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While the mortgage crisis continues to churn, policymakers continue to ponder whether 

judicial powers can help avoid unnecessary foreclosures and help families with adequate 

resources save their homes. While my testimony last year to the Senate Judiciary Committee 

focused on the economics of why judicial modification of mortgages in bankruptcy may be 

untoward, my present testimony will focus more on why the modification policies enacted to 

date may be expected to yield little in the way of relief for the mortgage crisis and why judicial 

remedies of allowing bankruptcy judges to determine property values in bankruptcy may have 

similar results.  

The reasons for limited success of private modification to date lie in the realities of the 

mortgage crisis, the same realities that will hinder the relevance of judicial modifications. First, 

many residents of single-family homes today could never afford an amortizing loan that could 

enable them to economically own a home in the first place, and still cannot do so today. Second, 

most Chapter 13 bankruptcy repayment plans have always failed so that allowing bankruptcy 

judges to modify mortgage debt under Chapter 13 may simply add complexity to the inevitable 

at the lending industry’s expense. Third, if Congress allows the judiciary to allow bankruptcy 

judges to modify mortgage debt the change may cause other perverse incentives among both 

lenders and borrowers, as the Bankruptcy Reform Act of 2005 did previously.  

I. A Significant Number of Borrowers Can’t Afford any Amortizing Mortgage 

In the last several years, substantial numbers of consumers borrowed money they could not 

afford to repay. That they did so should come as no surprise by now. The extent to which those 

loans were outside any reasonable bounds of affordability, however, is still not widely 

understood. The problem is that while the industry created the loans in a process that labeled 
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them “prime” or “Alt-A”, many loans were nothing of the sort. Hence, many today are talking of 

a “prime” mortgage crisis.  

But the loans at issue are really anything but “prime.” Within the industry, many of the 

loans that are distressed today were known as “stealth prime,” and “stealth Alt-A,” 

acknowledging that the loans qualified for their monikers only on the basis of copious quantities 

of scissors, white out, and adhesive tape, all in the name of the “democratization of credit” and 

expanding “homeownership” pursuant to Federal policy.  

The limits of consumer borrowing capacities are most clearly illustrated with an example of 

a typical pay-option ARM loan amortization schedule. The Pay-Option ARM (POA) contract has 

two interest rates, the teaser and the fully-indexed note rate. The spread between the teaser rate 

and the fully indexed rate is important because the teaser rate is used to calculate the minimum 

allowable payment on the POA loan. Suppose a borrower takes out a 30-year POA loan for 

$325,000 with a teaser rate of 1.5% and a fully indexed interest rate (the actual lending rate) of 

8% (all chosen to be about average for the industry). The minimum monthly payment (computed 

using the 1.5% teaser rate) is $1,121.64, compared to an amortizing payment (computed using 

the 8% note rate) of $2,384.73. The difference between the two payments, $1,263.09, is the 

negative amortization in the first period of the loan. Because the $1,263.09 negative amortization 

is added to the loan principal next period, the negative amortization in the second and each 

subsequent period is greater than that in each preceding period until the loan reaches the end of 

its (typically) 5-year negative amortization period (or the maximum allowable – typically 115% 

– LTV limit) the compounding effect is working against the borrower during the negative 

amortization period. The point is that, using the example above and assuming home prices 
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remain constant, the worst (best?)-case scenario brought about by negative amortization is 

100.98%.  

The spread, however, also affects the payment shock to the borrower at the end of the five-

year negative amortization period. Limiting the spread to, say, 300 basis points (typically viewed 

as a reasonable limit) results in a payment increase of roughly 31%, but at 650 basis points the 

payment shock is over 111%, largely due to the more than $55,000 greater loan balance that 

accumulated due to the higher negative amortization by the fifth year in our example.  

Note further, that the borrower who can only afford to make a payment of $1,121.64 can 

only afford a fully-amortizing 30-year loan at 8% of $152,861, roughly 47% of the $325,000 

they borrowed using the POA. Moreover, many POA borrowers today are unable to make their 

teaser payments (the $1,121.64) even without the threat of going to the payment shock, having 

used their homes repeatedly as a source of income to maintain their ability to afford the payment.  

The reason some borrowers cannot even afford those artificially low payments is that many 

of the failed mortgage underwriting operations were plagued by operational difficulties, failing 

to adequately supervise underwriting operations both in-house and at brokers. The result was a 

quantity of loans that met no realistic or even intended underwriting criteria, having been given 

to people who represented (or were said to have represented) that the earned far more than they 

actually did.  

As the industry adjusted for such underwriting defects in 2007, mortgage lending fell 

precipitously. In some cases, as much as 90% of originated loans were below any reasonable 

underwriting standards due to both borrower and lender problems, and often combinations of the 

two. There is little that modification policy – private or judicial – can do to realign markets faced 

with such severe imbalances.  
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II. What Can Reasonably be Expected of Modification, Judicial or Otherwise? 

Modification, by judicial or private means, can be expected to help both borrowers and 

lenders achieve incrementally better outcomes in the face of temporary economic difficulties. 

For instance, a borrower with a low CLTV (below 80%) and a debt-to-income ratio of less than 

40% can be relied upon to continue making payments even if the lender allows them to move a 

few payments to the back end of the loan or reduces principal owned in order to preserve the 

value already built up in the home. Less well-situated borrowers, however, are less likely to try 

to keep up with payments after modification relief.  

Moreover, while a lender may save 10% of the home’s value from legal costs of 

foreclosure via modification little more savings can be generated through such strategies. In the 

current environment, if the lender is able to wait out the upturn in market values, the savings may 

be much greater foreclosing than modifying.  

The perspective from the borrower’s side is not any better. Prior to the crisis, I reported that 

some 40-50% of modified loans redefaulted within two years of modification (see accompanying 

working paper to be entered into the record). Of course, those results are from the period prior to 

the crisis. The question since the time of writing that white paper, therefore, has been how bad 

can redefaults get? We are already seeing some hints at the answer, with one-year redefaults 

already pushing above 70%.  

Private modification is like a targeted Chapter 13 repayment plan, and most Chapter 13 

repayment plans also fail. The 2008 Report of Statistics Required by the Bankruptcy Abuse 

Prevention and Consumer Protection Act of 2005 reported that of 113,289 Chapter 13 cases 

dismissed in 2008, 48,081 – or just over 42% -- were dismissed for “failure to make payments 

under plan.”  
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Moreover, Chapter 13 plan failures are positively related to overall economic difficulties, 

just like their private modification counterparts. The 2008 Report revealed that the 9th Circuit of 

Eastern California Federal Court District experienced a 51% failure rate in payment plans in 

2008, while the 11th Circuit of Northern Florida experienced a 59% rate and the 11th Circuit of 

Central Florida experienced a 62% rate.  

Simple statistical analysis illustrates the relationship, as well. Regressing foreclosure rates 

on judicial variables like whether deficiency judgments and other foreclosure procedures are 

allowed in the state and comparing those effects to unemployment and economic growth reveals 

that economic growth effects vastly dominate judicial and other institutional arrangements. In all 

cases tested, institutional foreclosure arrangements were statistically insignificantly related to 

foreclosure outcomes.  

Such results are similar to those produced by Charles Calomiris, Stanley Longhofer, and 

William Miles, who show in recent research that, “The impact of foreclosures on prices, while 

negative and [statistically] significant, is quite small in magnitude. “ Simulating house price 

changes in response to extreme foreclosure shocks reveals that, “[e]ven under extremely 

pessimistic scenarios for foreclosure shocks, average U.S. house prices, as measured by the 

comprehensive OFHEO house price index…  likely would decline only slightly or remain 

essentially flat in response to foreclosures. This suggests that home prices are quite sticky, and 

that fears of a major fall in house prices, with all of its attendant negative macroeconomic 

consequences, typically are not warranted even in extreme foreclosure circumstances.”1  

                                                 
1 “The Foreclosure-House Price Nexus: Lessons from the 2007-2008 Housing Turmoil,” Charles W. Calomiris, 
Stanley D. Longhofer, and William Miles, Columbia University Working Paper, July 4, 2008 
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The above evidence suggests that we should not rely centrally upon modification policy – 

judicial or private – to alleviate economic difficulties or declining home prices, since so little can 

reasonably be expected of such policy and any follow-on economic effects.  

