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EXECUTIVE SUMMARY

The country is in the midst of a foreclosure crisis
of unprecedented proportions. Millions of fami-
lies have lost their homes and millions more are
expected to lose their homes in the next few
years. With home values plummeting and layoffs
common, homeowners are crumbling under the
weight of mortgages that were often only mar-
ginally affordable when made.

One commonsense solution to the foreclosure
crisis is to modify the loan terms. Lenders rou-
tinely lament their losses in foreclosure. Foreclo-
sures cost everyone—the homeowner, the lender,
the community—money. Yet foreclosures con-
tinue to outstrip loan modifications. Why?

Once a mortgage loan is made, in most cases
the original lender does not have further ongoing
contact with the homeowner. Instead, the origi-
nal lender, or the investment trust to which the
loan is sold, hires a servicer to collect monthly
payments. It is the servicer that either answers
the borrower’s plea for a modification or launches
a foreclosure. Servicers spend millions of dollars

advertising their concern for the plight of home-
owners and their willingness to make deals. Yet
the experience of many homeowners and their
advocates is that servicers—not the mortgage
owners—are often the barrier to making a loan
modification.

Servicers, unlike investors or homeowners, do
not generally lose money on a foreclosure. Ser-
vicers may even make money on a foreclosure.
And, usually, a loan modification will cost the
servicer something. A servicer deciding between a
foreclosure and a loan modification faces the
prospect of near certain loss if the loan is modi-
fied and no penalty, but potential profit, if the
home is foreclosed. The formal rulemakers—
Congress, the Administration, and the Securities
and Exchange Commission—and the market par-
ticipants who set the terms of engagement—
credit rating agencies and bond insurers—have
failed to provide servicers with the necessary in-
centives—the carrots and the sticks—to reduce
foreclosures and increase loan modifications.

Percentage of Loans in Foreclosure, 1995-2009
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Modifications, Foreclosures, and Delinquencies
as a Percentage of 60+ Day Delinquencies
in 4th Quarter, 2008

Modifications Performed 4th Quarter 2008
3%

Foreclosure

Inventory
4th Quarter 56% 60+ Days
2008 Delinquent
Unmodified,

Not in Foreclosure

The 60+ day delinquency rate for 4th quarter 2008
was 8.08% of all loans.

Sources: Mortgage Banker’s Association, National
Delinquency Survey, Q4 08; Manuel Adelino, Kristopher
Gerardi, and Paul S. Willen, Why Don’t Lenders Renegotiate
More Home Mortgages? Redefaults, Self-Cures, and
Securitization, Table 3.

Ocwen Asset Management Servicing Fees

Process
Management
Fees

Servicing and
Subservicing Fees

Source: Ocwen Fin. Corp., Annual Report (Form 10-K)
(Mar. 12, 2009)

Ocwen Asset Management
Breakdown of Servicing Fees

Other Commercial 0%
Loan Collection Fees 3%
Custodial Accounts
(Float Earnings)

Late
Charges

Residential Loan Servicing and Subservicing

Source: Ocwen Fin. Corp., Annual Report (Form 10-K)
(Mar. 12, 2009)

Servicers remain largely unaccountable for their
dismal performance in making loan modifications.

Servicers have four main sources of income,
listed in descending order of importance:

* The monthly servicing fee, a fixed percentage
of the unpaid principal balance of the loans in

the pool;

* Fees charged borrowers in default, including
late fees and “process management fees”;

= Float income, or interest income from the
time between when the servicer collects the
payment from the borrower and when it turns
the payment over to the mortgage owner; and

* Income from investment interests in the pool
of mortgage loans that the servicer is servicing.

Overall, these sources of income give servicers
little incentive to offer sustainable loan modifica-
tions, and some incentive to push loans into fore-
closure. The monthly fee that the servicer
receives based on a percentage of the outstanding
principal of the loans in the pool provides some
incentive to servicers to keep loans in the pool
rather than foreclosing on them, but also pro-
vides a significant disincentive to offer principal
reductions or other loan modifications that are
sustainable on the long term. In fact, this fee
gives servicers an incentive to increase the loan
principal by adding delinquent amounts and
junk fees. Then the servicer receives a higher
monthly fee for a while, until the loan finally
fails. Fees that servicers charge borrowers in de-
fault reward servicers for getting and keeping a
borrower in default. As they grow, these fees
make a modification less and less feasible. The
servicer may have to waive them to make a loan
modification feasible but is almost always as-
sured of collecting them if a foreclosure goes
through. The other two sources of servicer in-
come are less significant.

If servicers’ income gives no incentive to mod-
ify and some incentive to foreclose, through in-
creased fees, what about servicers’ expenditures?
Servicers’ largest expenses are the costs of fi-
nancing the advances they are required to make



WHY SERVICERS FORECLOSE WHEN THEY SHOULD MODIFY vii

to investors of the principal and interest pay-
ments on nonperforming loans. Once a loan is
modified or the home foreclosed on and sold, the
requirement to make advances stops. Servicers
will only want to modify if doing so stops the clock
on advances sooner than a foreclosure would.
Worse, under the rules promulgated by the
credit rating agencies and bond insurers, servicers
are delayed in recovering the advances when they
do a modification, but not when they foreclose.
Servicers lose no money from foreclosures be-
cause they recover all of their expenses when a
loan is foreclosed, before any of the investors get
paid. The rules for recovery of expenses in a mod-

ification are much less clear and somewhat less
generous.

In addition, performing large numbers of loan
modifications would cost servicers upfront
money in fixed overhead costs, including staffing
and physical infrastructure, plus out-of-pocket
expenses such as property valuation and credit
reports as well as financing costs. On the other
hand, servicers lose no money from foreclosures.

The post-hoc reimbursement for individual
loan modifications offered by Making Home Af-
fordable and other programs has not been enough
to induce servicers to change their existing business
model. This business model, of creaming funds

Effect of Components of Servicer Compensation on Likelihood and Speed of Foreclosure

Favors Foreclosure?

Likely Effect on
Speed of Foreclosure?

Structural Factors

PSAs Neutral
Repurchase Agreements Neutral Slows Down

REMIC rules Neutral Neutral

FAS 140 Neutral

TDR Rules Neutral
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Bond insurers

Servicer Compensation
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Float Interest Income

Speeds Up
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Monthly Servicing Fee
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(but not principal reductions)

Slows Down

Residual Interests

Slightly Favors Modification
(but not interest reductions)

Slows Down

Servicer Assets

Mortgage Servicing Rights
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Servicer Expenses

Advances

Fee Advances to Third Parties

Staff Costs
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HAMP Modifications as a
Percentage of Delinquencies

Total 60+ Days Delinquencies

as of June 30, 2009 5,360,961
HAMP Trial Modification Through
September 30, 2009 487,081

9%

[[] June2009 60+ Day Delinquencies
without a HAMP Modification

B  HAMP Trial Modifications as of September 30, 2009

Sources: Mortgage Banker’s Association, National
Delinquency Survey, Q2 09; Making Home Affordable
Program, Servicer Performance Report Through September
2009

from collections before investors are paid, has
been extremely profitable. A change in the basic
structure of the business model to active engage-
ment with borrowers is unlikely to come by
piecemeal tinkering with the incentive structure.
In the face of an entrenched and successful
business model, servicers need powerful motiva-
tion to perform significant numbers of loan
modifications. Servicers have clearly not yet re-
ceived such powerful motivation. What is lacking
in the system is not a carrot; what is lacking is a
stick. Servicers must be required to make modifi-
cations, where appropriate, and the penalties for
failing to do so must be certain and substantial.

Recommendations:

1. Avoid irresponsible lending.

We are now looking to loan modifications to
bail us out of a foreclosure crisis years in the
making. Had meaningful regulation of loan
products been in place for the preceding decade,

we would not now be tasking servicers with res-
cuing us from the foreclosure crisis. Any attempt
to address the foreclosure crisis must, of neces-
sity, consider loan modifications. We should also
ensure that we are not permanently facing fore-
closure rates at current levels. To do so requires
thorough-going regulation of loan products, as
we have discussed in detail elsewhere.

2. Mandate loan modification before
a foreclosure.

Congress and state legislatures should man-
date consideration of a loan modification before
any foreclosure is started and should require loan
modifications where they are more profitable to
investors than foreclosure. Loss mitigation, in
general, should be preferred over foreclosure.

3. Fund quality mediation programs.

Court-supervised mortgage mediation pro-
grams help borrowers and servicers find out-
comes that benefit homeowners, communities
and investors. The quality of programs varies
widely, however, and most communities don’t yet
have mediation available. Government funding
for mediation programs would expand their
reach and help develop best practices to maxi-
mize sustainable outcomes.

4. Provide for principal reductions in
Making Home Affordable and via
bankruptcy reform.

Principal forgiveness is necessary to make loan
modifications affordable for some homeowners.
The need for principal reductions is especially
acute—and justified—for those whose loans were
not adequately underwritten and either: 1) received
negatively amortizing loans such as payment op-
tion adjustable rate mortgage loans, or 2) obtained
loans that were based on inflated appraisals. As a
matter of fairness and commonsense, homeown-
ers should not be trapped in debt peonage, un-
able to refinance or sell.

The Making Home Affordable guidelines should
be revised so that they at least conform to the Fed-
eral Reserve Board’s loan modification program by
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reducing loan balances to 125 percent of the
home’s current market value. In addition, Con-
gress should enact legislation to allow bank-
ruptcy judges to modify appropriate mortgages
in distress.

5. Continue to increase automated and
standardized modifications, with
individualized review for borrowers
for whom the automated and
standardized modification is
inappropriate.

One of the requirements of any loan modifica-
tion program that hopes to be effective on the
scale necessary to make a difference in our cur-
rent foreclosure crisis is speed. The main way to
get speed is to automate the process and to offer
standardized modifications.

Servicers can and should present borrowers in
default with a standardized offer based on infor-
mation in the servicer’s file, including the income
at the time of origination and the current default
status. Borrowers should then be free to accept or
reject the modification, based on their own as-
sessment of their ability to make the modified
payments. Borrowers whose income has declined
and are seeking a modification for that reason
could then provide, as they now do under the
Making Home Affordable Program, income veri-
fication. Only when a borrower rejects a modifi-
cation—or if an initial, standard modification
fails—should detailed underwriting be done.

The urgency of the need requires speed and
uniformity; fairness requires the opportunity for
a subsequent review if the standardized program
is inadequate. Borrowers for whom an automated
modification is insufficient should be able to re-
quest and get an individually tailored loan modi-
fication, at least when such a loan modification is
forecast to save the investor money. Many of the
existing loans were poorly underwritten, based
on inflated income or a faulty appraisal. Borrow-
ers may have other debt, including high medical
bills, that render a standardized payment reduc-
tion unaffordable. Subsequent life events, includ-

ing the death of a spouse, unemployment, or dis-
ability, may also make a standardized modifica-
These  subsequent,
unpredictable events, outside the control of the

tion  unsustainable.
homeowner, should not result in foreclosure if a
further loan modification would save investors
money and preserve homeownership.

6. Ease accounting rules for

modifications.

The current accounting rules, particularly as
interpreted by the credit rating agencies, do not
prevent modifications, but they may discourage
appropriate modifications. The requirements
that individual documentation of default be ob-
tained may prevent streamlined modifications.
The troubled debt restructuring rules may dis-
courage sustainable modifications of loans not
yet in default, with the unintended consequence
of promoting short-term repayment plans rather
than long-term, sustainable modifications that
reflect the true value of the assets. Finally, limit-
ing recovery of servicer expenses when a modifi-
cation is performed to the proceeds on that loan
rather than allowing the servicer to recover more
generally from the income on the pool as a
whole, as is done in foreclosure, clearly biases ser-
vicers against meaningful modifications.

