties required of a landlord.
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Compounding the problem of renters losing homes to foreclosures is the impact that the
crisis has on other sources of affordable housing. A policy brief from the Joint Center for
Housing Studies reports that dramatic changes at Freddie Mac and Fannie Mae and
coincident changes in credit markets have disrupted and increased the cost of funding for
the continued development of multi-family (5+ units) properties, despite the fact that
underwriting and performance has fared better in this segment than in single-family
housing.18 As a result, even though a general over-supply of single-family housing
persists, the deficit in the long-term supply of affordable rental housing is at risk of
increasing.19
C. Toxic loan products lie at the heart of the mortgage meltdown.
1. The housing crisis was precipitated by risky loans, not risky
borrowers.
For years, many in the mortgage industry have evaded responsibility and fended off
government efforts to intervene by blaming homeowners for mortgage failures, saying
that lower-income borrowers were not ready for homeownership or not able to afford it.20
Yet empirical research shows that the elevated risk of foreclosure was an inherent feature
of the defective nonprime and exotic loan products that produced this crisis.
A recent analysis by Vertical Capital Solutions found that the least risky loans21
significantly outperformed riskier mortgages during every year that was studied (20022008), regardless of the prevailing economic conditions and in every one of the top 25
MSAs.22
That study also confirmed that loan originators frequently steered customers to loans with
higher interest rates than those for which they qualified and loans loaded with risky
features. It found that 30 percent of the borrowers in the sample (which included all
types of loans and borrowers) could have received a safer loan. In late 2007, the Wall
Street Journal reported on a study that found 61 percent of subprime loans originated in
2006 “went to people with credit scores high enough to often qualify for conventional
[i.e., prime] loans with far better terms.”23
Even applicants who did not qualify for prime loans could have received sustainable,
thirty-year, fixed-rate subprime loans for—at most—half to eight tenths of a percent
above the initial rate on the risky ARM loans they were given.24 Even more troubling,
originators particularly targeted minority communities for abusive and equity-stripping
subprime loans, according to complaints and affidavits from former loan officers alleging
that this pattern was not random but was intentional and racially discriminatory.25
CRL’s own research has demonstrated that common subprime loans with terms such as
adjustable rate mortgages with steep built-in payment increases and lengthy and
expensive prepayment penalties presented an elevated risk of foreclosure even after
accounting for differences in borrowers’ credit scores. This research also has shown
how the risk entailed in these loans had been obscured by rapid increases in home prices

6

that had enabled many borrowers to refinance or sell as needed. The latent risk in
subprime lending has been confirmed by other researchers from the public and private
sectors.26
A complementary 2008 study from the University of North Carolina at Chapel Hill
supports the conclusion that risk was inherent in the structure of the loans themselves.27
In this study, the authors found a cumulative default rate for recent borrowers with
subprime loans to be more than three times that of comparable borrowers with lower-rate
loans. Furthermore, the authors were able to identify the particular features of subprime
loans that led to a greater default risk. Specifically, they found that adjustable interest
rates, prepayment penalties, and mortgages sold by brokers were all associated with
higher loan defaults. In fact, when risky features were layered into the same loan, the
resulting risk of default for a subprime borrower was four to five times higher than for a
comparable borrower with the lower-rate fixed-rate mortgage from a retail lender.
Finally, CRL conducted a more targeted study to focus on the cost differences between
loans originated by independent mortgage brokers and those originated by retail lenders.
In that study, we found that for subprime borrowers, broker-originated loans were
consistently far more expensive than retail-originated loans, with additional interest
payments ranging from $17,000 to $43,000 per $100,000 borrowed over the scheduled
life of the loan. 28 Even in the first four years of a mortgage, a typical subprime borrower
who used a broker paid $5,222 more than a borrower with similar creditworthiness who
received a loan directly from a lender.29
2. While high unemployment makes a bad situation worse,
unemployment in and of itself is not the reason for the soaring
foreclosure rate.