That being said, private modifications are proceeding apace. Treasury recently reported that 

servicers initiated 230,000 trial modifications in the month of July, alone – more than the total of 

118,400 Chapter 13 bankruptcy cases reported by the Report of Statistics for the Bankruptcy 

Abuse Prevention and Consumer Protection Act for the whole of 2008. Hence, it seems that 

private modifications are extracting the lion’s share of policy effects from the market already, 

and that judicial modification can contribute relatively little to the mortgage, market, and 

economic recovery. 

III. Perverse Incentives from Changes to the Bankruptcy Code 

Recent bankruptcy reforms produced unanticipated effects that are now being felt in 

mortgage defaults. Before the 2005 bankruptcy reform, debtors could file for bankruptcy and 

have their unsecured debt discharged in Chapter 7 without losing their homes as long as their 

home equity was less than their state’s homestead exemption. But the 2005 bankruptcy reform 

made filing for bankruptcy less attractive and made it more difficult for borrowers to keep their 

homes. The reforms had four key effects: first, debtors’ cost of filing for bankruptcy increased 

sharply after the reform; second, a new means test prevented higher-income debtors from filing 

under Chapter 7; third, the homestead exemption in Chapter 7 bankruptcy was capped at 

$125,000 for debtors who live in high-exemption states, and; fourth, debtors who have both high 

income and high home equity were usually forced to repay more of their unsecured debt in 

bankruptcy. 
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The perverse incentives established by the bankruptcy reform of 2005 are clearly presented 

by Michelle White in “Bankruptcy Reform and Credit Cards,” (NBER Working Paper No. 

13265). According to White, because many consumers are hyperbolic discounters, making 

bankruptcy law less debtor-friendly did not solve the problem of consumers borrowing too much. 

This effect arises because when less debt could be discharged in bankruptcy, lending became 

more profitable and lenders increased supply of credit. Along with low interest rates, this 

dynamic became a powerful incentive to lend and borrow, but one that had predictable (and 

predicted) results. 

According to recent research by Michelle White, Wenli Li, and Ning Zhu (Did Bankruptcy 

Reform Contribute to the Mortgage Crisis?), the effects of the reforms have been clearly 

demonstrated in the recent mortgage crisis. According to those authors, because the 2005 reform 

reduced consumers’ gains from filing for bankruptcy it also reduced consumers’ likelihood of 

defaulting on their unsecured debt. But because consumers’ ability-to-pay is fixed in the short-

run, the reform perversely increased debtors’ likelihood of defaulting on their secured debt, 

particularly mortgages. 

White, Li and Zhu’s main results are, first, that bankruptcy reform caused mortgage default 

rates to rise 45% for prime mortgage-holders and 22% for subprime mortgage-holders. Second 

the new means test in bankruptcy caused mortgage default rates to increase more for higher-

income debtors: default rates of prime and subprime mortgage-holders who are subject to the 

means test increased by 26% and 22%, respectively, relative to the increase for lower-income 

debtors not subject to the means test. Third, the new provision requiring debtors who have both 

non-exempt income and non-exempt home equity to repay more caused default rates to rise 

differentially for this other group of debtors, as well. 
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Intriguingly, rather than reducing lenders’ incentives to supply too much credit to debtors 

who are likely to become financially distressed, reformers seek to maintain the incentives for 

consumers to borrow but penalize lenders for meeting consumer demand. In other research 

Michelle White and Ning Zhu (“Saving Your Home in Chapter 13 Bankruptcy,” NBER Working 

Paper No. 14179) estimate that judicial modification will claw back a little less than 10% of the 

defaults2, at an average cost of roughly $264,000 per home saved, or about $30 billion in total. 

The policy still, therefore, leaves a net increase in borrower defaults over those prior to the 2005 

reform. 

But yet more perverse incentives can reasonably be expected to arise from judicial 

modification. The reason is that bifurcation of debts secured by real assets can be exploited in 

ways that bifurcation of debts secured by other assets cannot. Bifurcation, commonly referred to 

as “cramdown,” has long been applicable to non-real estate collateral as well as some second and 

vacation homes. But, while the concept is sensible for non-real fully-depreciable collateral like 

automobiles, the idea is fundamentally flawed for assets like real estate. The reason a bifurcation 

makes sense for fully-depreciable collateral is that the value of the collateral is decreasing 

throughout the life of the loan. If a court bifurcates a claim on an automobile loan, the 

automobile is not expected to ever be worth more than the current market value established by 

the courts. 

For real estate, even in today’s market conditions, the value of the collateral can be 

expected to grow in the future so that bifurcating the claim is akin to taking away real value from 

                                                 
2 Remember, this is 10% of bankrupt homeowners, about 11,000 borrowers out of roughly 118,000 Chapter 13 
cases, a relatively miniscule portion of the total population. Mortgage modification applied across non-bankrupt 
borrowers would never be expected to impact this anywhere near 10% of that much larger population. White and 
Zhu estimate that even with cramdown some 42% of bankrupt borrowers would keep their homes anyway, and that 
the rest – some 48% of homeowners – are too liquidity constrained to afford the home.  
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the lender now that will accrue to the borrower in the future. Whether that value growth is two 

years ahead or twenty is irrelevant, given the typical 30-year term of the mortgage contract.  

The concept is especially egregious in real estate markets that are highly sensitive to 

economic or market conditions. Boom and bust Houston and New England real estate markets of 

the early 1980s returned handsome profits for investors after the relatively brief market 

disruptions of the late 1980s and the recession of 1991. The Case-Shiller mortgage price index, 

which begins in January 1987, shows that Boston home prices hit a high of 75.53 in July 1988 

and retreated thereafter, only to reach and exceed that level in May 1997. Boston now stands at 

170.73, providing a 127% total return, or 4.2% annually, since 1987. Los Angeles peaked at 

100.00 in June 1990 and, after a similar hiatus, breached that level again in January 2000. Los 

Angeles now stands at 254.79, providing a 155% total return, or 5.7% annually since 1990. 

It is important to note that these are worst case returns, obtained from buying at the top of 

the market and holding, and the cases do not account for the fact that the investment made by a 

home buyer is leveraged, so that an investment of 20% down, along with periodic payments, is 

enough to obtain the full gain on the property value. 

Today, while California and Florida markets are expected to decline in value the most in 

the short-term, they are also expected to rebound sharply in the expansion that follows. In fact, it 

is not those markets that should be the source of concern, but markets like those of Ohio and 

Michigan, whose economic growth will not support timely rebounds from even mild home price 

depreciation, although they will rebound, nonetheless.  

The point, therefore, is that real estate gains will resume and even if they are not on par 

with recent growth, the gains will restore value for true homeowners in the long term even if 

speculators lose in the short term. Hence, it may make sense to limit judicial modification relief 
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to a set of shared appreciation contracts, so that the gain on the judicially modified loan is shared 

with the lender and the private solution remains generally more favorable in the eyes of the 

consumer.  

IV. Summary and Conclusions  

From an economic perspective, reducing the supply of loans while maintaining consumer 

demand will lead to credit rationing, in which lenders refuse to lend to borrowers for reasons 

other than credit conditions. Credit supply shortfalls, along with an estimated $30 billion of 

additional costs of mortgage lending in the industry, will drag out financial sector recovery 

beyond that which can reasonably otherwise be expected.  

Moreover, forced judicial modification offers consumers a “one-sided” contract, one with a 

clear option to attempt to capture value at the market minimum as part of a rational investment 

strategy to gain from strategic bankruptcy behavior. But, potentially of more concern to members 

of this committee, the attempt to capture value is given only one opportunity and – unlike private 

modification which can be repeated – if the borrower gets it wrong they may pay dire 

consequences.  

Last, major changes to bankruptcy law – just like altering any judicial precedent – are 

inherently economically destabilizing. Without clear information about the winners and losers in 

the policy mash-up, lenders will charge higher loan rates merely upon the uncertain outcome. In 

light of the substantial body of economic literature on the economic inefficiency of discretionary 

policy relative to well-designed and well-articulated rules (see, for instance, Kydland and 

Prescott, 1977, Journal of Political Economy), therefore, I find it discouraging that the 

Administration remains wedded to its current agenda of “change at all costs.”  
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While additional changes to bankruptcy law will be unavoidably disruptive, changes so 

soon after a major reform (in 2005) and in the midst of an economic crisis may be expected to be 

more disruptive, still. Hence, because of the complexity of bankruptcy law and the lender and 

consumer incentives intertwined with such policy it is doubtful that proposed changes to judicial 

modification will result in a net gain in economic efficiency. Without clear public policy 

objectives or an economic imperative beyond the need to “do something,” therefore, I find it 

hard to advocate changes to bankruptcy law that enable judicial modification.  
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I. INTRODUCTION 

Problems in the US mortgage industry have led many disparate authorities to 
consider numerous ways to insulate borrowers from the effects of their loan 
paments, and therefore ameliorate the short-term economic impact of the current 
market crisis.  