7. Encourage FASB and the credit rating
agencies to provide more guidance
regarding the treatment of
modifications.

Investors, taken as a whole, generally lose
more money on foreclosures than they do on
modifications. Investors’ interests are not neces-
sarily the same as those of borrowers; there are
many times when an investor will want to fore-
close although a borrower would prefer to keep a
home. Investors as well as servicers need im-
proved incentives to favor modifications over
foreclosures. Still, there would likely be far fewer
foreclosures if investors had information as to
the extent of their losses from foreclosures and
could act on that information.
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Even where investors want to encourage and
monitor loan modifications, existing rules can
stymie their involvement—or even their ability to
get clear and accurate reporting as to the status
of the loan pool. Additional guidance by FASB
and the credit rating agencies could force
servicers to disclose more clearly to investors and
the public the nature and extent of the modifica-
tions in their portfolio—and the results of those
modifications. Without more transparency and
uniformity in accounting practices, investors are
left in the dark. As a result, servicers are free to
game the system to promote their own financial-
incentives, to the disadvantage, sometimes, of
investors, as well as homeowners and the public
interest at large.

8. Regulate default fees.

Fees serve as a profit center for many servicers
and their affiliates. They increase the cost to
homeowners of curing a default. They encourage
servicers to place homeowners in default. All fees
should be strictly limited to ones that are legal
under existing law, reasonable in amount, and
necessary. If default fees were removed as a profit
center, servicers would have less incentive to
place homeowners into foreclosure, less incentive
to complete a foreclosure, and modifications
would be more affordable for homeowners.
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Introduction

As the foreclosure numbers have spiraled upward
over the last few years, policymakers and econo-
mists have come to a consensus that the national
economy needs a massive reduction in the num-
ber of foreclosures, probably by modifying delin-
quent loans.! Everyone claims to be in favor of
this: Congress, the President, the Federal Reserve
Board, bankers. Yet the numbers of modifica-
tions have not kept pace with the numbers of
foreclosures.?

At the center of the efforts to perform loan
modifications are servicers.® Servicers are the
companies that accept payments from borrowers.
Servicers are distinct from the lender, the entity
that originated the loan, or the current holder or
investors, who stand to lose money if the loan
fails. Some servicers are affiliated with the origi-

nating lender or current holder; many are not.
Yet, while servicers normally have the power to
modify loans, they simply are not making
enough loan modifications. Why? One answer is
that the structure of servicer compensation gen-
erally biases servicers against widespread loan
modifications.

How servicers get paid and for what is deter-
mined in large part by an interlocking set of tax,
accounting, and contract rules. These rules are
then interpreted by credit rating agencies and
bond insurers. Those interpretations, more than
any individual investor or government pronounce-
ment, shape servicers’ incentives. While none of
these rules or interpretations impose an absolute
ban on loan modifications, as some servicers
have alleged, they generally favor foreclosures
over modifications, and short-term modifica-
tions over modifications substantial enough to

Percentage of Loans in Foreclosure, 1995-2009
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be sustainable. Neither the formal rulemakers—
Congress, the Administration, and the Securities
and Exchange Commission—nor the market par-
ticipants who set the terms of engagement—
credit rating agencies and bond insurers—have
yet provided servicers with the necessary incen-
tives—the carrots and the sticks—to reduce fore-
closures and increase loan modifications.

Servicers’ incentives ultimately are not aligned
with making loan modifications in large num-
bers. Servicers continue to receive most of their
income from acting as automated pass-through
accounting entities, whose mechanical actions
are performed offshore or by computer systems.*
Their entire business model is predicated on
making money by lifting profits off the top of
what they collect from borrowers. Servicers gen-
erally profit from: a servicing fee that takes the
form of a fixed percentage of the total unpaid
principal balance of the loan pool; ancillary fees
charged borrowers—sometimes in connection
with the borrower’s default and sometimes not;
interest income on borrower payments held by
the servicer until they are turned over to the in-
vestors or paid out for taxes and insurance; and
affiliated business arrangements.

Servicers, despite their name, are not set up to
perform or to provide services.® Rather, they
make their money largely through investment
decisions: purchases of the right pool of mort-
gage servicing rights and the correct interest
hedging decisions. Performing large numbers of
loan modifications would cost servicers upfront
money in fixed overhead costs, including staffing
and physical infrastructure, plus out-of-pocket
expenses such as property valuation and credit
reports as well as financing costs.

Several programs now offer servicers some
compensation for performing loan modifica-
tions, most significantly the Making Home Af-
fordable program. Fannie Mae and Freddie
Mac—market makers for most prime loans—have
long offered some payment for loan modifica-
tions. Other investors have sometimes done like-
wise, and some private mortgage insurance

companies make small payments if a loan in de-
fault becomes performing, as does the FHA loan
program. Yet none of these incentives has been
sufficient to generate much interest among ser-
vicers in loan modifications.®

Post-hoc reimbursement for individual loan
modifications is not enough to induce servicers
to change an existing business model. This busi-
ness model, of creaming funds from collections
before investors are paid, has been extremely
profitable. A change in the basic structure of the
business model to active engagement with bor-
rowers is unlikely to come by piecemeal tinkering
with the incentive structure. Indeed, some of the
attempts to adjust servicers’ incentive structure
have resulted in confused and conflicting incen-
tives, with servicers rewarded for some kinds of
modifications, but not others.” Most often, if ser-
vicers are encouraged to proceed with a modifica-
tion at all, they are told to proceed with both a
foreclosure and a modification, at the same time.
Until recently, servicers received little if any ex-
plicit guidance on which modifications were ap-
propriate and were largely left to their own devices
in determining what modifications to make.®

In the face of an entrenched and successful
business model and weak, inconsistent, and post-
hoc incentives, servicers need powerful motiva-
tion to perform significant numbers of loan
modifications. Servicers have clearly not yet re-
ceived such powerful motivation.

A servicer may make a little money by making
a loan modification, but it will definitely cost it
something. On the other hand, failing to make a
loan modification will not cost the servicer any
significant amount out-of-pocket, whether the
loan ends in foreclosure or cures on its own. Ser-
vicers remain largely unaccountable for their dis-
mal performance in making loan modifications.

Until servicers face large and significant costs
for failing to make loan modifications and are ac-
tually at risk of losing money if they fail to make
modifications, no incentive to make modifica-
tions will work. What is lacking in the system is
not a carrot; what is lacking is a stick.” Servicers
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must be required to make modifications, where
appropriate, and the penalties for failing to do so
must be certain and substantial.

The Rise of the Servicing
Industry as a By-Product
of Securitization

Once upon a time, it was a wonderful life.!® In
this prediluvian America, those that owned the
loan also evaluated the risk of the loan, collected
the payments, and adjusted the payment agree-
ment as circumstances warranted. In this model,
in most circumstances, lenders made money by
making performing loans, borrowers had un-
mediated access to the holder of their loan, and
both lenders and borrowers had in-depth infor-
mation about local markets. Even if few bank
owners or managers were as singularly civic-
minded as George Bailey, they were at least recog-
nizable individuals who could be appealed to and
whose interests and incentives, if not always
aligned with those of borrowers, were mostly
transparent.

This unity of ownership, with its concomitant
transparency, has long since passed from the

home mortgage market. Loans are typically origi-
nated with the intention of selling the loan to in-
vestors. Loans may be sold in whole on the
secondary market, so one investor ends up with
the entire loan, but, more commonly, the loans
are securitized. The securitization process trans-
forms home loans into commodities, with own-
ership and accountability diffused.

In securitization, thousands of loans are
pooled together in common ownership. Owner-
ship is held by a trust. The trust is usually set up
as a bankruptcy-remote entity, which means that
the notes cannot be seized to pay the debts of the
originator if the originator goes bankrupt. Bonds
are issued to investors based on the combined ex-
pected payment streams of all the pooled loans.
Bonds may be issued for different categories of
payments, including interest payments, principal
payments, late payments, and prepayment penal-

ties.!!

Different groups of bond holders—or
tranches—may get paid from different pots of
money and in different orders.'> The majority of
all home loans in recent years were securitized.
Securitization—and the secondary market for
mortgage loans more generally—has created a rel-
atively new industry of loan servicers. These enti-
ties exist to collect and process payments on
mortgage loans. Some specialize in subprime

loans; some specialize in loans that are already in

Securitization Rate, 1990-2008
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default (so-called special servicers). Some compa-
nies contain entire families of servicers: prime
and subprime, default and performing. Some of
these servicers are affiliated with the origina-
tors—nearly half of all subprime loans are serv-
iced by either the originator or an affiliate of the
originator’*—but many are not. Even when the
servicer is affiliated with the originator, it no
longer has exclusive control over the loan or an
undivided interest in the loan’s performance. Ser-
vicers are usually collecting the payments on
loans someone else owns.

Servicers bid for the right to service pools of
mortgages at the time the mortgage pool is cre-
ated. Most securitization agreements (pooling
and servicing agreements or PSAs) specify a mas-
ter servicer, who coordinates the hiring of various
subservicers, including default servicers as
needed. Once the master servicer is set in the
PSA, the master servicer typically is entitled to re-
ceive a portion of the payments on the pool of
mortgages serviced until those mortgages are
paid off. Usually, the master servicer cannot be
replaced, absent both gross malfeasance in the
performance of its duties and concerted action
by a majority of investors.

Borrowers see none of this. Instead, a borrower
typically knows who originated the loan and to
whom the borrower sends her payments. Borrow-
ers—and even judges, the press, and academics—
often refer to the payment recipient as the
“lender.” In fact, though, the entity receiving the
borrower’s payments is not necessarily “the”
lender or even “a” lender. Instead, the payment
recipient is a servicer. It is the servicer, not the
lender or holder, who will have the records of
payments; it is the servicer who will know of a de-
fault; and it is through the servicer that any re-
quest for a loan modification must pass.

The servicer’s function is to collect the pay-
ments. Once the payments are collected, the ser-
vicer passes them on to a master servicer, a
trustee, or the securities administrator,'* which
then disburses them to the investors. Although
the servicer may have some connection with the
loan originator, or some interest in the pooled

INCOME GLOSSARY

Affiliates Related business organizations, with
common ownership or control.

Float Income The interest income earned by ser-
vicers in the interval between when funds are re-
ceived from a borrower and when they are paid out
to the appropriate party.

Mortgage Servicing Rights (MSRs) The rights to
collect the payments on a pool of loans.

Residual Interest A junior-level interest retained in
the mortgage pool by a servicer, typically by a ser-
vicer who is an affiliate of the originator. These in-
terests commonly pay out “surplus” interest
income, left over after specified payments to senior
bond holders are made.

loans, servicers are primarily neither originators
of loans nor holders of loans.

Originators sometimes retain the servicing
rights on loans they securitize. Not all origina-
tors have servicing divisions, however. Even those
originators that have servicing divisions do not
always retain the servicing rights.

Servicers affiliated with the sponsors of the se-
curitization or originators of the pooled loans
commonly retain at least some junior interests in
the pool. In theory, retention of these interests
increases servicers’ incentives to maximize per-
formance. These junior tranches held by servicers
are usually interest-only: if there is “excess” or
“surplus” interest, then the servicer receives that
interest income. If the servicer collects no more
interest income than is required to satisfy the
senior bond obligations, then the servicer re-
ceives nothing.

Servicers’ incentives thus are neither those of
the investors—the beneficial owners of the mort-
gage note—nor the borrowers. Nor are their con-
cerns necessarily the same as those of the loan
originator.

Servicers are not paid strictly speaking on the
performance of loans. Instead, servicers derive
their compensation from a complex web of direct
payments based on the principal balance of the
pool of loans, fees charged borrowers, interest
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income on the float between when payments are
received from borrowers and when they are
passed on, residual interests in the pool, and
often some income from other hedging devices,
including bonds on other pools of mortgages
and more exotic financial instruments. Servicers
may rack up extra compensation through affili-
ated businesses, such as insurance companies or
property valuation and inspection companies,
with whom they contract for various services, the
costs of which are passed on to borrowers."
These affiliated companies sometimes specialize
in providing services for loans that are in de-
fault—giving servicers a way of profiting even
from loans that are belly up.'®

Offset against servicers’ income are their ex-
penses, which servicers, as rational corporate

actors, attempt to keep as low as possible.'” Ex-
penses include financing the advances made to
the trusts on nonperforming loans,'® occasional
obligations under repurchase agreements, and
staff. Servicers’ largest expense, albeit a noncash
expense, is the amortization of their mortgage
servicing rights.”