In light of the high unemployment rates now prevailing across the country, it is useful to
examine the relationship between job loss, mortgage delinquency, and foreclosures. An
effort is underway to characterize the foreclosure crisis as an economic problem that
should be solved through job creation strategies rather than by helping homeowners
trapped in bad loans.30
This characterization is inaccurate at best. Certainly unemployment or underemployment
contributes significantly to the economic crisis in which many families find themselves,
hurting their ability to pay mortgages as well as other debts and living expenses. But to
make a difference in the foreclosure rate, we must directly address failing mortgages.
The chart below shows that during previous periods of very high unemployment,
foreclosure numbers remained essentially flat. Delinquency levels did rise somewhat, but
they rose far less than they have risen during the recent crisis.31
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Sources: MBA National Delinquency Survey, Bureau of Labor Statistics.

The reason why unemployment is causing more foreclosures now is the rampant negative
equity problem. In past recessions, homeownership served as a buffer against income
interruptions. Homeowners facing unemployment could sell their homes or tap into their
home equity to tide them over. Today, selling homes is difficult to impossible in many
markets, and even when sales take place, the seller sees no net proceeds from the sale.
New research shows that the risk of default due to unemployment rises mainly in
situations where homeowners are underwater on their mortgage.32
And why are so many homeowners underwater? It is because the glut of toxic mortgages
first inflated the housing bubble and then led to the bursting of the bubble, followed by a
self-reinforcing downward spiral of home prices.
II. The Treasury Department, Congress, and all stakeholders should work together
to stop as many foreclosures as possible and break the cycle of housing price
declines and continued economic weakness.
It is imperative that we continue to try to avoid as many foreclosures as possible, even as
it becomes clear that this task is much more daunting than some may have imagined. Not
only does it reflect badly on us as a society that we would permit so many people to lose
their homes, but the enormous costs both to homeowners and to state and local
governments will continue to drag the overall economy down.33 With no easy solution to
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this problem, all stakeholders must work together to come up with innovative, workable
strategies that can adapt as circumstances change.
A. The HAMP program must be improved and expanded to create more
loan modifications that are more sustainable to benefit both homeowners and
investors.
The HAMP program just celebrated its one year anniversary. 34 Initially projected to help
three to four million borrowers, HAMP works by reducing homeowner payments to an
affordable level, defined as a 31% debt-to-income ratio. So far, nearly a million
homeowners have received a trial modification, yet only 116,000 have received a
permanent loan modification.35 The Treasury Department’s own release, while claiming
that HAMP is on track to meet its goal of modifying 3-4 million loans, also shows a chart
indicating that only 1.7 million borrowers are even eligible for HAMP under its current
guidelines.36
As problematic as HAMP’s inadequate performance is the widespread negative
experience that so many homeowners and their advocates have had with the program.
The program’s effectiveness has been hampered by lack of servicer capacity, a piece-bypiece rollout of complementary programs addressing second liens and short sales,
inadequate compliance review, minimal public data availability, and – perhaps most
disturbingly – widespread violation of HAMP guidelines by participating servicers.
To improve the HAMP program and extend its reach, we have outlined a number of
recommendations below.
1. Stop foreclosures from proceeding while servicers evaluate
eligibility for loan modifications or other non-foreclosure options.
Because servicers are not barred from proceeding on a parallel track toward foreclosure
while a HAMP evaluation is pending, homeowners are receiving a confusing mix of
communications from their lender, some of which tell the borrowers they are being
considered for HAMP, but others of which warn of an impending foreclosure sale. This
mixed message may well lie at the heart of several vexing problems, including the failure
of some borrowers to send in all their documentation, the early redefault of many trial
modifications, and the difficulty servicers have reaching certain borrowers.
In addition, the continuation of the foreclosure process often means that the servicers’
lawyers bill thousands of dollars in attorneys fees that the homeowners are then expected
to pay. Servicers either demand these payments upfront (an apparent violation of
HAMP) or add the costs into the loan balance. In either event, these costs make it harder
to provide an affordable loan modification.