Clearly the problem is large. Leaving the alt-A and jumbo sectors aside, 
subprime mortgages alone currently amount to about 13% of total mortgage 
loans outstanding, or about $1.2 trillion. It is estimated that in 2007 alone, about 
$400 million in subprime loans will face adjustable-rate interest increases, which 
in some cases can result in payment increases of 150 percent or more and 
borrower pre-tax debt-to-income ratios of up to 65 percent (it is common to 
consider a debt-to-income ratio of 40 percent or below as prudent). As Figure 1 
shows, 2008 is expected to be worse.  

 
                                                      
† Hermann Moyse, Jr./Louisiana Bankers Association Endowed Professor of 

Banking, Louisiana State University and Senior Fellow, The Wharton School. 
202.683.8909, joseph.r.mason@gmail.com. 
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FIGURE 1: SUBPRIME MORTGAGE RESETS IN 2007 AND THE FUTURE 

 
Source: Bank of America, “Subprime Mortgage Finance Weekly: Subprime Loan 
Modifications – not a Panacea,” May 25, 2007. 
 
The current subprime delinquency ratio is about 15 percent ($180 billion) of 

outstanding subprime mortgages, a 14-year high. Even if all subprime mortgage 
loans currently in delinquency do not go into foreclosure, it is easy to imagine the 
ratio rising further to create a crisis on par with the thrift crisis of the late 1980s, 
which is equal to about $150 billion in inflation-adjusted terms.1  

Each delinquency and foreclosure is costly to administer. The cost of a 
typical foreclosure has been estimated to be about $60,000, or about 20-25 
percent of the loan balance (legal fees alone can cost $4,000), and those costs are 
expected to be higher in times of home price depreciation.2 Hence, it is logical 
for lenders to try to avoid foreclosures through loan modification.  

Fitch Ratings recently suggested that as many as two-thirds of existing 
delinquencies can be expected to be modified over the next 12-18 months. 
Among such loans, modification might be the only viable alternative to 
foreclosure for as many as 50% of the loans in default or facing a default 
scenario.3 

There are three major problems with this strategy. First, a modification effort 
of this magnitude is far beyond the existing modification capacity of the industry. 
Most servicers currently modify less than 1 percent of their loans, so increasing 
to 10 or 20 percent represents growth of 1,000- 2,000 percent. Second, while 

                                                      
1. Bank of America, Subprime Loan Modifications – not a Panacea, SUBPRIME 

MORTGAGE FINANCE WEEKLY, May 25, 2007. I derive this figure using $100 billion and 
adjusting for inflation from 1991-2006 with CPI. 

2. Id. 
3. Gabrielle Stein, Loan Modifications Pick Up Pace Despite Speed Bumps. ASSET 

SECURITIZATION REPORT, Jun. 18 , 2007.  



  

 
October 3, 2007 Mortgage Loan Modification    3 
 
 
modification may be less costly than foreclosure (although this is far from 
certain), the difference could well be negligible. Third, the authorities calling for 
massive modification efforts must realize that, “Payment deferral will not help 
people who inflated incomes or recklessly bought properties they could not 
afford.” Since, by some estimates, borrowers inflated their stated income by 50 
percent or more in 70 percent of loans, it could be that few of the loans currently 
experiencing difficulties can benefit from modifications that would preserve any 
reasonably economic lending arrangement for borrower and lender alike.4  

If modifications are given to borrowers that are not well suited for 
homeownership in the long term the loan modification only serves to delay the 
inevitable while keeping the borrower in a (somewhat milder) state of financial 
distress. In such cases, the borrower may be better off moving to more affordable 
housing today rather than continuing to pressure their finances chasing the 
unobtainable chimera of “homeownership.” Furthermore, modifications granted 
to unsuitable borrowers may be considered predatory. On top of all this, thin 
preliminary data (provided by those with successful modification programs) 
suggest that modified loans experience a 35-40 percent redefault rate over the 
following two years. Hence, predatory or not, relatively few loan modifications 
“work,” that is, help the borrower ultimately afford the home.  

It appears, therefore, that the main purpose of loan modification is to skew 
financial reporting of delinquencies. In other words, modifying loans helps 
borrowers to make a few payments, allowing lenders to aggressively reage the 
accounts and classify them as “current,” instead of “delinquent.” Such practices 
appear to have been a key mechanism in supporting paper earnings of many 
failed subprime lenders prior to bankruptcy. Hence, without regulatory oversight 
or increased transparency, it is hard to imagine that borrowers will benefit from 
modification in the long run. 

The report that follows looks at the promises and pitfalls of loan 
modification. Section II illustrates the costs and benefits of modification. As 
stated above, while delinquencies and foreclosures are long and costly to the 
servicer, industry inexperience with modification, the potential lack of suitable 
loans for modification efforts, and the sheer cost of the efforts may limit the 
usefulness of the approach to a level far below that which can cushion the 
harmful economic effects precipitated by the current crisis. Section III shows that 
predatory servicing has been a problem in the recent past and modification, too, 
can be predatory if it does not truly help borrowers afford homes in any 
meaningful sense. Redefault rates from modifications are high, and modification 
has been misused in the past, in conjunction with reaging, to skew financial 
performance. With no regulatory authority to oversee modification and reaging 
policies and little transparency with respect to those arrangements, it is quite 
possible that extensive modification will hurt consumers and investors alike. 
Again. 
 

                                                      
4. Bank of America, Subprime Loan Modifications – not a Panacea, SUBPRIME 

MORTGAGE FINANCE WEEKLY, May 25, 2007 at 4. 
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II. THE COSTS AND BENEFITS OF MODIFICATION ARE NOT CLEAR 

Loan modification is used to avoid defaults, which are costly to servicers. 
Mortgage loan servicers are typically remunerated on the basis of a servicing fee 
of between 12.5 and 50 basis points of the outstanding principal balance. The flat 
servicing fee can be augmented with equity incentives, residual first-loss 
investment stakes that give the servicer an incentive to maximize cash flow from 
the loans. The total value of the direct fees and equity incentives are included on 
servicers’ balance sheets as mortgage servicing rights (MSRs). MSRs are the net 
present value of the series of uncertain direct service fee payments. MSRs are 
difficult to value with any degree of certainty and the valuations that result can be 
very volatile to actual conditions realized in the servicing pool.5 

Default costs create not only large direct costs – in terms of increased 
telephone call, mailing, legal, and administrative costs – but also substantial cash 
flow difficulties. Cash flow difficulties arise because the legal and other costs 
related to foreclosing upon and selling repossessed real estate, while ultimately 
reimbursable from the trust, are only reimbursed when the collateral is sold. 
“Advancing” funds in such circumstances can substantially disrupt the cash flows 
of the servicing entity. If the servicer does not have cash on hand to cover the 
cash flows those advances must be funded in the interim through borrowings, and 
while the direct costs of the disposition are reimbursed, the funding costs are not. 
Advances can remain outstanding for a long time because the foreclosure process 
itself is lengthy, averaging almost a year-and-a-half from missed payment to sale 
of the property in a healthy market.6  

Servicers, therefore, engage a variety of different strategies to avoid the costs 
of default, but modification incurs other, new, costs. Modification strategies in 
the most general sense include a wide range of proactive loss mitigation tools 
like payment plans7 and loan modifications.8 Loan modifications may include a 
permanent reduction in rates, extending the term of the loan to reduce monthly 
payments, deferring prior missed payments and adding them to the principal 
balance, and reset shock modification where the terms of the loan are adjusted to 
mitigate the payment shock.9  

                                                      
5. The vast majority of bank failures since 1992 have involved substantial issues of 

MSR and residual valuations. Nonetheless, many of the top mortgage servicers derive a 
great deal of their value from equity incentives and MSRs. WaMu’s MSRs amount to 23 
percent of their capital, IndyMac’s amount to 90 percent of their capital, and 
Countrywide’s amount to 115 percent of their capital. Having MSRs worth more than the 
value of capital creates a high risk that valuation difficulties can wipe out a substantial 
portion of a firm’s underlying capital with the stroke of a pen. 