These competing financial pressures do not
necessarily provide the correct incentives from
the perspectives of investors, borrowers, or soci-
ety at large. In particular, servicers’ incentives
generally bias servicers to foreclose rather than
modify a loan.

EXPENSES GLOSSARY

Advances Under most PSAs, servicers are required
to advance the monthly principal and interest pay-
ment due on each loan to the trust, whether or not
the borrower actually makes the payment. The re-
quirement to make these advances can continue
until the home is sold at foreclosure.

Repurchase Agreement A clause in a contract for
the sale of mortgages that requires the seller or ser-
vicer to repurchase any mortgage back from the
buyer if any one of a number of specified events
occur. Generally the specified events include bor-
rower default or legal action and sometimes in-
clude modification.

Securitization Contracts,

Tax Rules, and Accounting
Standards Do Not Prevent Loan
Modifications But Discourage
Some Modjifications

Overview

The large pools of securitized mortgages are gov-
erned by an interlocking set of tax and accounting
rules, repeated in the trusts’ governing documents.
These rules do not forbid loan modifications. Some
of these rules do, however, restrict the circum-
stances in which loans can be modified or create
certain disincentives for loan modifications.

These rules are designed to ensure that the as-
sets of the trust—the notes and mortgages—are
passively managed. Passive management is re-
quired because the trusts receive preferential tax
treatment. So long as the trust complies with
these rules, the trust does not have to pay tax on
its income, thus freeing more income for the ulti-
mate investors. Compliance with the rules also
provides investors in these trusts with some pro-
tection from the bankruptcy of the entity, usu-
ally the mortgage originator, that transfers the
mortgages into the securitized trust. Without
these protections from bankruptcy, creditors of
the originator could seize mortgage loans from
the trust to satisfy the originator’s debts.

In the past, there was widespread concern that
tax and accounting rules might prevent modifi-
cations. Servicers often cited these rules as a rea-
son for their failure to perform modifications.
The concern that the tax and accounting rules,
and their embodiment in the trusts’ governing
documents, were preventing modifications was
always largely overblown, at least for individual
modifications of loans actually in default. Recent
clarifications to both the tax and accounting
rules have eased most significant limitations on
modifications. Modification of a mortgage that
is in default or for which default is reasonably
foreseeable will seldom trigger adverse tax or ac-
counting consequences.



SECURITIZATION, TAX, AND
ACCOUNTING GLOSSARY

FAS Financial Accounting Statement, issued by
FASB. The Financial Accounting Statements,
through their incorporation into private contracts
and SEC regulation, have the force of law.

FASB Financial Accounting Standards Board FASB
is a private organization, but the Securities and Ex-
change Commission often interprets FASB stan-
dards and requires compliance with the FASB
standards by all public companies.

FAS 140 Accounting rules governing transfer of as-
sets to and from trusts, designed to limit discretion
in trust management in exchange for preserving the
bankruptcy-remote status of the trust.

Junior Tranche, Junior Interest An interest in a
pool of mortgages that gets paid after more senior
security interests.

Pooling and Servicing Agreement (PSA) The agree-
ment between the parties to the securitization as to
how the loans will be serviced. PSAs spell out the
contractual duties of each party, the circumstances
under which a servicer can be removed, and some-
times give guidance as to when modifications can
be performed.

REMIC Real Estate Mortgage Investment Con-
duits are defined under the U.S. Internal Revenue
Code, and are the typical vehicle of choice for the
pooling and securitization of mortgages. The
REMIC rules are the IRS tax code rules governing
REMICs.

Repurchase Agreement A clause in a contract for
the sale of mortgages which requires the seller or
servicer to repurchase any mortgage back from the
buyer if one of a number of specified events occur.
Generally the specified events include borrower de-
fault or legal action and sometimes include modifi-
cation.

Tranche One of a number of related classes of se-
curities offered as part of the same transaction.

Troubled Debt Restructuring (TDR) An account-
ing term describing the modification of debt involv-
ing creditor concessions (a reduction of the
effective yield on the debt) when the borrower is
facing financial hardship.

Trustee The legal holder of the mortgage notes, on
behalf of the trust and the ultimate beneficiaries,
the investors in the trust.

WHY SERVICERS FORECLOSE WHEN THEY SHOULD MODIFY

Some PSAs impose restrictions on the nature
or number of loan modifications. The most com-
mon limitation on modifications is a five percent
cap on loan modifications, either of unpaid prin-
cipal balance or number of loans, measured as of
the pool’s formation. Although some subprime
pools surpass that percentage in default and
foreclosure,? few, if any, servicers reach or even
approach that percentage of modifications in the
pool as a whole.?! As a recent Congressional
Oversight Panel determined, after reviewing sev-
eral of the pools containing the five percent cap,
“the cap is not the major obstacle to successful
modifications.”?* A small percentage of PSAs for-
bid modifications, but many of these have been
amended.”® Some of the PSAs that limit modi-
fications only do so for loans that remain in
the pool. In that case, the servicer may modify
as many loans as it chooses, so long as it is pre-
pared to purchase the modified loans out of the
loan pool.

None of the existing tax and accounting rules
or PSAs yet provide clear and comprehensive
guidance for servicers or investors in terms of
how to account for modifications or which mod-
ifications are preferred.?* The rules set some basic
outer bounds: modifications must be done when
default is actual or imminent; there must be
some individual review and documentation of
the impending default; no group of investors
should dictate any particular loan modification;
and modification should inure to the benefit
of the trust as a whole. The rules have all been
updated in the last few years to encourage modi-
fications.

The following subsections take a detailed
look at the contract, tax, and accounting rules,
in that order.

Neither PSAs nor Investor Action
Block Loan Modifications

Pooling and servicing agreements (PSAs) spell
out the duties of a servicer, how the servicer gets
paid, and what happens if the servicer fails to
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perform as agreed. What control investors exer-
cise over the servicer is usually contained in the
PSA. While much has been made of the limita-
tions imposed by these PSAs, there is wide varia-
tion in how much detail they give. Most PSAs
impose no meaningful restrictions—or guid-
ance—on individual loan modifications.” Com-
mon types of loan modifications, including
principal forbearance, are not even mentioned in
most PSAs.?® Modifications are generally per-
missible, so long as they are in accordance with
the “usual and customary industry practice.”
The result is that servicers are generally left to
their own discretion in approving, analyzing,
and accounting for modifications.

Current PSA Limitations on Loan

Modifications Are Few and Far Between

Of those PSAs that do limit loan modifica-
tions, most provide only general guidance, such
as limiting the total amount of loan modifica-
tions to five percent or requiring loans to be in
default or at imminent risk of default before
being modified.?” Some PSAs, primarily those in-
volving loans originated by Countrywide prior to
2007, require the servicer to buy all modified
loans out of the pool, thus avoiding any potential
REMIC or FAS 140 issues.”® Even in the early
Countrywide loan pools, the repurchase require-
ment has not posed a significant hurdle to modi-
fications. In many instances, the repurchase
requirement appears to be waived for loans in
default.”

Probably no more than 10% of all subprime
loans are in pools that originally prohibited all
material modifications.’® Where the PSAs pro-
vided meaningful limits on the abilities of ser-
vicers to perform modifications, those limits
have been eased. Sponsors of securitizations have
successfully petitioned the trustee to amend the
provisions barring modifications to allow modi-
fications generally, so long as the loan is in de-
fault or at imminent risk of default.?! Similarly,
although there is no evidence that the five per-
cent cap on modifications was ever the reason

that servicers failed to perform modifications,*
those limits are being lifted in PSAs as well.%
Credit rating agencies have made clear that they
will not count modified loans that are perform-
ing 12 months after modification against the five
percent cap.** Thus, the modification caps are
transformed from an absolute limit to a limit on
the number that can be modified within any
twelve-month period. Finally, securitizations of
Countrywide loans in 2007 and later distin-
guished between modifications that triggered the
“troubled debt restructuring” standard and more
modest modifications that would permit loans to
be repackaged and resecuritized, thus avoiding
the repurchase requirement in the Countrywide
securitizations.”

A more widespread—and persistent—problem
is that many PSAs require the servicer to proceed
with foreclosure at the same time that it pursues
a loan modification,’ increasing the servicer’s
and borrower’s costs and potentially undermin-
ing any offered loan modification. This issue is
discussed in more detail later in this paper.

Investors Seldom Can or Do Influence the

Servicer’s Actions on Loan Modifications

Nominally, the servicer works at the behest of
the investors, through the trustee. PSAs will usu-
ally set out the servicer’s duties and the remedies
of the investors, acting through the trustee,
should the servicer breach those duties.’” Ser-
vicers are required by the PSA to act in the inter-
ests of the investors taken as a whole.

In large subprime pools there may be hundreds
of investors, who have differing views of what the
appropriate response to a pending foreclosure
is.® Some investors may favor more aggressive
loan modification to prevent foreclosures; others
may prefer a quick foreclosure.** Nor do all in-
vestors share the pain of a default equally. For
most subprime securities, different investors own
different parts of the security—principal pay-
ments, interest payments, or prepayment penal-
ties, for example—and get paid in different orders

depending on their assigned priority. The higher
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the priority of payment, the higher the certifi-
cate’s credit rating, in general, and the more in-
vestors are willing to pay for it in relation to its
return. Depending on the priority of payment
and whether or not a modification reduces inter-
est or principal payments, two investors in the
same pool may fare very differently from a modi-
fication, with one investor seeing no change in
payments and the other investor having its pay-
ments wiped out completely.*’

Investors, unsurprisingly, are typically more fo-
cused on receiving the expected return on their
certificates than the details of loan modifications,
even where loan modifications have a large impact
on the pool as a whole. Moreover, obtaining in-
formation about the nature and extent of loan
modifications is not easy, even for investors.*! De-
termining how those loan modifications impact
the return on any one security may be even
harder. Similarly, the sometimes substantial fees
paid to servicers in foreclosure tend to be invisi-
ble to investors.*

Even when investors would favor modifica-
tions over foreclosure, they generally do not have
authority to directly control servicer actions. In-
vestors can usually only take action against a ser-
vicer through the trustee and then only if a
majority of the investors agree.* Partly as a result
of this common action problem, investors sel-
dom give servicers guidance on how or when to
conduct loss mitigation.* Trustees, on behalf of
the trust, can in exceptional cases fire a servicer,
but this right is rarely invoked, usually only when
the servicer is no longer able to pay the advances
of the monthly payments on the loans.** Thus,
although servicers are nominally accountable to
investors, investors have, in most cases, little con-
trol over the servicer’s decisions about how to
handle delinquencies and whether and how to
offer loan modifications.*

Servicers Face No Realistic Threat

of Legal Liability for Making Loan

Modifications

Servicers have claimed to fear investor law
suits. Securitization, by design, favors some in-

vestors over others, depending on which piece of
the securitization, or tranche, an investor has
bought. Tranches are rated for their presumed
credit-worthiness; the higher the rating, the more
stable and predictable the return is presumed to
be. Loan modifications that spread the loss
evenly across all investors are likely to be met
with howls of outrage from the highest-rated
tranches.*” Most influential investors would like
the lower-rated tranches, often owned by the ser-
vicer, to bear the brunt of the cost of loan modifi-
cations. On the other hand, the servicer may have
a financial interest in sparing the lower-rated
tranches. Loan modifications that favor one
group of investors over another could potentially
give rise to a successful suit against a servicer by
investors.