Finally, although HAMP guidelines prohibit the actual foreclosure sale from taking place
prior to a HAMP evaluation, some sales are taking place anyway because the foreclosure
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proceedings are handled by outside law firms and communications between servicers and
foreclosure attorneys regarding HAMP are extremely minimal.37
To alleviate the confusion and prevent inadvertent foreclosures, servicers should be
barred from proceeding with any portion of a foreclosure action prior to concluding their
determination of whether a borrower qualifies for a HAMP modification. In other words,
they should not be permitted to institute an action, and if an action has already been
instituted, they should not be permitted to move forward at all, in cases where they can
reach the homeowner or the homeowner has already requested an evaluation. Guidelines
should be established to clarify when the servicer can continue with foreclosure
proceedings if the homeowner is unreachable.
There have recently been reports in the media that Treasury is poised to take action on
this issue.38 We strongly support any such action.
2. Reduce principal balances on troubled loans to ensure that loan
modifications are sustainable.
Millions of Americans now owe more on their mortgages than their homes are worth.
While the overall percentage of American mortgages that are underwater is estimated to
be 24 percent,39 we can assume that percentage is far higher for homeowners who are
having trouble affording their mortgage.40 This problem was caused by the extreme
housing price declines triggered by risky lending, and in some cases is exacerbated by
negative amortization of the mortgage itself, such as what happens with POARMs.
Recent research has shown a strong correlation between negative equity and mortgage
delinquency.41 Homeowners who are underwater have no cushion to absorb financial
difficulties. Furthermore, in some cases, homeowners who are unlikely to move into a
positive equity position have fewer incentives to stay in the home or make the necessary
ongoing investments in maintenance.42 For these homeowners, even the reduction of
monthly payments to an affordable level does not fully solve the problem. As a result, a
homeowner’s equity position has emerged as a key predictor of loan modification
redefault, more so than unemployment or other factors.43
Negative equity is of particular concern in the case of POARMs. Because of the negative
amortization feature and because their origination was concentrated in high-cost areas,
many POARMS are very deeply underwater. (The vast majority of POARM borrowers
chose to make the minimum payment permitted, at least while they were still paying on
their loan, meaning most of these loans were negatively amortizing even as housing
prices declined.) As noted previously, POARMs are failing at a stunning rate.
Unfortunately, because of the way these loans were structured, the current design of
HAMP is not able to help many POARM borrowers get their payments to an affordable
level. Minimum payments on these loans are so low that it is hard to restructure the loans
without raising the monthly payments. What’s more, many POARMs already have a 40year term, so a term extension cannot help either. The only way to help POARM
borrowers in a sustainable way is to reduce principal.44
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Many stakeholders believe that principal reduction is ultimately the only way to help the
housing market reach equilibrium and begin to recover.45 However, the OCC’s Mortgage
Metrics report indicates that even as loan modification activity ramps up, principal
reduction is still relatively rare. One context in which it occurs is in portfolio loans with
no second liens, which suggests that banks understand the usefulness of principal
reduction but that for securitized loans, there is a conflict of interest. Often, that conflict
is that the bank owns the second liens and investors refuse to agree to a writedown on the
first lien unless the second lienholder does the same. Sometimes that conflict is between
the servicer and the loan owner, because servicers derive the bulk of their income from
the monthly servicing fee, which is set as a percentage of the outstanding loan principal
balance in the pool, so they are less likely to write down principal even when it’s in the
best interest of the loan owner.46
In short, it is likely that the only way principal reduction is ever going to happen on a
widespread basis is if it is required as part of HAMP or a program like HAMP, and if
there are financial incentives for taking the writedown. (There are currently many
investors with available cash who are ready and willing to buy loans and write down
principal aggressively, yet it is almost impossible to get the servicer to initiate a principal
reduction.)