6. Moody’s, 2004 Review and 2005 Outlook: US Servicer Ratings, Jan. 12, 2005. 
7. In the case of temporary financial hardship, servicers often put borrowers on 

repayment or forbearance plans to make up missed payments over a short period of time. 
These plans do not change the contractual obligations of the original loan terms. 

8. Loan modifications are designed to assist borrowers in financial distress who are 
unable to meet their mortgage obligation under the existing contractual terms of the loan 
by providing more favorable terms which will enable the borrower to make monthly 
payments to stay current or cure the loan. 

9. Merrill Lynch, Mortgage Credit Losses: How Much, Where, and When?, Jul. 20, 
2007. See also Fitch Ratings, U.S. RMBS Servicer Workshop, May 18, 2007. 
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Each of those choices effectively reduces the borrower’s loan payment, but 
not necessarily the total price paid by the borrower over the life of the loan. From 
the servicer’s perspective, therefore, each alters cash flow expectations arising 
from the loan, therefore altering MSR and residual valuations.  

The present section examines the magnitude of the cash flow disruptions that 
occur from default management and relate those to the potential for loan 
modification programs. 

 
A. Servicers are Using Modification in Attempts to Avoid Costly Defaults, 

Foreclosures, and Advances 
 
Figure 2 illustrates the default, foreclosure, and disposition process whose 

costs servicers attempt to avoid through modification. Note first that the process 
is lengthy, as mentioned above, taking an average year-and-a-half to complete in 
a healthy economic and real estate market environment. Note further that the 
servicer must not only advance legal fees, property taxes, maintenance fees (12 
percent of principal balance), and transaction and broker fees during the process, 
but also maintain coupon payments to mortgage-backed securities investors until 
the process is complete, the losses can be properly accounted for.  

 
FIGURE 2: MORTGAGE DELINQUENCY AND FORECLOSURE TIMELINE 

 
Source: Bank of America, The Hidden Credit Costs of Mortgage Servicers, Specialty 
and Mortgage Finance Weekly Mar. 23, 2007. 
 
Adding just the cost of temporarily funding those reimbursable default costs 

into Bank of America’s servicing costs estimate raises the annual cost of 
servicing delinquent loans to over 2,000 percent the cost of servicing current 
loans and the cost of servicing foreclosed loans to 4,000 percent the level for 
current loans, or 20 to 40 times normal servicing costs. Bank of America gives 
the example of a $144,000 mortgage with a fixed interest rate of 7.5 percent. The 
servicer earns a fixed servicing fee of 35 basis points. The results of the exercise 
are illustrated in Figure 3. 
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FIGURE 3: TOTAL ANNUALIZED SERVICING COST PER MORTGAGE LOAN 
 

 
Source: Bank of America, The Hidden Credit Costs of Mortgage Servicers, 
Specialty and Mortgage Finance Weekly Mar. 23, 2007 at 7-8. 

  
When the loan goes into default, the servicer has to advance coupon 

payments of $10,798 per annum to investors and does not earn the annual 
servicing fee of $504. Both will be reimbursed when (if) the loans becomes 
current, but in the meantime the servicer incurs $659 annual funding costs at 
LIBOR plus 50 basis points. In foreclosure, the servicer also pays taxes and legal 
fees of $5,759 annually and a 12 percent standard annual maintenance fee (to 
keep the house in marketable condition) of $17,277. Funding those fees in 
addition to the coupon and servicing fee amounts to $1,086 per annum at a rate of 
LIBOR plus 50 basis points.  

Matters are further exacerbated by the effect of defaulted and foreclosed 
loans on MSR values, a significant source of servicer enterprise value. In each 
case, a loan did not remain in the performing pool, so the servicing fee revenue 
ended. If the servicing fee cash flow ends before originally expected, the MSR 
must be written down to reflect the decreased value of the servicing contract. 
Assuming that the average life of the loan in the previous example is six years, if 
the loan goes immediately into delinquency followed by default two years later, 
that represents roughly 4 years of foregone servicing fees. Bank of America 
calculates the average annual cost for a simulated sample of foreclosed loans as a 
function of the MSR portfolio to be 0.46 percent (based on an assumed fair value 
as percentage of MSR portfolio of 1.38 percent). That equates to a cost of $662 
per loan in foreclosure based on the example loan’s unpaid balance of $144,000. 
The results are also presented in Figure 3. 

In summary, servicers’ contractual funding needs can cause the cash costs for 
defaulted loans to swell significantly for about a year-and-a-half, until the 
servicer can complete the foreclosure and recovery process and obtain 
reimbursement. Since those costs can be expected to be higher and the process 
longer in poor economic and real estate market conditions, servicers should 
expect to endure substantial earnings pressure as they are squeezed between 
market conditions and funding needs.  

 
B. …but Modification, itself, is Expensive and the Benefits, for both Servicers 

and Borrowers, are Highly Uncertain 
 
While most servicers claim that a well-managed loan modification program 

can save money over servicing through what has been illustrated above as an 
extremely costly delinquency and foreclosure process, loan modification is a 
relatively new function and, like the subprime mortgages that necessitate it, is 
untested in an economic downturn.  
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At Fitch’s RMBS Servicer Workshop, held in May 2007, almost all servicers 
said that they “had not used modifications extensively as a loss mitigation tool in 
the past.” And while “most indicated that they are preparing for significant 
increases in modification volume,” the volume of modification necessary to 
address current market difficulties is unprecedented. Later Fitch Ratings reports 
that subprime servicers plan to resolve as many as 50-75 percent of defaults 
using various modification tools.10  

Furthermore, not all borrowers will qualify for loan modifications. While the 
decision to modify a loan is not subject to oversight as is the decision to make the 
initial loan, modifications only make sense for a certain set of re-underwriting 
criteria. Moody’s explains that servicers will have to, “…review the borrower's 
current financial situation and re-qualify the loan. It is not advantageous to 
modify a loan without knowing if the borrower can afford the modified 
obligations.” Moody’s also states that, “This will be particularly important for the 
large number of loans originated in recent years that were made to borrowers 
who merely stated their income and asset information instead of providing 
documented proof (so called "limited documentation" loans).”11  

Even with income and qualifications, loan modifications will not be 
applicable to all problematic borrowers. Loans originated with little 
documentation of income, where borrowers still cannot document sufficient 
income to qualify under today’s tighter credit standards are poor candidates for 
modification. Borrowers with no equity in their home are also poor candidates 
for modification, as decreasing home values may lead them to default 
notwithstanding the level of their loan payment. Interest only and other extremely 
low payment loan borrowers probably cannot support an amortizing obligation 
regardless of interest rate, and are, again, poor candidates for modification, as are 
borrowers who have 40- and 50-year mortgages that are already stretching out 
payments for a longer period of time.12  

As Mark Adelson, formerly of Nomura, stated, “…modifying loans for 
distressed borrowers is a labor-intensive process because the servicer must 
carefully evaluate each borrower's capacity to pay. The full cost of processing a 
loan modification can be in the range of $500 to $600. It is often necessary to 
visit the subject property and to interact with the borrower face-to-face.”13 
Because of the high cost involved, Litton Loan Servicing Vice President Shane 
Ross equates modification to “doubling-down” your bet: a highly risky 
proposition that you should not undertake without a full understanding of the 
risks. Ross points out that dramatic increases in loan modification work 
necessitate increasing, “your loss mitigation staff, your collections staff, your 
customer service staff,…your foreclosure staff,” all at a time when servicing 

                                                      
10. Fitch Ratings, U.S. RMBS Servicer Workshop, May 18, 2007; Bank of America, 

Subprime Loan Modifications – not a Panacea, SUBPRIME MORTGAGE FINANCE WEEKLY, 
May 25, 2007; Fitch Ratings, Changing Loss Mitigation Strategies for U.S. RMBS, Jun. 
4, 2007. 