Fears of legal liability were always overblown.
Such suits are vanishingly rare and face signifi-
cant hurdles.*® Among other hurdles, a signifi-
cant number of investors have to agree to sue the
servicer.* The PSAs themselves largely authorize
modifications when doing so is in accordance
with standard industry practices. Moreover,
under recent federal legislation, servicers are now
immunized from investor litigation when they
make modifications in accordance with standard
industry practice or government programs such
as Making Home Affordable.’® Of course, ser-
vicers often should—and occasionally do—make
loan modifications that go beyond standard in-
dustry practice, and neither federal law nor most
PSAs provide protection for innovative loan
modifications, even if they are in the best inter-
ests of investors. Nonetheless, the fact remains
that of all the lawsuits filed by investors in 2008,
not a single one questioned the right of a servicer
to make a loan modification.®!

Reliance on Industry Standards Slows the

Pace of Innovation in Loan Modifications

But this standard creates a problem: how do
you move an entire industry to begin making loan
modifications when current standard industry
practice is to do none? Reliance on standard in-
dustry practices as the benchmark of permissible



WHY SERVICERS FORECLOSE WHEN THEY SHOULD MODIFY 9

modifications, rather than either explicit guid-
ance or a measure of the benefit to the investor,
may chill innovation.

For example, some servicers have reduced the
principal balance when a home is worth less than
the loan amount (or “underwater”). In most
cases, such a reduction will benefit the pool: the
costs of foreclosure are avoided; the investors re-
ceive the actual value of the collateral, the most
they could expect to recover after a foreclosure;
and investors retain the right to receive interest
payments over the life of the loan. Despite the ap-
parent win-win nature of this result—the home-
owner stays in place, the investors and servicer
continue receiving income, and everyone avoids
costly litigation—many servicers have been reluc-
tant to do this, instead requiring the homeowner
to sell the home in order to get a principal bal-
ance reduction. One reason is that principal bal-
ance reductions where the borrower stays in
place, called partial chargeoffs, are not common-
place, and thus servicers prefer the more com-
mon short sale, where the homeowner sells the
home for less than is owed and relinquishes own-
ership.’? Short sales are more widely recognized
as “usual and customary industry practice” than
are partial chargeoffs. The GSEs® encourage
short sales over modifications by paying several
times more in compensation to a servicer for a
short sale than for a modification.* The more
punitive approach of short sales—the home-
owner loses the home—may also reassure in-
vestors that a servicer is not soft on deadbeats
and is aggressively looking out for the investors’
interests. The net result, however, is that servicers
avoid an outcome that would save both homes
for borrowers and money for investors.

Repurchase Agreements

The repurchase agreements contained in PSAs
present a special case. The servicer may in certain
circumstances be required under the PSA to re-
purchase any nonperforming loans or, in some
cases, loans that are substantially modified. Usu-
ally this obligation is only imposed on servicers
who are either the originator or an affiliate of the

originator. Nearly half of all subprime loans are
serviced by either the originator or an affiliate of
the originator.*® The servicer may have incentives
to report the loan as performing for the duration
of its repurchase agreement.

Since many PSAs limit the repurchase require-
ment to a few years, repurchase agreements may
motivate servicers to push short-term loss miti-
gation approaches without any regard for their
long-term sustainability. Forbearance plans with
unrealistic repayment plans are one example.
These short-term plans do not trigger repurchase
requirements for modifications®® and may delay
the need to repurchase the loan until the repur-
chase time period has run.

REMIC Rules Permit
Loan Modifications

Most mortgages now are held in Real Estate Mort-
gage Investment Conduits. These are special pur-
pose trusts that are blessed by the IRS and given
preferential tax status. A violation of the REMIC
rules revokes the preferential tax treatment.

In order to achieve REMIC status, the IRS im-
poses certain requirements that can limit the
possibility of loan modifications. The most
significant limitations for our purposes are the
following:

* The trust must be passively managed.

= All but a de minimis amount of assets of the

trust must be “qualified mortgages.””

Qualified mortgages must be put into the
trust within three months of its start up date. If a
mortgage goes into default before being put into
the trust, it is “defective.” Other common exam-
ples of defective loans would include loans that
were fraudulently obtained or do not comport
with the representations and warranties in the
PSA.*® Once a loan is defective, either the default
must be cured within 90 days or the loan must be
disposed of to ensure that the loan does not lose
its status as a qualified mortgage.”® Mortgages
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may be substituted, but only for the first two
years of the REMIC’s existence.

As the need for mass loan modifications in re-
sponse to the foreclosure crisis became apparent
in 2007 and 2008, many industry observers ex-
pressed concerns over the REMIC restrictions on
when a mortgage loan could be modified.®® Most
significant modifications render a mortgage no
longer qualified. Thus, if a servicer were to mod-
ify more than an incidental number of mort-
gages, so the reasoning went, the servicer would
have to dispose of the mortgages, presumably
through foreclosure or repurchase, in order to
stay under the de minimis threshold.

However, the REMIC rules always offered one
big escape clause: loans modified when they are
in default or when default is “reasonably foresee-
able” do not lose their status as qualified mort-
gages.®! The IRS guidance issued in 2007 and
2008 reinforced and elaborated on that excep-
tion.®? Under the guidance, a safe harbor is pro-
vided for modifications so long as they are done
when default is either actual or reasonably fore-
seeable and modified according to a standardized
protocol. In fact, there are no reports of the IRS
revoking REMIC status based on the number of
modifications in a pool. Thus, loan modifica-
tions should not generally trigger a loss of quali-
fied mortgage status nor, by extension, a loss of
REMIC status.

FAS 140 Accounting Standards
Authorize Modifications When
Default Is Either Actual or
Reasonably Foreseeable

Financial Accounting Statement 140, Account-
ing for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities (FAS 140), like
all the other Financial Accounting Statements, is
promulgated by the Financial Accounting Stan-
dards Board (FASB).®> FASB is a private organiza-
tion whose work nonetheless has the force of
market regulation. The Securities and Exchange
Commission requires compliance with the FASB

standards by all public companies,* and the
FASB standards are incorporated into the con-
tracts governing the formation of the trusts.

Compliance with the FASB standards is essen-
tial to maintain the trust. If there is no compli-
ance with the FASB standards then, as a matter
of SEC regulation under the Securities and Ex-
change Commission Act of 1934 and as a matter
of contract, the trust fails. Once the trust fails, it
loses its REMIC status and the accompanying
preferential tax treatment.

Compliance with the FAS 140 rules also pro-
tects the bankruptcy-remote status of the trust.
Ordinarily, at least in some circumstances, if a
lender filed bankruptcy, the lender’s creditors
might be able to seize assets, including mort-
gages, that the lender had previously sold to
third-parties. Some transfers are automatically
disallowed and others may be. Such uncertainty
is anathema to the securitization process. Worse,
from the standpoint of an originator, if the FAS
140 rules are not complied with, the mortgage
loans and any liabilities connected with them re-
vert to the originator or other transferor, for ac-
counting purposes, without necessarily any
change in legal title.®® If this happens, the origi-
nator would have to account on its books for
loans it no longer had any control over.

Originator transfers $200,000 loan to trust.
Loan goes into default. Foreclosure
results in $100,000 loss.

Compliance with Noncompliance with
FAS 140 Rules FAS 140 Rules

\4 \4

Trust must Originator must
account for
$100,000 loss

account for
$100,000 loss

A servicer will want to shelter an affiliated
originator from having to report these possible
losses. Even if the losses are not actual, the origi-
nator will be required to report them, with the re-
sult that its financial status will look weaker to
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investors and credit rating agencies. A servicer’s
financial position will suffer more and more di-
rectly from losses suffered by an affiliated origi-
nator than from losses suffered by the trust.

Like the REMIC rules, the accounting stan-
dards generally applicable to securitized mort-
gage trusts are meant to ensure that the
mortgages are isolated from the originator and
are passively managed, thus meriting their bank-
ruptcy-remote status. FAS 140, in far more detail
than the REMIC rules,®® sets forth restrictions on
active management. Among other restrictions,
FAS 140 requires trustee discretion to be nar-
rowly constrained in the governing documents of
the trust.®” Recent FASB guidance has expanded
somewhat the range of servicer discretion in ap-
proving modifications.®® Still, trustees—and their
agents, servicers—cannot have untrammeled au-
thority to modify a loan. Any modification must
benefit the trust as a whole.

This focus on the benefit to the trust as a
whole in theory allows servicers to ignore some
of the complications caused by securitization.
Servicers should be able to modify loans by ana-
lyzing the overall cash flow to the trust and not
worry about which certificate holders will bear
the cost. In general, servicers may modify loans
that are in default or for which default is “reason-
ably foreseeable” without taking the loan out of
the pool or jeopardizing the legal status of the se-
curitization trust, provided that the modification
does not involve new collateral, new extensions
of credit, or an additional borrower.*’

There is little question that most meaningful
mortgage modifications undertaken when the
borrower is in default comply with FASB stan-
dards.”® What has been more difficult is the ex-
tent to which loans that are not in default may be
modified. When, in other words, is default “rea-
sonably foreseeable”? For example, default is not
reasonably foreseeable under the FASB standards
if refinancing is available.

Recent FAS 140 guidance from the Securities
and Exchange Commission has loosened and
clarified somewhat the restrictions on reasonably

foreseeable default for mortgage modifications.
In particular, streamlined modification in accor-
dance with the American Securitization Forum’s
guidance will not jeopardize the trust.”! The ASF
guidance is limited largely to modifications in
anticipation of reset on an adjustable rate mort-
gage.” Practically, this means that the documen-
tation burden is eased on servicers if the basis for
anticipated default is a coming rate increase on
an adjustable rate mortgage.

If the basis for anticipated default is some-
thing other than a rate reset, FAS 140 requires in-
dividual documentation of the default or the
“reasonably foreseeable” prospect of default.”
The servicer must contact the borrower and doc-
ument that the borrower will be unable to make
payments in the future.”* Bases for anticipated
default, including job loss, fraud in origination
or servicing, a death in the family resulting in re-
duced income, or depleted cash reserves, must
still be documented and individually determined,
including some showing that there is no reason-
able prospect of refinancing. Significantly, the re-
laxed guidance permits servicers to reach out to
borrowers who are less than 60 days delinquent,
at a time when a modification may have the most
chance of success.”

FAS 140 also has rules governing repurchase
agreements. The PSA may require originators to
repurchase defective loans. So long as the repur-
chase agreement complies with the terms out-
lined in FAS 140, repurchase of a loan out of the
trust should not endanger the trust. Forcing re-
purchase is sometimes the only way to get a modi-
fication of a performing but unconscionable loan.

The availability of repurchase may make FAS
140 limitations even less significant as impedi-
ments to loan modifications. While an originator
may not want to repurchase a loan, so long as the
PSA contains a repurchase agreement in accor-
dance with the FAS 140 standards, an affiliated
servicer may repurchase a loan and modify it
without regard to the FAS 140 limitations. Such
repurchase may well have a negative impact on
the servicer’s books, and the originator’s as well.
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Certainly originators that routinely repurchased
large numbers of mortgage loans out of securitized
pools would find disfavor with investors who pur-
chased the mortgage-backed securities in expecta-
tion of high-yield payments spread over time On
the other hand, the repurchase rules underscore
that the FAS rules, by themselves, are not a major
impediment to loan modifications.

FASB Requirements for the
Immediate Recognition of Loss
Discourage Permanent Modifications

The accounting rules that govern when a loss is
recognized can affect a servicer’s willingness to
modify a loan and the terms under which a loan
is modified.”® For example, FAS 15 generally re-
quires immediate loss recognition of permanent
modifications.”” As a result, servicers have an in-
centive to characterize modifications as “tempo-
rary” or “trial” modifications in order to delay
loss recognition.

When a loss is recognized, the total cost of
that loss is generally allocated to the junior inter-
ests.”® As a result, the junior interests are entitled
to a smaller fraction of any subsequent income.
Further, under the terms of many PSAs, once rec-
ognized losses reach a certain level, the most jun-
ior interests may be cut off from some sources of
income, such as principal repayments, altogether.
Since servicers often hold one or more of the jun-
ior interests,” if a loss is recognized immediately,
the servicer will likely suffer most of the loss
from the modification.