Alternatively, loans could be removed from the control of the servicers in some way,
such as by requiring servicers to pass accounts to a specialty servicer once the loan
reaches a certain level of delinquency.47 It also may be useful to consider policies that
will make it easier for investors to buy loans out of pools, or consider whether the
government should exercise its eminent domain authority to buy loans out of pools.48
So far, the only policy reason advanced for the Treasury’s failure to incorporate a
principal reduction into HAMP is the fear of moral hazard. Yet the actual costs of
foreclosure along with the staggering associated costs49 serve as a significant
counterweight to this concern, just as the external costs outweighed the moral hazard of
last year’s bank bailout. But even beyond that, given the large percentage of underwater
homeowners likely to default at some point,50 moral hazard concerns should not prevent
Treasury from moving forward on this front. HAMP has already built numerous
safeguards into the application process, and it is would be possible to phase in the
reduction over time as the homeowner continues to pay on the loan or create a shared
equity component that would kick in upon sale of the home.
3. Make the details of the net present value (NPV) evaluation model
widely available to homeowners and their advocates and improve the
model.
A homeowner’s qualification for a loan modification under HAMP is determined
primarily through an analysis of the Net Present Value (“NPV”) of a loan modification as
compared to a foreclosure. The test measures whether the investor profits more from a
loan modification or a foreclosure. The outcome of this analysis depends on inputs that
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include the homeowner’s income, FICO score, current default status, debt-to-income
ratio, and property valuation, plus factors relating to future value of the property and
likely price at resale. Servicers that participate in HAMP are required to apply a specific
NPV analysis model to all homeowners who are 60 days delinquent and those at
imminent risk of default.
Homeowners and their advocates need access to the HAMP program’s NPV model so
that they can determine whether servicers have actually and accurately used the program
in evaluating the homeowner’s qualifications for a HAMP modification. Without access
to the NPV analysis, homeowners are entirely reliant on the servicer’s good faith.
Treasury has recently made some modest improvement on this front by requiring
servicers to provide homeowners who are denied a HAMP modification based on the
NPV calculation an opportunity to verify the information the servicer used in making the
NPV calculations. This requirement should be strengthened to require servicers
automatically to provide the NPV inputs and outputs to homeowners denied a HAMP
modification, instead of requiring homeowners to make a request for the data.
Servicers should also be required to provide borrowers with the numerical results of the
NPV calculations, rather than the mere result that modifying their loan would pass or fail
the test, and they should allow borrowers to review the property valuation used in the
NPV calculation, which is one of the inputs with the greatest effect on the results. Where
the servicer says that the investor did not approve the modification, basic information
including the investor or guarantor’s name, identification of the controlling document,
and a summary of efforts taken to secure investor approval for the proposed loan
modification specifically and participation in HAMP generally should be provided in
each relevant denial notice.
Finally, the HAMP NPV model needs to be improved. At present, it is a linear model in
which the homeowner is put through a “waterfall”of ways to make a monthly payment
more affordable: interest rate reduction first, term extension second, and principal
forbearance (or, in rare instances, principal reduction) third. The model is only designed
to permit servicers to discharge their duty to evaluate the NPV. It is not designed to
maximize the chances of coming out with a positive NPV, nor is it designed to come up
with the most sustainable loan modification. A more dynamic and richer model would do
a better job of saving as many homes as possible in a way that makes financial sense to
the loan owners.
4. Share loan-level data with the public to ensure that everyone has
access to the most complete source of data on foreclosure prevention
publicly available.
The Treasury Department is collecting a broad range of data from servicers participating
in the HAMP program – more data than has ever been collected about the loan
modification process by any other public entity. This data can shed great light into how
the HAMP program is working: what types of borrowers are getting modifications and
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which are not, particularly for minority borrowers; the geography of modification
activity; the types of modifications that are being provided; and the patterns of re-defaults
that are occurring. However, the Treasury Department has severely limited the data it has
released.
Treasury should release modification data at the individual loan level to the public as
soon as possible in a raw, disaggregated form so that independent researchers and other
interested parties can analyze the data themselves. This data is crucial for those working
to develop more and better tools to fight foreclosures and prevent a repeat of this crisis.
Public access to this data should be comparable to public access to the data collected
under the provisions of the Home Mortgage Disclosure Act (HMDA) data. What’s more,
it is essential that this data be made available soon. While researchers appreciate the ease
of working with high-quality, clean data, the urgency of the problem demands quick
turnaround. If additional staffing is needed to scrub the data and turn it around quickly,
we urge Treasury to assign more people to the task.