11. Moody’s, US Subprime Mortgage Market Update, Apr. 2007.  
12. Moody’s, Challenging Times for the US Subprime Mortgage Market, Mar. 7, 

2007.  
13. Nomura, Securitization & Real Estate Update, May 18, 2007. 
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costs are skyrocketing and cash advance and funding needs are spiking. A highly 
risky business proposition.14  

Legislative or regulatory intervention can easily upset the balance of 
discretion in loan modifications, imposing high costs on that already risky 
proposition. According to Chris Flanagan, managing director and head of global 
research at JPMorgan Securities, the whole premise of loan modifications is to 
allow the servicer to exercise independent discretion and evaluate borrowers 
individually to determine appropriate options available to them. If legislators or 
regulators require modifications to some group of borrowers regardless of their 
fundamental ability to make the loan payments successfully well into the future, 
that balance will be upset.15 

At the end of the day, however, even a successful loan modification is 
harmful to lenders. Loan modifications reduce yields and the yield reduction will 
negatively impact residual valuations due to lower cash flow accrued to the trust. 
Since the servicer often owns an equity stake in the trust, the servicer is bound to 
lose.16 

 
III. SINCE MODIFICATION IN AN UNREGULATED ENVIRONMENT CAUSED THE 

PRESENT DIFFICULTIES, IT DOES NOT MAKE SENSE TO ENCOURAGE MORE 

The servicing industry has experienced problems in the past that should make 
those pressing for greater use of loan modifications generally wary. First, not too 
long ago, the industry was battling allegations of predatory servicing, or 
foreclosing on one class of borrowers more aggressively than others. If some 
classes of borrowers are more likely to receive loan modifications than others 
with equal credit characteristics, loan modifications may contain a predatory 
component as well.  

Second, a sizeable proportion of modification agreements fail, in the sense 
that the borrower redefaults within 24 months. In such cases, the servicer spends 
the greater costs of default and foreclosure on top of the costs of earlier 
modification. Furthermore, the servicer may recover far less from the collateral 
due the extended period of borrower difficulties. On net, therefore, even existing 
modification efforts may not ;provide servicer cost savings. Extending a losing 
business proposition will require massive government subsidies now and in the 
future.  

Third, in the late 1990s many segments of the consumer credit industry were 
found to be reaging loans aggressively to mask delinquencies. It seems that many 
failed non-bank subprime mortgage lenders have similarly used modification in 
conjunction with aggressive reaging to support portfolio performance more 
recently.  

Last, it is important for proponents of widespread modification to understand 
that the practice lies outside fair lending laws, and there are no regulatory 
monitoring or enforcement authorities prepared to guard against predatory 

                                                      
14. Amilda Dymi, Need for Loan Mods Will Persist, NATIONAL MORTGAGE NEWS, 

May 28, 2007.  
15. Karen Sibayan, Panelists Reject Mandatory Loan Modifications, ASSET 

SECURITIZATION REPORT, May 21, 2007.  
16. Bank of America, Subprime Loan Modifications – not a Panacea, SUBPRIME 

MORTGAGE FINANCE WEEKLY, May 25, 2007.  
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modification, ensure prudent redefault rates, and impose reporting rules 
promoting transparency on reaging policy. Given that none of these risks are 
new, advocates would be wise to propose a more prudent measured expansion, 
and only after thorough and thoughtful consideration of the promises and the 
risks of widespread loan modification. 

 
A.  Predatory Servicing can be Extended to Modification 

 
Predatory servicing was a common concern among regulatory officials and 

servicers in 2003 and 2004. In November 2003, Select Portfolio Servicing, Inc. 
(formerly Fairbanks Capital Corp.) signed a consent order with the Federal Trade 
Commission and the Department of Housing and Urban Development due to 
predatory servicing concerns. In April 2004, Ocwen Federal Bank FSB reached a 
supervisory agreement with the Office of Thrift Supervision (OTS) based on 
similar concerns. Soon after that, Ocwen Financial Corporation, Ocwen Federal 
Bank FSB's parent company, filed an Application for Voluntary Dissolution with 
the OTS in November 2004 to explore the possibility of the bank terminating its 
status as a federal savings bank under OTS and Federal Deposit Insurance 
Corporation supervision.17  

Following those regulatory actions, many servicers re-evaluated their 
operations to identify potential exposure to predatory servicing concerns. 
Servicers implemented 100 percent call recording, itemized monthly statements, 
and issued paper notification to borrowers when fees are charged. Servicers 
added transparency to force-placed insurance programs (hazard insurance 
coverage that is assigned to mortgaged property when the borrower fails to 
maintain his or her own coverage) and reduced or eliminated ancillary fees.  

One big concern of consumer advocates with respect to predatory servicing 
was quick foreclosure, particularly for lenders that refer loans to foreclosure in a 
60 to 75 day timeframe following delinquency. In response to concerns that early 
foreclosures were not warranted, servicers added pre-foreclosure activities to 
ensure that collection and loss mitigation attempts on a loan were thorough and 
that proper notices were provided to the borrower. Loans were also reviewed pre-
foreclosure for potential legal issues and headline risk that could be associated 
with a foreclosure action. Foreclosure referrals are now more common beginning 
after the 90th day of delinquency. But the new pre-foreclosure activities also 
paved the way for servicers to make more detailed loan-level decisions, including 
using more loan modifications.18  

The fact that the opportunities for more loan modification originated from 
attempts to more thoroughly investigate loans prior to foreclosure to avoid 
predatory servicing concerns should not be a source of comfort. Rather, that 
means the processes surrounding modification are still new enough that they can 
be mis-applied to consumers’ detriment.  

The decision to modify a loan is identical to a decision to refinance a loan, 
but the modification decision is not currently treated as a new loan decision. That 
means that the modification proposal and acceptance by the consumer are not 
required to generate any of the records, disclosures, and restrictions placed upon 

                                                      
17. Moody’s, 2004 Review and 2005 Outlook: US Servicer Ratings, Jan. 12, 2005. 
18. Moody’s, 2004 Review and 2005 Outlook: US Servicer Ratings, Jan. 12, 2005. 
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the new loan process. Therefore modifications can impose exorbitant fees or 
back-end payments or other conditions upon consumers without adequate record-
keeping to pursue even a legal remedy.  

The reason for concern lies in the fact that major industry groups and 
regulatory officials, having characterized the conditions for a successful 
modification as raising the net present value of the loan, have effectively 
advocated maximizing income to the lender as the primary goal of modification. 
Fitch Ratings reports that servicers express, “the belief that that ultimate loss to 
the transaction should be the only consideration in determining the execution of 
the best loss mitigation strategy.”19  

Even Moody’s recognizes, however, that if borrowers cannot meaningfully 
qualify for a modified loan under transparent and duly reported and defensible 
underwriting guidelines, the modification may, “simply serve to postpone an 
eventual foreclosure and increase, rather than decrease, the ultimate loss on the 
loan.”20 Work by JP Morgan prior to the present market difficulties illustrates 
that the kinds of flags that can indicate predatory modification are, “…liberal 
repayment terms with extended amortizations, moving accounts from one 
workout program to another, multiple re-aging and poor monitoring of 
performance. Principal reduction should be the main goal of workout programs, 
not maximizing income recognition [emphasis added].” Servicing that does not 
promote principal reduction can therefore be considered predatory.21  

 
B. Significant Borrower Redefaults Hurt both Lenders and Homeowners 

 
Modification does not always work. Fitch Ratings reports that a good 

modification program has only a 60-65 percent success rate. That means that 
some 35-40 percent of borrowers redefault on their loans within 12-24 months. 
Furthermore, as of June 2007, many servicers reported to Fitch Ratings that 
repayment and forbearance plan effectiveness is decreasing and that modification 
is not, “…expected to work for borrowers facing ARM resets, as many of the 
borrowers are expected to default upon reset because they will not be able to 
afford the new monthly payments.”22  

Figure 4 shows that the type of success illustrated by respondents to Fitch 
Ratings may be optimistic or unrepresentative. Moody’s reports that strong 
servicers can achieve success rates of 52 percent or more following modification, 
but that average servicers only achieved a 31-40 percent success rate. Participants 
at a May 2007 American Securitization Forum panel on servicing opined that, “It 
seems reasonable to expect that a company of merely average abilities and 
operating during stressful times would experience a somewhat higher rate of re-
defaults. Also, … a typical servicer does not have the incentive of first-loss credit 
exposure on the loans (i.e., no "skin in the game") and gets paid the same fee 
regardless of the effort and expense of servicing a loan. The $64,000 question is 

                                                      
19. Fitch Ratings, U.S. RMBS Servicer Workshop, May 18, 2007. 
20.  Moody’s, US Subprime Mortgage Market Update, Apr. 2007. 
21. JP Morgan, ABS Monitor 2003 Year Ahead Outlook, Dec. 23, 2003. 
22. Fitch Ratings, Changing Loss Mitigation Strategies for U.S. RMBS, Jun. 4, 

2007.  
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whether the higher re-default rate would be just a little higher than 35 percent 
(e.g. 40 percent) or much, much higher (e.g., 65 percent). Only time will tell.”23  

 
FIGURE 4: 12-MONTH LOAN RESOLUTION PERFORMANCE INDICATORS FOR 

SUBPRIME LOANS 
 

 
Source: Moody’s, 2004 Review and 2005 Outlook: US Servicer Ratings, Jan. 12, 
2005. 
 