On the other hand, if recognition of the entire
loss is delayed, accounting rules may allow the ser-
vicer to spread the loss to more senior tranches.
For over-collateralization structures,’® which
most subprime securitizations are, the senior
tranches are only entitled to principal payments
after every class of certificate holder receives the
pre-determined interest payments. Thus, a cut in
income occasioned by a modification will likely
cut into the principal payments to the senior
tranches, but will not necessarily reduce the inter-
est payments to the junior certificate holders.®!

In addition to characterizing a modification as
temporary, servicers may look to other methods
to delay recognition of loss. For example, until
recently, there was no industry consensus on how
principal forbearance should be treated. At least
some servicers were able to argue that recogni-
tion of the interest losses on principal forbear-
ance should be delayed. A servicer could thus
substantially modify the loan through principal
forbearance without experiencing any drop in in-
come on any junior certificates it might hold. This
made principal forbearance attractive as a loss
mitigation tool to servicers who were also holders
of junior certificates. Most available industry guid-
ance now requires principal or interest forbearance
to be treated in the same manner as principal or
interest forgiveness for accounting purposes.®* As
a result, principal or interest forbearance, like a
principal reduction, will result in an immediate
hit to the most junior level tranches. Thus, ser-
vicers have nearly the same incentive to offer
principal forbearance as a principal reduction—
and not much incentive to offer either.

The Troubled Debt Restructuring
Rules Discourage Sustainable
Modifications

Another set of FASB requirements that have a
critical impact on servicers’ willingness to modify
loans are the troubled debt restructuring (TDR)
rules found in FAS 15 and FAS 114. These rules
rules discourage those modifications most likely
to be successful. The rules do so in three distinct
ways: they penalize the modification of loans be-
fore default, they favor temporary modifications
over permanent ones, and they encourage shal-
low modifications.

FAS 15 generally requires all permanent modi-
fications occasioned by the “borrower’s financial
difficulties” to be treated as “troubled debt
restructurings.”® Modifications can escape
the reach of FAS 15 if they are temporary or do
not involve “creditor concessions.” While the
TDR accounting rules only apply to loans held in
portfolio,** maintenance of the off-balance sheet
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bankruptcy-remote status of the trust has re-
quired that servicers generally categorize modifi-
cations using the TDR rules.®* The TDR rules
thus act as a curb on servicer discretion.

The FAS 15 rules apply whether the loan is
current or delinquent when modified. Servicers
can evade the reach of FAS 15 if they re-under-
write the loans and demonstrate that the terms
of the loan modification reflect market realities,
and not a concession.®® But re-underwriting a
loan is slow and cumbersome and interferes with
streamlined modifications. As a result, a servicer
who converts an adjustable rate mortgage to a

fixed rate, holding the current rate constant, in
advance of a reset and without any default, may
be stuck reporting a paper loss, even if the bor-
rower was not in default and never missed or
misses a payment. When a loan is modified in ad-
vance of default, it seems particularly harsh to
many servicers to treat it as a troubled debt re-
structuring.’” FAS 15 accounts in part for ser-
vicers’ reluctance to modify loans before default,
despite data that shows that modifications prior
to default have the most chance of success.

The TDR rules encourage servicers to push
borrowers into short-term repayment and for-

We assume a fixed monthly payment of $300:
" $250 in interest®

® $50 in principal

® $50 a month in possible surplus interest income

A Simplified Example of the Benefit to Servicers of
Short-term Versus Permanent Modifications

= $200 a month in interest income allocated to senior tranches

Compare the servicer’s results from a short-term forbearance and a permanent modification:

3 month short term Permanent

forbearance modification
Payments for months 1-3 $0 $750
Payment month 4 $1200 $250
Payments made to senior bond holders months 1-3% $750 $750
Payments made to senior bond holders month 4 $250 $250
Surplus interest income generated for servicer®® $200 $0

required on principal under the PSA:

Further compare the results for a short-term payment reduction and a permanent modification, assuming no advances

6 month short term
payment reduction to
$225 a month

Permanent
modification to
$250 a month

Payments for months 1-6

Payments allocated to interest
Payments allocated to principal
Payments made to senior bond holders

Surplus interest income generated for servicer

$1,350 $1,500
$1,350 $1,200
$0 $300
$1,200 $1,500
$150 $0
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bearance plans, which do not involve creditor
concessions, even though these plans are unlikely
to forestall a foreclosure for long. Modifications
such as these short-term plans that do not in-
volve creditor concessions do not trigger the
TDR requirements.

These short-term plans also generally benefit
the servicer. The benefit to the servicer is particu-
larly pronounced if the servicer can escape require-
ments to advance principal and is not required
under the PSA to allocate payments to principal in
the event of a TDR. (For loans subject to the TDR
accounting rules, payments must be allocated to
principal before interest). In addition to improving
the servicer’s income stream through its monthly
servicing fee, allocating payments to interest in-
stead of principal provides additional benefits to
those servicers who hold junior-level interests in
the pool. The result of allocating payments to in-
terest instead of principal is, for most subprime
securitizations, more money for the junior-level
interest only and particularly the surplus interest
only interests often held by servicers.

The Only Effective Oversight
of Servicers, by Credit Rating
Agencies and Bond Insurers,
Provides Little Incentive
for Loan Modifications.

In theory, servicers should be responsive to the
entity that can hire or fire it. And, in theory, in-
vestors would have that power over servicers. As
we have seen above, however, few PSAs permit in-
vestors to exercise the power to hire and fire ser-
vicers in a meaningful manner. Instead of
investors, servicers are more often responsive to
the credit rating agencies and the bond insurers.
Even organizations representing investors are
likely to defer to the credit rating agencies and
bond insurers.”!

As discussed in the following sections, the
credit rating agencies and bond insurers have

more power than either investors or borrowers.”?
Both credit rating agencies and bond insurers
have weighed in with discussions of what loan
modifications are and are not appropriate. What
they approve in terms of loan modifications car-
ries a great deal of weight.

In particular, the credit rating agencies have
insisted that servicers adhere to a two-track sys-
tem: pushing through foreclosures as fast as pos-
sible even while pursuing loan modifications.
Bond insurers have been involved in restricting
some of the most promising forms of loan modi-
fications: principal reductions and forbearances.

Credit Rating Agencies

The major credit rating agencies provide the
most meaningful oversight of servicers.”> How
much the servicer must bid for servicing rights
depends to a large extent on the rating it is given
by the credit rating agencies. A servicer with a
poor credit rating from the agencies will likely
have to discount its bids for servicing rights.**

Credit rating agencies exercise the most dra-
matic control over a servicer when the loan pool
is created. At that point in time, their blessing
can make or break a servicer’s bid for the mort-
gage servicing rights. Yet credit rating agencies
continue to monitor the performance of pools
throughout their life, and those ratings impact
both the servicers’ ability to acquire new mort-
gage servicing rights and the servicers’ ongoing
cost of credit. Since interest can be a major or
even the largest cost component for a servicer,
the assigned credit rating matters. Moreover, a
drop in the credit rating of the pool or of the ser-
vicer could be used as grounds for terminating a
servicer or may prevent the servicer from bidding
on new contracts.”

The credit rating agencies have been generally
supportive of increased numbers of modifica-
tions.” At the same time, they have imposed rating
criteria that can impede successful modifications.
The credit rating agencies typically look at ser-
vicers’ default rates, roll rates (the rate at which
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loans move between various classes of delin-
quency), and resolution rates (how many of the
delinquencies are resolved short of foreclosure).””
Subprime servicers, in particular, are expected to
show “strict adherence to explicit timelines,”
offer and accept workouts from only a predefined
and standardized set of options, and not delay
foreclosure while loss mitigation is underway.”®
The rating agencies do not set benchmarks for
any of these, but expect servicers to develop time-
lines and standardized loss mitigation options
for each loan product, with reference to the in-
dustry standards as developed by Fannie Mae and
Freddie Mac. The speed at which loans are moved
from default through foreclosure is “a key driver in

the servicer rating,””

encouraging servicers to com-
pete for the fastest time to foreclosure.

Loan modifications take time to work out and
often must be customized to fit the homeowner’s
particular circumstances. Worse, the dual fore-
closure and modification track causes havoc with
homeowners. Homeowners engaged in negotia-
tion often believe or are led to believe that they
can safely ignore the foreclosure papers—only to
discover that their home is sold out from under
them. Other homeowners, under the pressure of
an impending foreclosure deadline, agree to un-
sustainable modifications in a desperate bid to
buy time. Even those homeowners who are some-
how able to obtain a sustainable modification
from the servicer’s bureaucracy before a foreclo-
sure sale incur increased costs as the servicer
passes on the expenses of proceeding with the

% not to mention their own in-

foreclosure,!®
creased costs and stress of defending the foreclo-
sure. The problems of the two-track system are
exacerbated because foreclosures, deeds-in-lieu,
and short sales have historically been given
greater weight by the rating agencies than resolu-
tions that result in saving the home.'!

Other guidelines imposed by credit rating agen-
cies make it disadvantageous for servicers to per-
form loan modifications. For example, Standard
& Poors allows a servicer to reimburse itself for

advances in a modification only from payments

made on the modified loan itself or principal pay-
ments made on other loans in the pool.'> The in-
terest payments made by other borrowers whose
loans are in the pool must be left untouched for
distribution according to the PSA, primarily to
the benefit of the senior bond holders.'” In con-
trast, most PSAs provide that the servicer recovers
all costs, fees, and advances in full upon comple-
tion of a foreclosure, before the bond holders re-
ceive anything. Thus, a servicer faces a delay in
recovering its advances when it modifies a loan
compared to when it forecloses upon a loan.

Another example is the credit rating agencies’
requirement that modified loans count against
the delinquency triggers in the PSA for twelve
months.'?* Once delinquency triggers in a pool
are reached, the servicer may be replaced, some-
times automatically. Servicers may also lose their
rights to receive income from their residual inter-
ests'® As a result of the credit rating agencies’
rules, a servicer who converts an adjustable rate
mortgage to a fixed rate, holding the current rate
constant, in advance of a reset and without any
defaul, is stuck reporting those modified loans
as delinquent, while a servicer can report a bor-
rower in a three-month forbearance agreement,
during which time the borrower makes no pay-
ments, as current. The result is that servicers are
discouraged from making sustainable modifica-
tions or addressing the need for modifications
globally, prior to default. Under these rules, ser-
vicers lose less if they wait until a loan is already
in default before modifying it.

Bond Insurers

Often, subprime junk mortgages were turned
into gold through the use of bond insurance.
Bonds based on a pool of, say, undercollateral-
ized, subprime, hybrid ARMs achieved the AAA
rating necessary for purchase by a Norwegian
pension fund through bond insurance. If (or
when) those bonds fail to deliver the above-aver-
age returns promised, bond insurers are on the
hook to make up some or all of the difference.
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Bond insurers, therefore, may have significant
skin in the game as to the performance of the
bonds. As a result, the bond insurers often main-
tain an active role and interest in the manage-
ment of the pool of securities.’®® And they are
large enough institutional players that their voice
is heard. Many PSAs give bond insurers special
rights with respect to approving waivers of limi-
tations on modifications.'””

Bond insurance generally exists only on the
most highly rated securities. So long as the top-
rated tranches continue to deliver the promised
returns, bond insurers don’t have to advance any
money. Bond insurers need the top-rated
tranches to perform; what happens to subordi-
nate tranches is of, at best, secondary importance
to the bond insurers. As a result, bond insurers
seek to confine the cost of nonperforming loans
to the lowest rated tranches. Thus, bond insurers
will support modifications whose weight is pri-
marily borne by the lowest-rated tranches but op-
pose modifications when the losses are spread
evenly across all tranches.