Finally, while this data must be purged of private information such as names and social
security numbers, some have suggested that race and ethnicity data not be released on a
servicer-by-servicer basis. Given the significant racial and ethnic inequities that have
plagued the mortgage market, detailed demographic data for each servicer is of vital
importance to all stakeholders.
5. Assist homeowners who have lost their jobs and do not have nine
months of guaranteed unemployment income.
The latest HAMP data report shows that 57.4 percent of those seeking a HAMP
modification have experienced a loss of income. The Treasury should add capacity to
HAMP so that it can assist those unemployed homeowners who cannot demonstrate the
nine months of unemployment benefits necessary to qualify for a HAMP modification,
yet who would ultimately be successful long-term homeowners.
One idea is to create a low-cost loan fund similar to a program created by the state of
Pennsylvania to provide loans to unemployed homeowners to help them pay their
mortgage. Pennsylvania’s Homeowners Emergency Mortgage Assistance Program
(HEMAP) has provided loans to over 43,000 homeowners since 1984 at a cost to the state
of $236 million. Assisted homeowners have repaid $246 million to date, which works
out to a $10 million profit for the state over a 25-year period of helping families keep
their houses. To be eligible for HEMAP, homeowners must be in default through no
fault of their own and have a reasonable prospect of resuming their mortgage payments
within 36 months. A recent paper from the Boston Federal Reserve also proposes
helping homeowners who had a “significant income disruption” through bridge loans of
up to 24 months.51 The White House recently announced an initiative to provide five
states with funding that could be used toward a program of this nature, but it is needed
nationwide.
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The Treasury Department has also indicated that it is considering a targeted forbearance
program for people who have lost their jobs, but it has not yet released any details of such
a program. Such a program could also provide relief to the millions of people facing a
loss of income, as long as they do not continue to accrue additional fees or charges during
the forbearance period.
6. Transfer servicing duties to companies that don’t have conflicts of
interest.
Since early 2007, mortgage loan servicers have been promising to help homeowners in
trouble.52 The Bush Administration believed that servicers would voluntarily provide this
assistance because in so many cases, foreclosure made no economic sense for the lender
or loan owner. Unfortunately, financial incentives for servicers often encourage
outcomes that are not advantageous either for the loan owner or for the homeowner.53
What’s more, like other players in the financial services industry, much of their income
comes from fee-generating tricks and traps for consumers.
It is fully understood now that helping homeowners avoid foreclosure is frequently in
conflict with the financial interest of servicers. Thus, the HAMP program provides
servicers with financial incentives for placing homeowners into permanent loan
modifications if the benefit (net present value) of the modification is higher than that of
foreclosure. Unfortunately, so far, these financial incentives have not proven sufficient
for servicers to process loan modification requests in a timely, effective manner.
Moreover, most observers agree that most servicers in their current form lack the capacity
to handle a foreclosure crisis of the size and scope we are seeing today. 54 Servicers have
had to do a great deal of retooling. Their employees are no longer simply collection
agents, but are serving essentially as both loan underwriters and housing counselors. In
the early months of the program, a great deal of latitude was given to servicers for their
ramp-up time, but these capacity issues continue to persist. Homeowners still have
terrible trouble reaching their servicers, and when they do, they often encounter
employees who know little about HAMP, who try to steer them other products or
persuade them to leave their homes, and they are unable to get any firm decisions made
in a timely manner.
The perceived shortcomings of the mainstream servicing industry has led to significant
growth in the number and size of so-called specialty servicers – businesses that specialize
in intensive, “high-touch” approaches to working with homeowners in trouble. These
specialized servicers are often able to reach homeowners at many times the rate of a
mainstream servicer and in many cases are more skilled in dealing with families in crisis.
Recently, Fannie Mae and Freddie Mac began to require their servicers who are not
producing sufficient results to use specialty servicers for the delinquent accounts.
We think it would be useful to explore how and under what circumstances the Treasury
Department could require HAMP-participating servicers to turn their accounts over to
special servicers working for the government when the account becomes 60 days
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delinquent. However, it would be of the utmost importance to ensure that the specialty
servicers are carefully monitored to ensure that a more aggressive approach does not
violate consumer rights with respect to debt collection.