Figure 5 shows that success varies significantly with the type of loan 

modified. Figure 5 shows that the highest success rates lie with loans below 66 
percent LTV, hardly the borrowers most in need. Hence, the modification 
decision, like the original loan underwriting decision, is a complex 
multidimensional decision that needs to be made according to a set of transparent 
consistently-applied underwriting criteria. 

 
FIGURE 5: AVERAGE 12-MONTH TOTAL CURE AND CASH FLOW RATES,  

BY LTV BAND 
 

 
Source: Moody’s, 2005 Review and 2006 Outlook: US Servicer Ratings, Jan. 24, 
2006. 
 
One significant risk with respect to redefaults is that the eventual recovery 

rates of redefaulted modified loans will be far less than loans foreclosed 
immediately, without modification attempts. Figure 6 reflects the accepted 
wisdom that it is wisest to seize the collateral as soon as possible so that the 
collateral does not deteriorate unduly in the hands of a borrower who foresees the 
inevitable foreclosure. Hence, typical industry research like that by Moody’s 
presented in Figure 6 shows that loss severity rises with time in distress.  
 

                                                      
23. Nomura, Securitization  & Real Estate Update, May 18, 2007.  
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FIGURE 6: LOSS SEVERITY INCREASES WITH TIME: EXAMPLE WITH AN  
80% LTV LOAN 

 
Source: Moody’s, Special Servicing and Default Management in the Subprime 
Mortgage Market: The Loan Doctors, April 1999. 
 
Modification willingly gives up that extra time. If the redefault rate is 50 

percent, but ultimate losses are twice as large, the financial effects of 
modification to the servicer are moot. Hence, the logic of modification flies in 
the face of traditional banking thought. It is not surprising that some servicers 
participating in Fitch’s RMBS Servicer Workshop remain unconvinced by 
contemporary claims about modification, expressing concerns that, “redefaults 
for modified loans, …could result in higher ultimate losses to the trust.”24  

 
C.  Modification and Reaging Work together to Skew Reported Delinquencies  

 
Reaging policy has to do with when it is prudent to consider a once-

delinquent borrower current again. Reage is defined to mean ‘‘returning a 
delinquent, open-end account to current status without collecting the total amount 
of principal, interest, and fees that are contractually due.’’25 In prime loan 
portfolios with few delinquencies reaging policy has little effect on reported 
financial performance. But in subprime loan portfolios with large delinquencies 
reaging is a powerful tool to skew reported financial performance.  

Before the advent of subprime lending, servicers typically had wide 
discretion to set and disclose aggressive or conservative reaging policies. 
Reaging is problematic because a lender that requires three consecutive on-time 
payments in order to reclassify borrowers as current will carry a lot more 
delinquencies on its books than a lender that requires only one on-time payment 
in order to reclassify borrowers as current. Modification policies can help pull 
delinquencies down even further by assisting the borrower in making that one on-
time payment necessary to reclassify the loan under the aggressive reaging 
policy. Hence, it is not surprising that reaging policy remains of great concern to 
investors throughout the mortgage industry, including  mortgage lenders, 
servicers, and MBS.  

                                                      
24. Fitch Ratings,  U.S. RMBS Servicer Workshop, May 18, 2007. 
25. Notices, 65 FEDERAL REGISTER 113, Jun. 12, 2000 at 36905-6. 
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Reaging policy was once an arcane 
backwater concern of a small segment of the 
industry that dealt with applying special 
servicing policies to defaulted loans. But that 
sector of the industry began to grow fast with 
the evolution of subprime home equity lending 
in the late 1990s and subprime first-lien 
lending more recently. According to Nomura, 
in 1998, there was already about $1 billion of 
RMBS issuance backed by “scratch and dent” 
mortgage loans (including re-performing, non-
performing, sub-performing, out of guideline, 
and document deficient loans). By 2002, the 
sector had grown to about $9 billion of 
issuance, or about 5 percent of the subprime 
universe. Spreads on triple-A tranches can be 
from 10 bp to 50 bp wider than spreads on 
regular sub-prime RMBS, reflecting the greater 
risk involved.26  

Early on in the development of subprime 
lending, it was commonly known that one way 
to spruce up scratch and dent pools was 
through aggressive reaging, which can skew 
financial ratios and mask true pool 
performance. After much regulatory wrangling 
with the problem, in 2000, regulators 
established reaging standards for federally-
supervised financial institutions.27  

Those regulations, however, did not affect 
non-bank mortgage lenders, non-bank 
servicers, or securitization trusts, which all lay 
outside federal regulatory authority and, we 
have recently learned, have underwritten the 
majority of recent subprime mortgages. They 
also did not alleviate the problem of 
interpreting delinquency levels among 
federally-regulated institutions, leading to a 
December 2005 rulemaking announcement that 
stipulated, “Policy exceptions made by 
servicing and collections personnel should be 
carefully monitored to confirm that practices 
such as re-aging, payment deferrals, and loan 
modifications are not inadvertently increasing 
risk.”28  

                                                      
26. Nomura Fixed Income Research, Report from Arizona: Coverage of Selected 

Sessions of the February 2003 Securitization Conferences, Feb, 18, 2003. 
27. Notices, 65 FEDERAL REGISTER 113, Jun. 12, 2000 at 36905-6. 
28. Notices, 70 FEDERAL REGISTER 249, Dec. 29, 2005 at 77257. 
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The problem is still a widespread industry concern, among both federally-
regulated and non-federally regulated institutions. In 2003, well after the Federal 
regulatory rules, Nomura wrote that a key, “…problem for the sub-prime 
mortgage sector in general is that some servicers and special servicers 
characterize loans as 30-days delinquent when in fact they should be classified in 
more severe delinquency categories. The problem stems from lenders "re-aging" 
loans in forbearance and loans subject to payment plans or bankruptcy plans.”29  

Little has changed since 2003. In May 2007, Bank of America recently 
wrote, “…even in the case of successful workouts… true credit exposure will be 
masked because worked out loans are considered performing and will no longer 
be disclosed once they are disseminated into the performing loan pools. The 
credit ratios going forward should be distorted and are no longer reflecting the 
real credit exposure. For these reasons, going forward, we believe investors 
should focus on static pool yield changes, instead of credit ratios, as a credit 
performance indicator of the existing loan portfolios and static securitization 
pools.”30 

Nomura expressed similar concerns as early as 1997, in particular noting the 
incentive problems for servicers who may hold residual equity incentives. 
Nomura points out that, “…modifications favor the interests of subordinate and 
residual classes by delaying the recognition of losses and the writedown of those 
classes.” Nomura notes further that, “…the treatment of modified loans under 
performance covenants (trigger tests) that allow the release of principal to 
subordinate and residual classes. If modified loans are treated as ‘current,’ a 
substantial amount of cash flow may be released to subordinate and residual 
classes while the risk to the senior classes rises. We think that the better approach 
is to treat modified loans as delinquent for purposes of trigger tests. We also 
think that this is the area that is most likely to spawn litigation, both between 
investors and servicers and among competing classes of investors.”31  

In summary, “The shortcomings of ABS/MBS disclosure have long been 
recognized. For example, in January 1996, Moody's emphasized the issue of 
ABS disclosure as a key challenge for the market.”32 In the eleven years since 
Moody’s published that opinion, few of those concerns have been addressed. 
Modification has already been used in conjunction with reaging to mask financial 
condition and it is already an active concern for market participants, 
notwithstanding the small amount of modifications being used in today’s 
marketplace. Hence, expanding modification efforts to ten or twenty times their 
existing level runs the risk of confusing MBS and mortgage lender investors even 
more, which will cause them to pull back from the marketplace even more 
dramatically than has already occurred.  

 

                                                      
29. Nomura Fixed Income Research, Report from Arizona: Coverage of Selected 

Sessions of the February 2003 Securitization Conferences, Feb, 18, 2003.  
30. Bank of America, Subprime Loan Modifications – not a Panacea, SUBPRIME 

MORTGAGE FINANCE WEEKLY, May 25, 2007. See also Moody’s, Alternative Financial 
Ratios for the Effects of Securitization: Tools for Analysis, Sep. 19, 1997.. 