For example, most PSAs are silent on the treat-
ment of principal reductions or forbearance with
regard to the timing of loss recognition.'”® As dis-
cussed above, the timing of the recognition of
loss can make a large difference to a servicer, if
the servicer holds junior-level security interests in
the pool as most do. If recognition of the loss is
delayed, and interest payments are deeply cut due
to reduced principal obligations, then even sen-
ior bond holders may see their monthly interest
payments shrink, reflecting the lower monthly
income to the pool as a whole. This scenario is
precisely what happened during 2007 when some
servicers made deep principal reduction modifi-
cations. Senior bond holders, including AAA-
rated bond holders, saw payments on their
interest certificates drop. The bond insurers re-
acted swiftly. As leading industry analysts re-
ported, shortly after these losses first appeared,
despite the silence in the PSAs, there emerged an
“industry consensus” that the losses from princi-
pal reductions should be charged first, in their
entirety, to the bottom-rated tranches.'®

The bond insurers, unlike investors, have
enough leverage that their opposition matters—
and the results of their intervention shape what
modifications servicers are willing to accept.
Since servicers usually hold some interest in the
lowest-rated tranches, allocating the cost of prin-
cipal reductions or forbearance in their entirety
to the lowest-rated tranches discourages servicers
from accepting modifications with principal re-
ductions or principal forbearance.

Servicer Income Tilts the Scales
Away from Principal Reductions
and Short Sales and Towards
Short-Term Repayment Plans,
Forbearance Agreements, and
Foreclosures

Servicer compensation creates a web of incen-
tives, some of which favor foreclosure and some
of which favor certain types of loan modifica-
tions over others.'' Among the factors favoring
foreclosure are the following:

= Servicer fees (such as late fees, foreclosure fees,
and broker price opinion fees) create some in-
centive to keep a borrower in default and ulti-
mately give the servicer an incentive to
complete a foreclosure.

* The servicer’s float interest income may in-
crease when a loan is prepaid due to refinance,
sale, or foreclosure (the impact of this incen-
tive is reduced because most PSAs require the
servicer to turn over most of extra income gen-
erated by prepayments).

Among the factors favoring modification (al-
though not necessarily a sustainable modifica-
tion) are the following:

* The servicer’s monthly servicing fee, com-
puted as a percentage of the outstanding bal-
ance, gives the servicer some incentive to keep
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a loan in the pool and avoid foreclosure or a
short sale. These fees also give servicers an in-
centive to avoid principal reductions and to
favor loan modifications that increase the
principal.

* When a servicer owns a residual interest—typi-
cally the most junior tranche—it has an incen-
tive to keep the loan performing, to delay
foreclosure, and to resist modifications that
reduce interest payments, whether directly or
because they trigger the troubled debt restruc-
turing rules.

Even more important than compensation, for
most servicers, is the value of their mortgage
servicing rights. Whether or not the servicer
made the correct speculative investment decision
when it bought the mortgage servicing rights to
a pool of mortgages does more to shape its prof-
itability than any other single factor. The way a
servicer increases its net worth is not by doing a
top-notch job of servicing distressed mortgages
but by gambling on market trends.

These and other financial incentives are dis-
cussed in the following subsections.

Fees

Most PSAs permit servicers to retain fees charged
to delinquent homeowners and to collect them
from the proceeds of a foreclosure sale, if the
homeowner doesn’t pay up. Examples of these
fees include late fees that are paid directly to the

servicer!!!

and fees for “default management”
such as property inspections that a servicer may
retain or may pay to a third party and then recover
from the homeowner.!"? While generally small in
monetary amount, these fees generate substan-
tial income when spread over an entire portfolio
of loans.'® These fees may become a profit cen-
ter, particularly for those large servicers who are
able to refer business to affiliated entities.'*

Late fees alone constitute a significant fraction
of many subprime servicers’ total income and
profit.'’* For example, late fees and loan collec-
tion fees made up almost 18% of Ocwen’s 2008

servicing income.''® Thus, servicers have an in-
centive to push borrowers into late payments and
keep them there: if the loan pays late, the servicer
is more likely to profit than if the loan is brought
and maintained current. The very presence of
these fees may later make a modification unaf-
fordable to the homeowner.!"”

Usually the fees charged in a foreclosure are
recovered completely by the servicer, once the
foreclosure sale is completed, before the investors
receive any funds.'® As a result, a rational profit-
maximizing servicer has a strong incentive to
complete a foreclosure and recover the fees.'"”

Servicers may also have an incentive to delay a
foreclosure in order to impose more fees.'?° De-
pending on the interplay of the servicers’ ability
to charge additional fees during the foreclosure,
on the one hand, and the servicer’s interest costs
for any hard advances and the time limits for
proceeding through foreclosure imposed by the
REMIC rules, FASB statements, the PSA, and the
credit rating agencies, on the other hand, a ser-
vicer might draw out a foreclosure for as long as
possible to maximize the amount of fees im-
posed and ultimately collected or speed through
a foreclosure to recover the fees as soon as possi-
ble. If the servicer can juggle the time limits—per-
haps by reporting the loans current a mite longer
than is strictly true or re-aging the loans—the ul-
timate recovery of fees may outweigh the interim
interest costs. Whether the servicer processes a
foreclosure slowly or quickly, however, it has an
incentive to complete foreclosure rather than
process a modification once a loan is in default,
so that it will recover its fees. The more fees it
piles on, the greater that incentive becomes.

Many of the servicer’s fees do not actually repre-
sent significant dollars out of pocket. For example,
Wells Fargo reportedly charged a borrower $125
for a broker price opinion when its out-of-pocket
expense was less than half that, $50."2' With that
kind of mark-up, a servicer can afford to incur in-
terest costs for months before it starts to feel the
pinch. The incentives to delay a foreclosure and
maximize fees are compounded by the fact that
many servicers subcontract with affiliates for fee-
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Ocwen Asset Management Servicing Fees

Process Management Fees 11%

Servicing and Subservicing Fees 89%

Source: Ocwen Fin. Corp., Annual Report (Form 10-K)
(Mar. 12, 2009)

Ocwen Asset Management
Breakdown of Servicing Fees
Custodial Accounts (Float Earnings) 4%

Loan Collection Fees 3%
Other 8% Commercial 0%

Late Charges
15% Residential Loan Servicing and Subservicing

70%

Source: Ocwen Fin. Corp., Annual Report (Form 10-K)
(Mar. 12, 2009)

generating services, thus multiplying their sources
of revenue from the same fees.'**

Servicers’ dependence on fees may also partly
explain their reluctance to enter into short
sales.'?® In a short sale, the borrower typically
bears the cost of arranging the sale, thus depriv-
ing the servicer and its affiliates of the fees they
could charge for default management, including
selling the property.'?* Short sales are an exam-
ple of a divergence in interests between the ser-
vicer and the investor: the investor saves money
if the borrower, rather than the servicer, bears
the cost of arranging the sale, since the investor
must reimburse the servicer, but not the bor-
rower, for the costs of the sale, even if the sale
does not generate enough money to cover the
outstanding principal balance. The servicer,

Ocwen Solutions
Mortgage Services Fees

Servicing and Subservicing
Other1%~. 6%

Process Management Fees 93%

Source: Ocwen Fin. Corp., Annual Report (Form 10-K)
(Mar. 12, 2009)

Ocwen Solutions
Process Management Fees Breakdown

Mortgage Due Diligence 0%
Other 2%

Outsourcing
Services 21%

Residential Property
Valuations
53%

Title Services 24%

Source: Ocwen Fin. Corp., Annual Report (Form 10-K)
(Mar. 12, 2009)

however, may lose some money and is unlikely to
profit at all from the transaction. Only if the ser-
vicer’s financing costs outweigh the foreclosure
fees charged and a short sale is significantly
faster than a foreclosure will a servicer profit by
agreeing to a short sale over a foreclosure. This
disjoint may explain in part investors’ willing-
ness to pay servicers greater incentives for short
sales than for modifications.' As between a
short sale and a foreclosure, the servicer’s only in-
centive to favor the short sale are payments by
the investor for performing a short sale. Only if
those payments are larger than what the servicer
expects to squeeze out in fees from the borrower
and default management fees from the REO sale
proceeds will the servicer’s scales tilt towards a
short sale.



WHY SERVICERS FORECLOSE WHEN THEY SHOULD MODIFY 19

Float Interest Income

Part of servicers’ income comes from the interest
paid during the period between when the home-
owner pays and when the servicer turns over the
payment to the trust or pays the taxes and insur-
ance, in cases of escrowed funds.!?® Servicers who
can stretch the time to turn over funds—by paying
taxes or insurance late or at the last possible mo-
ment, for example—will have more float income.

Prepayments of loans can increase this float
income since there are then larger amounts of
money sitting in the float account, accumulating
interest, until turned over to the investors.'?”
This could give the servicer an incentive to favor
any resolution that involves a prepayment, such
as a refinance, a sale of the home, or a foreclo-
sure. However, the PSA usually requires the ser-
vicer to remit “compensating interest” at payoff,
or the difference between a full month’s interest
and the interest collected.!”® And, as discussed in
the next section, the fact that the servicer’s
monthly servicing fee is based on the outstand-
ing balance of the loans in the pool creates a
strong countervailing incentive to avoid or at
least postpone prepayment.

Payment Based on Percentage
of Outstanding Principal

Most servicers derive the majority of their in-
come based on a percentage of the outstanding
loan principal balance.’® The outstanding loan
principal balance is typically calculated on all
loans, even non-performing ones. For most
pools, the servicer is entitled to take that com-
pensation from the monthly collected payments,
even before the highest-rated certificate holders
are paid.” The percentage is set in the PSA and
can vary somewhat from pool to pool, but is gen-
erally 25 basis points annually for prime fixed-
37.5 basis
variable-rate and Alt-A loans, and 50 basis points

rate loans, points for prime

for subprime loans."! For a subprime loan hav-
ing an average unpaid principal balance of

$250,000, a servicer can expect to receive a total
servicing fee of $3,750 over a three year period
($1,250 per year).

Servicers stand to benefit from any delay in re-
duction of the principal balance on any loan,
whether by postponing a short sale or foreclosure
or by refusing to provide a payoff statement
upon request. Servicers may also benefit from the
delay in principal reduction when they hold a bor-
rower’s payments in a suspense account instead of
applying them to the borrower’s account. The
higher a servicer can keep the principal balance,
whether by capitalizing arrears and unpaid fees
or by refusing loan modifications with principal
write-downs, the larger the servicer’s main source
of income, the monthly servicing fee, will be.

Loan modifications that increase the principal
balance by capitalizing arrears and fees boost the
servicer’s monthly fee. The incentive this creates
to stretch out a delinquency prior to modifica-
tion is offset by the requirement that the servicer
advance to investors the borrower’s monthly
principal and interest payment. These advances,
discussed in detail below, are usually financed,
and those financing costs may be substantial.
The tradeoff between this cost of financing ad-
vances and the higher monthly servicing fee de-
pends on how long it takes for the servicer to
recover its advances.

Servicers suffer a permanent loss of income by
agreeing to a principal reduction. Under this sce-
nario, short sales, short payoffs, and realized
principal reductions or forbearances as part of
loan modifications are costly for both third-party
and affiliated servicers. In fact, any reduction of
principal, even by regular payments, represents a
loss to servicers, compared to a result that keeps
principal balances high. Thus, even interest-rate
reductions may cut into a servicer’s profit, by al-
lowing homeowners to pay down principal more
quickly. Prolonging the inevitable—and carrying
high principal balances—may serve the servicer’s fi-
nancial interests better than a result that reduces
the principal amount of payments, at least so
long as borrowers continue to pay enough inter-
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est to cover the servicer’s ongoing advances obli-
gation. Delaying payment of principal serves ser-
vicers’ interests.