7. Provide an independent, formal appeals process for homeowners
who believe their HAMP application was not handled correctly.
As of this past January, servicers are now required to notify homeowners who are
rejected for a HAMP modification promptly and with an explanation for why they have
been rejected. This is a long overdue improvement, but homeowners who have been
denied a loan modification or who are being foreclosed on in error still need access to an
independent appeals process. Freddie Mac’s compliance program aims to ensure that
servicers abide by the program’s guidelines, but it is not a process accessible by an
individual homeowner. Treasury is allowing servicers to offer the HOPE hotline as a
dispute resolution mechanism in their rejection letter to homeowners, yet as described,
the HOPE hotline can only contact the servicer; it does not have any authority to enforce
or monitor compliance with program requirements. Homeowners need access to an
independent escalation process in addition to any internal review process they can access
within the servicer.
8. Permit homeowners who experience additional hardships to be
eligible for additional HAMP modifications.
Even after a homeowner is paying the monthly payments due under a HAMP loan
modification, life events may still occur that would once again disrupt these payments,
such as job loss, disability, or the death of a spouse. These subsequent, unpredictable
events, outside the control of the homeowner, should not result in foreclosure if a further
loan modification would save investors money and preserve homeownership.
Foreclosing on homes where homeowners have suffered an involuntary drop in income
without evaluating the feasibility of a further HAMP modification is punitive to
homeowners already suffering a loss and does not serve the interests of investors. Some
servicers provide some modifications upon redefault as part of their loss mitigation
program; this approach should be standard and should include continued eligibility for
HAMP modifications rather than only specific servicer or investor programs.
9. Require that servicers let homeowners in bankruptcy use the
HAMP program.
As a result of the HAMP guidelines providing servicer discretion on whether to provide
homeowners in bankruptcy access to loan modifications under the program, homeowners
generally are being denied such loan modifications. The HAMP guidelines should
explicitly provide that servicers must consider a homeowner seeking a modification for
HAMP even if the homeowner is a debtor in a pending bankruptcy proceeding. We
believe this change may also be forthcoming from Treasury, and we encourage it to be
made soon.

15

B. In addition, Congressional action in several other areas would provide
significant benefit in mitigating the crisis.
1. Pass legislation mandating loss mitigation prior to foreclosure.
Even if the HAMP program is changed to prevent the filing of foreclosure prior to
evaluation, Congress should make this requirement into a legal standard with a private
right of action. The fact is, while HAMP servicers do have a contract with the Treasury
Department, the servicers and the Treasury are the only parties to those contracts. Even
if a servicer breaches the contract, the Treasury’s primary remedy is to withhold incentive
payments, which by and large are not yet emerging as a strong enough incentive to
change servicer behavior. It is important to give homeowners a clear right to evaluation
prior to foreclosure, and for many servicers, only a legal requirement will cause them to
build the systemic safeguards necessary to ensure that such evaluations occur.
In the Senate, a bill introduced by Senator Jack Reed (S. 1431) would address this
problem. There is a similar legislation that was introduced in the House of
Representatives last summer by Representative Maxine Waters (HR 3451), but the
Waters bill needs to be extended to cover existing loans.
2. Ensure that homeowners receiving mortgage debt forgiveness or
modifications do not find their new financial security undermined
with a burdensome tax bill.
Even principal forgiveness or the most carefully structured loan modifications can be
seriously undermined if struggling homeowners must treat the forgiven mortgage debt as
taxable income. Solving this tax problem has been flagged as a priority by the IRS’s
Office of the National Taxpayer Advocate.55
To describe the tax problem in brief, when lenders forgive any mortgage debt, whether in
the context of a short sale, a deed-in-lieu-of-foreclosure, foreclosure, or principal
reduction in a loan modification, that amount of forgiven debt is considered to be income
to the homeowner and tax must therefore be paid on it unless the homeowner qualifies for
some kind of exclusion to that tax. In 2007, Congress passed the Mortgage Forgiveness
Debt Relief Act of 2007 to prevent adverse tax consequences to homeowners in trouble.