31. Nomura, Securitization & Real Estate Update, May 18, 1997.  
32. Moody’s, Challenges to the Asset-Backed Market in 1996…A Call for More 

Transparency, Jan. 19, 1996. 
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D. There is No Monitoring or Enforcement to Guard against Adverse use of 

Modification 
 
Like securitization, modification has evolved in a regulatory vacuum. Like 

securitization, the problem is not the lack of existing strictures that can be 
brought to bear on the practices, but that new business practices have evolved out 
of sight of regulatory and legislative authorities. Hence, little thought has been 
given to what can go wrong and how that can be most effectively dealt with (for 
example, transparency, functional regulation, or some other means). The 
servicing industry and, therefore modification practices, are touched by at least 
three existing monitoring authorities: the ratings agencies; the Securities and 
Exchange Commission’s Regulation AB; and the Sarbanes-Oxley Act of 2002. 
None of those systematically monitors modification efforts on behalf of 
consumers, creating potentially big problems if modification efforts are rapidly 
expanded to ten to twenty times current industry levels. 

Credit ratings agencies currently rate servicing quality for major mortgage 
servicers. Historically, credit rating agencies typically monitored operational cash 
flow considerations of servicers to better ensure remittances to investors over 
other factors. More recently, servicers have expanded their considerations to, 
“how effective a servicer is at preventing defaults and maximizing recoveries to a 
transaction when defaults occur.”33 Such monitoring, however, is still akin to 
judging modifications on the basis of maximizing cash flow to the servicer, 
rather than ability to reduce principal on behalf of the borrower, as explained 
above, and therefore is a poor means of addressing whether modification 
programs are built upon safe and sound business practices and satisfy potential 
predatory concerns.  

In 2004, the Securities and Exchange Commission introduced Regulation 
AB, which includes enhanced reporting requirements for ABS issuers and 
servicers. In particular, Reg AB sets forth a new set of “best practices” servicing 
criteria, improving on the Uniform Single Attestation Program for Mortgage 
Bankers (USAP).34 Like early ratings agency surveillance, however, that portion 
of Regulation AB focused primarily on investor remittance and reporting, rather 
than safe and sound business practices and potential predatory concerns.35  

Regulation AB also imposed rules that, in the eyes of many investors, 
“represent historic steps in the evolution of financial regulation in the U.S. Under 
the new rules, investors will receive static pool data similar to what the rating 
agencies have received for years.” The problem is that the new rules only went 
into effect in 2006, and markets will not see even the beginnings of their full 
impact until several years later, when static pool data will count as part of 
registration statements for liability purposes. In the mean time, the SEC still 
needs to improve its electronic filing system to replace “incorporation by 
reference to issuer web sites” as the vehicle for disclosure of static pool 
performance data. Even with improved SEC reporting, collateral-level data 
required under Regulation AB may still be available only at exorbitant expense 
from Loan Performance Corporation, which refuses to sell access to the “public” 

                                                      
33. Moody’s, Housing Research, Sep. 1, 2007.  
34. See http://www.campusmba.org/pdf/usap.pdf. 
35. Moody’s, 2005 Review and 2006 Outlook: US Servicer Ratings, Jan. 24, 2006. 



   

 
16 Joseph R. Mason  
 

 

data to academic researchers or even bank regulatory authorities. Hence, 
although Regulation AB showed great promise, it has not been extended to 
modification issues and does not adequately provide for public reporting.36  

The Sarbanes-Oxley Act of 2002, “…requires the management of publicly-
owned companies to assess the effectiveness of internal controls over financial 
reporting. Because of the increased focus on maintaining strong internal controls, 
Moody's believes that Sarbanes-Oxley should have a meaningful impact on 
servicing stability. This will be true both for publicly-owned servicers as well 
private servicers that voluntarily take similar steps.” Originators and servicers are 
very concerned about material disclosure provisions being applied to reaging and 
modification programs that may not have been properly disclosed in recent 
years.37 Nonetheless, Sarbanes-Oxley has yet to be applied to reporting 
modification and reaging, which have certainly been material concerns.  

 
FIGURE 7: FITCH’S SAMPLE OF NECESSARY STATISTICS TO BE REQUESTED FROM 

SERVICERS USING MODIFICATION AS A LOSS MITIGATION TOOL 
 

 
Source: Fitch Ratings, Changing Loss Mitigation Strategies for U.S. RMBS, Jun 4, 
2007 
 
In summary, since relatively few loan modifications took place prior to 2007, 

“…typical transaction documentation does not include standard or robust 
reporting language regarding loan modifications.” Therefore, reporting varies 
significantly from transaction to transaction, even for the same issuer or servicer. 
Sometimes a loan being modified will continue to be reported as delinquent, 
based on its pre-modification terms. Other times, a delinquent loan that is 
modified will be reported immediately as "current." In addition, reporting 
mechanisms for modifications may or may not track the cumulative level of 
modifications. Industry participants like Moody's Investors Service advocate 
“…enhanced transparency in both loan-level reporting of modifications as well 

                                                      
36. Nomura, ABS/MBS Disclosure Update #6: 24 Steps to Tighter ABS – Regulation 

AB, Dec. 27, 2006) 
37. Moody’s, 2004 Review and 2005 Outlook: US Servicer Ratings, Jan. 12, 2005.  



  

 
October 3, 2007 Mortgage Loan Modification    17 
 
 
as the cumulative impact of modifications on securitizations.”38 Fitch suggests a 
reporting format like that in Figure 7. Unfortunately, contemporary advocates 
from both the industry and politics, alike, are ignoring the practical realities of 
modification and pushing for the expansion of highly risky practices in an 
environment of little consumer protection and opaque financial reporting, 
precisely the conditions that are causing the current market crisis.  

 
IV. CONCLUSIONS AND POLICY RECOMMENDATIONS 

Servicing is costly, and increasing loan modifications increases the costs of 
servicing. While the practice of modifying loans shows promise, the practice is 
highly risky, both to the consumer and the lender, and substantially unproven. 
Moreover, there are currently no industry standards for modification and 
financial reporting, and no consumer safeguards to monitor or prohibit predatory 
practices.  

Modification will not be suited to helping avoid the massive defaults 
expected as a result of ARM interest rate resets, which account for the majority 
of the industries problems into 2008. Legislative pushes to mis-apply the practice 
to those ends will substantially worsen industry performance.  

One of the key reasons loan modification has grown has been to skew 
financial reporting of delinquencies, modifying loans to help borrowers make a 
few payments and then aggressively reaging the accounts to classify them as 
“current,” instead of “delinquent.” Such practices appear to have been a key 
mechanism in supporting the paper earnings of many failed subprime lenders 
prior to bankruptcy.  

Regulators can already require modified loans to be reported as material 
considerations under Sarbanes-Oxley with standardized reporting practices 
promulgated by the Financial Accounting Standards Board and Regulation AB. 
Without applying even existing regulations toward regulatory oversight or 
transparency in loan modification practices, however, it is hard to imagine long-
term positive benefits for borrowers.  

It does not make sense, therefore, to push a broad unmonitored application of 
loan modification onto the industry or the public without serious consideration. 
Doing so runs a substantial risk of consumers being used to prop up the mortgage 
industry in the short term by keeping financially-strapped consumers in homes 
they cannot hope to afford.  

It does make sense, however, to apply limited modification programs to 
appropriately-selected consumers while helping to smooth the transition to 
smaller homes or rentals for others. Regulators need to be aware that 
appropriately selecting borrowers for modification is an underwriting decision, 
which needs to be monitored for safe and sound underwriting practices. 
Regulators can monitor modification programs for predatory behavior and abuse 
by simply classifying a modification as a new loan, which subjects the practice to 
all the disclosure and record-collection requirements for other new loans. Hence, 
regulators can use existing regulations to monitor modification outcomes so that 
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lenders who use modification for short-term gain solely at the expense of 
consumers can be identified and censured.  

With no regulatory authority to oversee modification and reaging policies 
and little transparency with respect to those arrangements, however, there is a 
distinct possibility that extensive modification will hurt consumers and investors 
alike. Again. 
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APPENDIX: THE BUSINESS OF LOAN SERVICING 

Servicing is often viewed as the key element to loan value.39 Poor servicing 
can result in uncollected payments from borrowers and missed payments to 
investors. Poor servicing may also result in unpaid property taxes and mortgage 
insurance premia, placing collateral at risk. Figure A1 lists the largest mortgage 
services as of 2006. These servicers are the companies that will be most affected 
by modification policy. 