Principal forbearance, instead of an outright
principal reduction, allows servicers to keep their
monthly servicing fee high. Principal forbearance
is generally less desirable than principal reduc-
tion from a borrower’s viewpoint: it often leaves
the borrower owing more than the house is
worth and facing a large balloon payment at the
end of the loan. Still, principal forbearance con-
tinues to be far more common as a tool in loan
modification than principal reduction. This is
despite the fact that, for purposes of the timing
of loss recognition, principal forbearance and
principal reduction must be treated the same."*
As a result, when principal is forborne, just as
when it is reduced, servicers’ income from the
residual interests may be reduced or cut off en-
tirely. Nonetheless, residual income is usually
negligible compared to the monthly servicing fee,
and most PSAs appear to allow servicers to in-
clude in their calculation of the outstanding bal-
ance the amount of principal forbearance.'®
Principal write-downs, on the other hand, gener-
ally cannot be included in the amount of the out-
standing principal balance. Thus, servicers have
an incentive to agree to principal forbearance
over reduction, even though both reduce the in-
terest payments on the loan

Principal forbearance may result in higher-
rated bond holders being shorted on interest
payments, but the servicing fee, the servicer’s
largest source of income, comes off the top, be-
fore the interest payments to bond holders. And
principal forbearance does not reduce that
source of income, and even allows it to stay artifi-
cially high throughout the remainder of the loan
term, since borrowers will not be paying down
the portion of principal which is forborne. In-
vestors may lose money if principal repayment is
delayed; servicers generally do not. For all of
these reasons, servicers are likely to prefer princi-
pal forbearance as a loan modification tool over
principal or interest rate reductions.

Residual Interests

Servicers often have an investment interest in the
trust as a whole. Commonly, servicers affiliated
with the originator of the loans holds the lowest
level investment interests in the pool, called
residuals.’* This is particularly true for servicers
who are affiliated with the loan’s originator.

In most subprime securitizations, bond hold-
ers are paid designated amounts of interest in-
come every month. If all borrowers make their
payments, there will be some excess income.
Residuals represent payment of this excess in-
come after the senior certificate holders have
been paid. If the pool shrinks, through foreclo-
sure, prepayment, or principal reduction, or the
interest rate drops on the loans in the pool due to
modifications, there will be less of a surplus, and
the servicer will suffer a loss. Since residuals al-
ways take the first hit, their interest may shrink
to nothing if recognized losses on the pool rise
too far. Under most PSAs, payment to residuals is
cut off when certain performance triggers are not
met. In particular, if overall losses in the pool reach
a pre-defined level, the residuals can no longer re-
ceive the surplus interest income, even if the pool
continues to generate surplus interest income.
Modifications that reduce principal and interest
count against these cumulative loss triggers.'*

Ownership of residual interests is meant to en-
courage servicers to keep loans performing, and
it does skew servicers’ incentives. Servicers who
hold residual interests delay foreclosures and
resist modifications that reduce interest pay-
ments.”** If a particular form of loan modifica-
tion shifts the costs to higher-rated bond holders
and away from the first-loss position residuals, a
servicer may be more willing to pursue that form
of loan modification. For example, principal re-
ductions that are not recognized immediately as
losses spread the cost of the modification out
among all classes. Some industry analysts believe
this dispersion of the cost of modifications was
one reason Ocwen performed a large number of

principal reductions during 2007.%%7
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We assume a fixed monthly payment of $300:
" $250 in interest
" $50 in principal

" $50 a month in possible surplus interest income

A Simplified Example of the Impact on Residuals of
Delayed Loss Recognition for Principal Reductions

= $200 a month in interest income allocated to senior tranches

Principal Reduction with
Delayed Loss Recognition

Principal Reduction with
Immediate Loss Recognition

Monthly payment to residuals

Total monthly payment after modification $250 $250
Payment allocated to interest $250 $210
Payment allocated to principal $0 $40

Monthly interest payment to senior bond holders  $200 $200

$50, assuming other
performance triggers
are met

Possibly zero, if losses
have reached a trigger
point

Residual income is not the main source of ser-
vicer income nor the main driver of servicer be-
havior. But it likely still influences a servicer
choosing between two closely balanced alterna-
tives and helps frame the loss mitigation options
a servicer makes available.

Mortgage Servicing Rights

Servicers buy mortgage servicing rights—and a
percentage of the stream of money from the bor-
rowers—by bidding on the rights at the time a
pool is initiated. The decision of how much to
bid for those servicing rights is based, much like
an investor’s decision, on projections as to the fu-
ture performance of that pool. In the servicer’s
case, the projection is based primarily on default
and prepayment forecasts.’® The main source of
revenue for servicers is the percentage payment
on unpaid principal balance.®” Default that ends
in foreclosure and prepayment via refinancing
both reduce that outstanding principal balance.
High default rates will reduce the revenue stream,
but may not significantly reduce the value of the
mortgage servicing rights, depending on how

management chooses to account for those mort-
gage servicing rights.

The value of mortgage servicing rights is, for
most servicers, the largest item on their balance
sheets and the biggest driver of their net worth.'*
The amortization of the mortgage servicing
rights is typically the largest expense on a ser-
vicer’s books. Yet the valuation of mortgage ser-
vicing rights has little, if anything, to do with
how the servicer services the pool,**! and far more
to do with the underlying strength of the mort-
gages—and the market valuation of that strength.
Thus, servicers may be rewarded more for cor-
rectly predicting the market’s moods—or manip-
ulating market perceptions of the quality of the
pool—than for actually making the mortgages
perform.

Prior to 2007, there was no transparency in ac-
counting for mortgage servicing rights; even today,
management has considerable discretion over how
to value mortgage servicing rights.'*? Such valua-
tion may not reflect directly the actual experience
of default and delinquency in the portfolio. Cer-
tainly the difference between the price paid and
the current valuation has more to do with the
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servicer’s powers of prognostication (and manip-
ulation of accounting standards) than perform-
ance of loans in the servicing portfolio.

Because the valuation of the mortgage servic-
ing rights is so important to a servicer’s bottom
line, servicers have a strong incentive to camou-
flage any weaknesses in the pool.'*> One way ser-
vicers have camouflaged weaknesses in the pool
has been by “re-aging” delinquent mortgages.
Servicers accomplish re-aging by entering into
short-term workout agreements that skirt the ac-
counting rules that require that modified loans
continue to be reported as delinquent for a pe-
riod after modification.!* These short-term
workout agreements may allow the borrower to
skip a few months of payments, or pay an ele-
vated payment for as long as a year in order to
make up an arrearage. Sometimes, the borrower
pays a fee for the privilege of entering into the
agreement; often at the end of a period of re-
duced payments, the borrower is expected to
come up with a lump sum payment of all arrear-
ages and fees. These short-term workout agree-
ments help few borrowers, but they are a boon to
servicers. In addition to boosting the market val-
uation of the mortgage servicing rights, re-aging
also helps servicers in three other ways:

* a delayed recognition of losses to the residual
interests in the pool, which reduces servicers’
losses if they hold residual interests;

* avoidance of delinquency trigger threshholds
in the PSA that may permit the trustee or mas-
ter servicer to appoint a special servicer (or
reapportion the allocation of payments, to the
detriment of the residual interests); and

* avoidance of repurchase agreements.

Re-aging has been of signal concern to in-
vestors, since it obscures the true value of the
pool.'* Re-aging is about kicking the can down
the road, not about sustainable modifications.

An example of both the impact of mortgage
servicing rights’ valuation and the disconnect be-

tween the value of mortgage servicing rights and
the performance of the mortgage pool is con-
tained in a major subprime servicer’s recent an-
nual report:

Servicing continues to be our most profitable seg-
ment, despite absorbing the negative impact, first, of
higher delinquencies and lower float balances that we
have experienced because of current economic condi-
tions and, second, of increased interest expense that
resulted from our need to finance higher servicing ad-
vance balances. Lower amortization of MSRs [mort-
gage servicing rights| due to higher projected
delinquencies and declines in both projected prepay-
ment speeds and the average balance of MSRs offset
these negative effects. As a result, income . . . im-
proved by $52,107,000 or 42% in 2008 as compared
to 20071

Here, the accounting treatment of the mort-
gage servicing rights more than offsets any loss
attributed to high rates of delinquency and de-
fault. This is true in part because prepayment is
such a drain on a portfolio. Prepayment offers a
nominal bump in float income, but it slashes the
unpaid principal balance and shortens the ex-
pected lifetime of the pool. Since a percentage
payment on the unpaid principal balance of the
pool is the single largest source of income for ser-
vicers, the decline in prepayments means more
income for servicers. This effect may be enhanced
because the high rates of default and delinquency
mean that borrowers are not paying down their
loans as quickly at the same time servicers are in-
creasing some loan principal balances by capital-
izing arrears and fees and realizing increased late
fee income.'*” The decline in prepayments is re-
lated to the same macroeconomic trends producing
high rates of default and delinquency. Those high
rates of default and delinquency may cost the ser-
vicer something, but, on the servicer’s bright side,
borrowers currently aren’t generally able to sell or
refinance and thus prepay. The remaining loans
in the pool, after accounting for historically high
rates of default, have, paradoxically, longer lives.
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And thus, with the decreased (non-cash) expense
of amortizing mortgage servicing loans (since
there is now a longer expected life to spread that
expense over), servicers can still make money,
even if they are not adding new bundles of mort-
gage servicing rights. For accounting purposes,
then, valuation of mortgage servicing rights cou-
pled with reduced prepayments and aggressive
reimbursement of advances and fees may actually
counterbalance high rates of default, at least if
the servicer did not significantly overbid for the
mortgage servicing rights.

At the outset of a pool, a servicer will decide
whether or not it wants to service that pool, and
how much it is willing to pay for the privilege. If
prepayments increase above the servicer’s expec-
tations, it loses money. If foreclosures increase
above expectations, the servicer may or may not
lose money, depending on its ability to charge
and recoup high fees in the foreclosure, either di-
rectly or through an affiliate. Financing of ad-
vances to cover payments to the trust, on the one
hand, and fees, on the other, may shift the bal-
ance towards a profit or loss, but the fundamen-
tal driver of a servicer’s profit is whether or not it
paid too much for the mortgage servicing rights
on a pool that is destined for the dumpster. One
academic reviewing several failed servicers con-
cluded that servicers who made a bad deal-who
overbid on a pool with high defaults—are likely
to lose money no matter what.'* A servicer faced
with high defaults can only mitigate its losses by
squeezing borrowers for extra fees. Modifying the
mortgages is unlikely to redeem a bad initial in-
vestment decision by the servicer.

Servicers with thin margins may need to
squeeze all they can out of delinquent loans by
increasing performance; servicers with stronger
pools are likely to be less invested in the perform-
ance of the loans they manage.'* This dynamic
leaves many of the latter group of servicers indif-
ferent to the performance of the loans they serv-
ice and unmotivated to hire and train the staff
needed to improve performance.

Servicer Expenditures
Encourage Quick
Foreclosures

As shown in the previous section, the sources of
servicers’ income generally encourage servicers to
perform short-term workout agreements and to
pile on fees. Servicers’ out-of-pocket expendi-
tures weigh heavily towards speeding to a foreclo-
sure once initiated. Servicers have two primary
expenditures when a loan is in default: advances
of principal and interest to the trust and pay-
ments to third parties for default services, such
as property inspections. Since these costs are gen-
erally recovered in full upon the sale of the home
post-foreclosure, and since servicers must finance
their out-of-pocket expenditures, servicers are
strongly incented to complete a foreclosure as
quickly as possible. Servicers also have much
larger staffing and infrastructure costs when they
perform modifications than when they foreclose.

Interest and Principal
Advances to Investors

Servicers typically, under their agreements with
investors, are required to continue to advance in-
terest on loans that have become delinquent.’°
Unpaid principal may or may not be advanced,
depending on the PSA.'!