After passage of this bill, most policymakers considered the problem to have been solved.
Unfortunately, because of the way that legislation was written, many homeowners still
owe tax despite the Mortgage Forgiveness Debt Relief Act. That legislation defined
“qualified mortgage debt” to include only that debt that was used to purchase a home or
make major home improvements. In calculating the tax, any unqualified debt is first
subtracted in its entirety from the amount of forgiven debt (not on a pro rate basis). In
many cases, the amount of unqualified debt will equal or exceed the amount of debt
forgiven, leaving the homeowner to pay tax on the entire forgiven debt – and even in
those cases where the amount forgiven exceeds the amount of unqualified debt, the
homeowner will still owe a large tax bill.
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Expanding the definition will make it easier for everyone, even those homeowners
already fully covered by the Mortgage Forgiveness Debt Relief Act, to take advantage of
this exclusion. To take advantage of the mortgage debt exclusion, a homeowner now has
to file a long-form 1040, along with a Form 982, a very complicated and difficult form.
Unfortunately, most lower and middle income taxpayers are not accustomed to using
these forms, and taxpayers filing long-form 1040s are not eligible to use the various tax
clinics offered by the IRS and others for lower-income taxpayers. The National Taxpayer
Advocate reports that last tax year, less than one percent of electronic filers eligible for
the exclusion claimed it.56 If the definition of qualified mortgage debt is expanded as
described above, the IRS can take steps through its tax forms to simplify the process for
taxpayers claiming the mortgage debt exclusion.
3. Permit judicial modifications of mortgages on principal
residences.
Judicial modification of loans is available for owners of commercial real estate and
yachts, as well as subprime lenders like New Century or investment banks like Lehman
Bros., but is denied to families whose most important asset is the home they live in. In
fact, current law makes a mortgage on a primary residence the only debt that bankruptcy
courts are not permitted to modify in chapter 13 payment plans.
Permitting judges to modify mortgages on principal residences, which carries zero cost to
the U.S. taxpayer, has been estimated to potentially help more than a million families
stuck in bad loans keep their homes.57 It would also help maintain property values for
families who live near homes at risk of foreclosure. It would address the “moral hazard”
objections to other modification proposals current under consideration, as the relief it
provides would come at a substantial cost to the homeowner—including marring the
homeowner’s credit report for years to come and subjecting the homeowner’s personal
finances to strict court scrutiny. And it would complement the various programs that rely
on voluntary loan modifications or servicer agreement to refinance for less than the full
outstanding loan balance.
Proposals to lift this ban have set strict limits on how it must be done. Such proposals
would require that interest rates be set at commercially reasonable, market rates; that the
loan term not exceed 40 years; and that the principal balance not be reduced below the
value of the property. And if the servicer agrees to a sustainable modification, the
borrower will not qualify for bankruptcy relief because they will fail the eligibility means
test. As Lewis Ranieri, founder of Hyperion Equity Funds and generally considered “the
father of the securitized mortgage market,”58 has recently noted, such relief is the only
way to break through the problem posed by second mortgages.59
4. Create an independent Consumer Financial Protection Agency.
In light of our research, we believe there are several important additional steps Congress
should take to prevent reckless lending that could once again fundamentally disrupt our
economy. Most importantly is the creation of a single agency to safeguard consumer
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interests, such as the Consumer Financial Protection Agency embodied in legislation that
passed the House of Representatives last month.60
The Consumer Financial Protection Agency would gather in one place the consumer
protection authorities currently scattered across several different agencies, and would
create a federal agency whose sole mission is consumer protection. The design of the
Agency is appropriately balanced to enhance safety and soundness and allow appropriate
freedom and flexibility for innovation while providing effective consumer protection.
Highlights include the following:
¾ The Agency would have essential rule-making authority to prevent abusive,
unfair, deceptive and harmful acts and practices and to ensure fair and equal
access to products and services that promote financial stability and asset-building
on a market-wide basis.