 
FIGURE A1: TOP 15 MORTGAGE SERVICERS, 2006 

 

 
 Source: National Mortgage News 
 
Figure A2 illustrates the main functions of mortgage servicers. For the most 

part, those functions can be broken down into those relating to periodically 
collecting and remitting mortgage principal and interest payments, as well as tax, 
insurance, and mortgage insurance premium escrow payments (the bottom row in 
Figure A2) and those relating to dealing with delinquencies and foreclosures.  

 
FIGURE A2: TYPICAL LOAN SERVICING ACTIVITIES 

 

 
Source: Fitch Ratings, Mortgage and Housing Products Origination and Servicing 
Guidelines, Jun. 3, 1997 
                                                      
39 Moody’s Investors Service, Deal Sponsor and Credit Risk of U.S. ABS and MBS 

Securities, December 2006. 
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There are three classes of mortgage servicers: master servicers, primary 

servicers, and special servicers. Master servicers oversee all the servicing 
processes and work directly for the trust that manages the loans on behalf of 
investors. Primary servicers manage the routine tasks on the bottom row of 
Figure 3 and sometimes the tasks related to delinquency and foreclosure on the 
top row. Special servicers specialize in delinquency and foreclosure-related tasks. 
Many transactions have all three types of servicers present, while others may 
only have one or two.40 According to Fitch Ratings’ “Ratings Definitions,” some 
of the reasons for the various structures are age of the transaction, complexity of 
the loans, strength of the primary servicer, current or anticipated delinquency, 
and need for advancing funds on behalf of borrowers. 

The sections that follow illustrate that even though servicers do not bear 
direct credit risk from the loans they service, credit deterioration can impose high 
costs and cash flow difficulties on servicers.  

 
A.  Loan Servicers are Paid Fees to Perform Routine Tasks Related to Loan 

Administration and Act on Investors’ Behalf 
 
Mortgage loan servicers are typically remunerated on the basis of a servicing 

fee of between 12.5 and 50 basis points of the outstanding principal balance, 
down substantially from 25-100 basis points in 1999. Direct servicing fees, 
however, do not always adequately compensate the servicer for costly services 
that are sometimes necessitated by the types of borrowers involved. 

Over the years, therefore, loan servicers have attempted to charge directly for 
higher-cost servicing activities. One way to do this is through ancillary fees 
charged directly to the borrower. Such fees typically included escrow account 
maintenance fees, loan history fees, phone payment fees, loan document service 
fees, payoff statement fees, demand letter fees, and forbearance agreement fees. 
In recent times, however, servicers have moved away from those ancillary fees 
“due to concerns that this practice has been abused and the relationship between 
servicers and borrowers has been unfairly leveraged.”41  

The industry has now largely replaced ancillary fees with various incentive 
arrangements for personnel. The typical incentive arrangements, however, have 
distinct shortcomings. For instance, incentives based on loss severity can be 
affected by changes in property values, skewed initial appraisals, the LTV 
distribution of the loans, and other factors. Incentives to pursue more difficult 
long cases of delinquency can help pay for the greater costs involved, but can 
also be an incentive to draw out difficulties to generate revenue. Incentives based 
on resolution type can encourage loan reinstatements and modifications, but can 
affect the property disposition (the choice of short sale, foreclosure, or other 
variant, in different ways depending upon other terms in the loan). 

The generally accepted solution to the flaws of these various incentive 
arrangements (on the level of the servicing entity as a whole) has been equity 
incentives. Generally, equity incentives take the form of residual first-loss 
investment stakes that are worth more in the event of solid servicing. The 

                                                      
40. Fitch Ratings, Residential Mortgage Services Ratings, Feb. 21, 2003. 
41. Moody’s, Trends in Residential Mortgage Servicing Practices, Aug. 9, 2004.  



  

 
October 3, 2007 Mortgage Loan Modification    21 
 
 
problem is that the value of equity incentives is murky, as is the total value of the 
mortgage servicing enterprise.  

The total value of a mortgage servicing enterprise is the sum of the value of 
its contracts. The values of those contracts, called mortgage servicing rights 
(MSRs) is the present value of the series of uncertain direct service fee payments. 
The reason the fees are uncertain is that they rely crucially on how many 
mortgages remain with the servicer after prepayments and defaults. Since 
prepayments and defaults are not well understood,42 MSRs are difficult to value 
with any degree of certainty and the valuations that result can be very volatile to 
actual conditions realized in the servicing pool. Residual first-loss investment 
stake valuations rely crucially upon the same conjectures about prepayment 
speeds and default rates, and are therefore similarly difficult to value.  

It should not be surprising, therefore, that the vast majority of bank failures 
since 1992 have involved substantial issues of MSR and residual valuations. 
Nonetheless, many of the mortgage servicers listed in Figure A1 derive a great 
deal of their value from equity incentives and MSRs. WaMu’s MSRs amount to 
23 percent of their capital, IndyMac’s amount to 90 percent of their capital, and 
Countrywide’s amount to 115 percent of their capital. Clearly, having MSRs 
worth more than the value of capital creates a high risk that valuation difficulties 
can wipe out a firm’s underlying capital with the stroke of a pen. 
 
B. Loan Servicer’s Costs Depend on how Much Work is Involved in Servicing 
 

The two main types of operating costs associated with servicing mortgages 
are maintenance costs and mortgage default-related costs. Maintenance costs 
consist of basic elements of customer service (payment collection, mailings, 
systems, etc). These types of maintenance costs can be reduced on a per unit 
basis through scale economies and off-shoring. Mortgage-default related costs 
are all additional costs imposed on the servicer due to late payments and 
subsequent activities, including everything from additional calls and the human 
capital required to make those calls, to the legal and physical costs of foreclosure 
and sale.  

Bank of America recently analyzed servicing costs per loan, starting with the 
Mortgage Bankers Association’s (MBA) 2006 Servicing Operations Study and 
Forum and consulting with various servicing industry representatives. Because 
costs vary significantly by product with more complex and riskier products such 
as Option ARMs and subprime mortgages costing more to service, Bank of 
America used the MBA’s “Mega” category, which essentially represents large, 
diversified mortgage servicers, as a rough guideline for mortgage servicing 
operating cost per loan estimates. The Bank of America study estimates that 
average annual operating costs per loan for performing loans range between $49 
and $53 per loan. Average costs for loans in default and foreclosure may be 
reasonably expected to increase by over 700 percent.43 Those costs can be 

                                                      
42. See Joseph Mason & Joshua Rosner, How Resilient are Mortgage Backed 

Securities to Collateralized Debt Obligation Market Disruptions, Hudson Institute 
Working Paper, Feb. 14, 2007.  

43.  Bank of America, The Hidden Credit Costs of Mortgage Servicers, SPECIALTY 
AND MORTGAGE FINANCE WEEKLY, Mar. 23, 2007. 
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expected to rise significantly in the current market environment with far greater 
defaults and rising home inventories making it difficult to sell foreclosed 
collateral.44  

Servicers are already beginning to restructure their operations to achieve cost 
savings wherever possible, including consolidating operations, rather than 
outsourcing. As the American Banker explains, “In an effort to cut the costs 
associated with foreclosure, Wells Fargo & Co., JPMorgan Chase & Co., and 
Bank of America Corp. have all in recent months brought in-house certain 
default management and loss-mitigation work…. The moves by three of the top 
10 home lenders to what is called a "direct sourcing" model are a blow to the 
major title companies and others whose default-management outsourcing units 
had handled their work (and still do for many other lenders).”45  

The reason for such drastic measures is that default costs can also create 
substantial cash flow difficulties. Cash flow difficulties arise because the legal 
and other costs related to foreclosing upon and selling repossessed real estate, 
while ultimately reimbursable from the trust, are only reimbursed when the 
collateral is sold. “Advancing” funds in such circumstances can substantially 
disrupt the cash flows of the servicing entity. If the servicer does not have cash 
on hand to cover the cash flows those advances must be funded in the interim 
through borrowings, and while the direct costs of the disposition are reimbursed, 
the funding costs are not. 

While servicers generally believe that the current level of servicing fees in 
transactions, particularly subprime deals, is currently “adequate to cover the 
increasing cost to service subprime loans,… unanticipated costs that could come 
from mandatory actions or moratoriums on actions like foreclosure, which are 
being discussed by regulators or legislative factions… may cause extensions or 
delays in processes and make it very difficult for servicers to accurately project 
actual costs.”46 If servicers fail because servicing fees cannot cover costs, there 
may be no buyer for those servicing contracts in the event of servicer bankruptcy. 
Several such difficulties were experienced in the late 1990s, and led to protracted 
bankruptcies and high losses.  
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