¾ The Agency would have strong enforcement tools, along with concurrent
authority for the States to enforce the rules against violators in their jurisdictions.
¾ The Agency would preserve the ability of states to act to prevent future abuses so
that States would not be hamstrung in their efforts to react to local conditions as
they arise.
¾ The Agency would have access to the real-world, real-time information that will
best enable it to make evidence-based decisions efficiently.
In other areas of the economy, from automobiles and toys to food and pharmaceuticals,
America’s consumer markets have been distinguished by standards of fairness, safety and
transparency. Financial products should not be the exception – particularly since we have
demonstrated that it is the subprime mortgage products themselves that raised the risk of
foreclosure. A strong, independent consumer protection agency will keep markets free of
abusive financial products and conflicts of interest. Dedicating a single agency to this
mission will restore consumer confidence, stabilize the markets and put us back on the
road to economic growth.
5. Prohibit predatory lending, particularly unsustainable loans, yield
spread premiums and prepayment penalties.
It is also imperative to pass legislation that would require sensible and sound
underwriting practices and prevent abusive loan practices that contributed to reckless and
unaffordable home mortgages. For this reason, we urge the passage of H.R. 1728. While
there are some ways in which this bill should be strengthened, it represents a critical step
forward in requiring mortgage originators to consider the consumer’s ability to repay the
loan and to refinance mortgages only when the homeowner receives a net tangible benefit
from the transaction.

18

Most important, H.R. 1728 establishes bright line standards that will result in safer loans
and in more certainty for originators of those loans. The bill’s safe harbor construct
would grant preferred treatment to loans made without risky features such as prepayment
penalties, excessive points and fees, inadequate underwriting, and negative amortization.
It would also ban yield spread premiums – which, as we explained earlier, were key
drivers of the crisis – and it would permit states to continue to set higher standards if
necessary to protect their own residents.
Similarly, we strongly support the Federal Reserve Board’s proposal to ban yield spread
premiums for all loan originators and prohibit steering consumers to unnecessarily
expensive loans. The Board’s proposed rule represents an important step forward in the
recognition that disclosure alone is not enough to protect consumers and that certain
practices themselves give rise to unfairness and unnecessary risk.
Many industry interests object to any rules governing lending, threatening that they won’t
make loans if the rules are too strong from their perspective. Yet it is the absence of
substantive and effective regulation that has managed to lock down the flow of credit
beyond anyone’s wildest dreams. For years, mortgage bankers told Congress that their
subprime and exotic mortgages were not dangerous and regulators not only turned a blind
eye, but aggressively preempted state laws that sought to rein in some of the worst
subprime lending.61 Then, after the mortgages started to go bad, lenders advised that the
damage would be easily contained.62 As the global economy lies battered today with
credit markets flagging, any new request to operate without basic rules of the road is
more than indefensible; it’s appalling.
Conclusion
Today’s foreclosure crisis is the worst housing downturn since the Great Depression.
The stakes are high. Not only have millions of families lost their homes, but the crisis is
responsible for close to two trillion dollars in additional lost wealth, cuts in municipal
services, shortages of affordable housing, and reduction of homeowner disposable
income. As foreclosures mount, these related costs will only grow worse.
Even under a best-case scenario, the current crisis will continue and fester if interventions
remain on the current narrow course. To make a real difference in preventing
foreclosures and reducing associated losses, we need a multi-pronged strategy that
strengthens the way current foreclosure prevention programs are implemented and also
invests in new approaches. We also need better regulatory protection through a dedicated
consumer protection agency.
As policymakers take actions to address the immediate crisis, it is our hope that they also
will be mindful of policy failures that enabled the situation. Economic cycles and
housing bubbles may always be with us, but the experience of recent years vividly shows
the value of sensible lending rules and basic consumer protections, even during economic
booms. It is critically important that policymakers translate the lessons of this crisis into
sensible rules to prevent another disaster in the future.
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We stand ready to assist the Committee on Oversight and Government Reform in your
investigation of the foreclosure crisis, and we look forward to your findings on these
matters of utmost importance to America.
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