Servicers may be exempted from this obliga-
tion once there is no longer any realistic expecta-
tion of recovering these costs from the borrower
or the collateral. Thus, once a loan modification
is done, and payments are permanently reduced,
servicers generally no longer need make continu-
ing advances. Servicers can also escape the re-
quirement for advances if a borrower files for
bankruptcy.'>

In a small number of cases, servicers may be
exempted from continuing to make advances
once the loan is in foreclosure or more than five
months delinquent.’> Usually, the servicer must
continue making advances throughout foreclosure
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until the advances exceed the likely recovery from
a foreclosure sale.’® At that point, the
advances are deemed “nonrecoverable” and ser-
vicers may begin to recover their advances from the
general income on the pool. Servicers are usually
empowered to withhold nonrecoverable advances
from the funds sent to the trust or they may request
reimbursement directly from the trust’s bank ac-
count of these nonrecoverable advances.">* Reim-
bursement for nonrecoverable advances usually
has super-priority in the securitization: servicers
can recover their nonrecoverable advances before
senior bond holders receive their interest pay-
ments. But even if servicers’ failure to make ad-
vances is in accord with the accounting rules and

not a breach of their contract, servicers who do so
are likely to receive a black mark from investors."*®
The cost of financing advances is one of the
biggest risks servicers face.’”” Thus, it is against
the servicer’s financial interest to permit lengthy
forbearance periods or accept repayment plans
that do not quickly bring in cash from the home-
owner. Servicers generally recover all their ad-
vances once a foreclosure is completed, so a
cash-strapped servicer has a strong incentive to
push through foreclosures as quickly as possible
to recover their advances.'*® Conversely, servicers
may be willing to agree to workouts once a home-
owner is delinquent if the workout results in a
rapid repayment of the advances. Modifications,

We assume a fixed monthly payment of $1050
® $1000 in interest

® $50 in principal

A Simplified Example of the Advantage of Modifications
That Permit Recovery of Advances

= $950 a month in interest income allocated to senior tranches.

3 month short
term forbearance,
with balloon
payment, after

6 month short
term payment
reduction, with
balloon payment,

Permanent modification,
after 3 missed payments,
with $3,150 of the
missed payments

recovered at the end of 6 months

3 missed after 3 missed added to the end of
payments payments the note
Monthly payment during duration $0 $1,000 $1,000
of workout agreement
Balloon payment at end of agreement ~ $7,350 $10,500 $3,150 (arrearages
added to end of note)
Total advances of principal and $6,000 $3,000 $3,000
interest to senior bond holders
Monthly cost of financing advances, $25 $12.50 $12.50
assuming a 5% interest rate
Cost of financing advances until $62.85 $87.52 $4,063
repaid, assuming a 5% interest rate (assuming that the
advances can only
be recovered from
payments on this loan)
Amount of advances remaining to be $0 $0 $3000
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if quickly done, can also help servicers by stop-
ping the ongoing requirement to make advances
before a foreclosure would. Servicers favor modi-
fications that reduce their interest advances.'®

Even a period of time with no payments can
be cheaper for a servicer than an extended period
of time where payments do not cover the ad-
vances. The cost of financing advances drives ser-
vicers to offer short-term, unsustainable workout
agreements.

Few PSAs specify how advances are treated in
the event of a modification.'® What clarity there
is in how servicer advances are recovered has come
largely from the credit rating agencies.'*! Further
guidance from the credit rating agencies could al-
leviate some servicer uncertainty and encourage
modifications. In general, servicers may recover
their advances from payments on the modified
loan alone, after the required payments of princi-
pal and interest are made to the trust. Only once
the advances on a loan are deemed unrecoverable
are servicers generally authorized to look to in-
come from other loans in the pool to recover ad-
vances, and then servicers are often limited to the
principal payments alone on other loans for re-
covering advances on modified loans. And deter-
mining that advances are unrecoverable is a black
mark against servicers. Thus, servicers are likely
to insist on recovering directly from the home-
owner all interest and principal advances as a
condition of agreeing to a modification. Modifi-
cations with principal reductions may be particu-
larly tricky for servicers since they shrink the
possibilities for recovering advances on any indi-
vidual modified loan and on other modified loans.

Controlling delinquencies—and the accompa-
nying advances—is a major factor that affects a
servicer’s profitability.'®® However, as noted
above, the servicer’s ability to impose fees on
delinquent borrowers, the certainty of recovering
fees and advances in any ultimate foreclosure,
and the fact that delinquent loans may stay
longer in the pool than a modified loan (since a
modified loan may allow a borrower to rebuild
credit and refinance or sell), creates countervail-

ing incentives to proceed with a foreclosure, de-
spite the increased costs of advances.

Fee Advances to Third Parties

In addition to interest advances, servicers also ad-
vance expenses associated with default servicing,
such as title searches, drive-by inspections, or
foreclosure fees.'® Taxes and insurance costs are also
often advanced.'® These advances are recovered
either when the borrower catches up payments or
when the house is foreclosed and sold. Usually,
advances get taken off the top in a foreclosure,
once the property is liquidated.'®> Generally,
these fee advances are not eligible for pool-level
recovery: the servicer must collect the fees from
the borrower or from the sale of the home.'*¢
Some PSAs impose caps on these fee advances.'®’

Servicers, therefore, in order to avoid any am-
biguity, will often require the payment of at least
a portion of the advances as part of entertaining
any loss mitigation option and usually require
the payment to be made up front. Loss mitiga-
tion that waives advances, including the advance
of past-due interest, or that delays repayment of
advances results in lost money for servicers. Fore-
closure may be the more profitable option for a
servicer than loss mitigation that waives or delays
the repayment of advances, depending on how
long it will take to complete the foreclosure and
ultimate sale of the property.'®®

Foreclosures vs. Modifications:
Which Cost a Servicer More?

The Servicer’s Duty to Advance
Payments to Investors Favors
Foreclosures and Unsustainable
Loan Modifications

As discussed above, servicers must advance inter-
est and sometimes principal payments, even
when the borrower is delinquent. Servicers get
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repaid all advances when a foreclosure is con-
cluded.’® They can also recognize as revenue on
their books after foreclosure all previously un-
paid charges, such as late fees, and collect the
costs of those unpaid charges from the foreclo-
sure sale."”” Moving to foreclose—and to sell the
properties after foreclosure—can help servicers
offset the costs of interest advances in two ways:
first, once the property enters foreclosure and the
servicer judges the loan can no longer be made
performing, the obligation to continue making
advances may cease, depending on various fac-
tors, and second, the advances can be recovered
once the property is sold. Even if the investor
takes a hit on the post-foreclosure fire sale, the
servicer has stopped its bleeding and recovered
any fees, costs, and advances.'”!

Servicers do not, however, get repaid the costs
of funding those advances—their cost of credit—
and those funding costs can drain the bank.'”*
Thus, the servicer’s decision whether to foreclose
or modify a loan will shift towards modification
the longer it takes for a foreclosure and, conse-
quently, for the servicer’s advances to be repaid,
assuming of course that foreclosure fees do not
outweigh the cost of financing advances.'”? When
servicers are under extreme financial pressure
due to advances, as many have been, servicers are
motivated to expedite resolution of the delin-
quency—primarily by completing a foreclosure
quickly but also by entering into a quick modifi-
cation that moves the loan back into performing
status and returns advances to the servicer. Such
modifications, alas, are seldom sustainable, since
few borrowers, having entered foreclosure, are in
a position to make the large payments required
to bring delinquent loans current and then con-
tinue making regular payments.'”* Often the re-
sult of these quick modifications is ultimately
foreclosure—although the servicer may have re-
covered some of its advances early and avoided
the black mark associated with finding advances

“unrecoverable.”!”?

The Reduction of the Loan Pool When
a Foreclosure Occurs Is an Incentive
Favoring Modifications

On the other hand, foreclosures, like prepay-
ments, shrink the overall pool of loans on which
a servicer’s income is based and reduce its long-
term financial prospects, unless those loans—or
the servicing rights to a different pool—can be
quickly replaced at the same or lower price.'”® Re-
plenishment of the loan pools is currently a slim
prospect for most servicers.

The Costs of Handling Loan
Modifications, Including Staff Costs
and Delays, Favor Foreclosure over
Modification, but Institutional Inertia
is a Greater Factor

In a foreclosure, there is no question that the ser-
vicer gets reimbursed off the top for all of its ad-
vances and costs. How and when a servicer gets
paid for costs incurred in a modification is much
more problematic.'”” Advances made by the ser-
vicer can generally be recovered from payments
made on that mortgage, if the borrower starts
making payments again. They may also be recov-
ered from the principal payments on other loans,
at least once the advances are judged, by the ser-
vicer, as “nonrecoverable” from the borrower.
These payments to the servicer for “nonrecover-
able” expenses are paid to the servicer before any
payments of principal to the bond holders.'”
Thus, servicers are certain of ultimately recover-
ing advances on a loan modification, just as they
are certain of recovering advances in a foreclosure.
What is less certain in a modification is how long
it will take to recover the advances.”® Although
all advances are ultimately recovered, depending
on how deep the modification is and how the rest
of the pool is performing, servicers can face a sig-
nificant delay in recouping their advances.

This delay compounds the servicer’s largest
cost of performing a modification, the cost of fi-
nancing advances. Each month that the loan is
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not paying, the servicer must continue advancing
the unpaid payments to investors. The servicer
may also be advancing other fees to third parties.
Even if those payments are all ultimately recov-
ered as part of the modification, the servicer will
have incurred the cost of borrowing the funds to
make the payments. This interest expense is a
large cost for most servicers facing either foreclo-
sures or modifications, and not one that is clearly
recoverable in either a foreclosure or a modifica-
tion. The recent decline in the availability of financ-
ing for servicers—and the relative increase in the
costs of financing advances—may have heightened
some servicers’ willingness to perform modifica-
tions, if they can do so quickly and cheaply.'®

As discussed in the next section, modifications
also require significant staffing, a sunk cost that
cannot be charged off directly to any one modifi-
cation and must be incurred before any modifica-
tion is made. Most modifications prior to the
Making Home Affordable plan did not compen-
sate servicers for staff time in performing the
modification. The costs attributable to perform-
ing a modification, according to the servicing in-
dustry, are between $750 and $1000 apiece.'®!
The Making Home Affordable Plan provides in-
centives to both servicers and investors for per-
forming loan modifications. Servicers can be
paid by the government as much as $2,000 for
performing a Making Home Affordable modifi-
cation, but this payment is post-hoc, after the
modification has been performed and the in-
creased staff costs have been incurred.

Mortgage insurers will also sometimes provide
incentives for modifications in order to avoid
paying out on a full claim post-foreclosure for
those loans with mortgage insurance (most loans
with original loan-to-value ratios over 80%). The
government sponsored enterprises (the GSEs)—
Fannie Mae and Freddie Mac—and HUD, for FHA
loans—do require and reimburse for some loss
mitigation activities.'®? Most investors, however,
do not pay servicers for performing modifica-
tions.!®* In addition, even the GSEs have histori-

cally paid less than a modification costs.'®* In-
deed, Fannie and Freddie have tilted the scales
away from modifications in their compensation
schemes: both pay servicers several times more
for processing a short sale than for a loan modifi-
cation.'®

Prior to the roll-out of the Making Home Af-
fordable plan under the Obama administration,
which prohibits charging borrowers fees for a
modification, mainstream servicers were increas-
ingly charging borrowers hundreds to thousands
of dollars in order to enter into a modification—
above and beyond the reimbursement of ad-
vances and probably in excess of hard costs.
Reports persist of servicers who continue to
charge large downpayments before a modifica-
tion will even be discussed, even though such
practices are banned under the Making Home Af-
fordable program.'s¢

Nonetheless, the limited compensation for
modifications is probably not a driving factor in
servicers’ decision making. A Federal Reserve
Board working paper reports that few servicers
expressed any interest in being compensated for
doing modifications, at least by investors.'®” In-
deed, the incentives offered by mortgage insurers
and the federal government on insured loans ap-
pear not to have significantly increased modifica-
tions on those pools. Early returns on the
incentive scheme under Making Home Afford-
able are also not promising: total modifications
in the country fell in its first few months of oper-
ation.!®® Modifications of FHA loans, at least,
often appear driven by the consequences of fail-
ing to make the modification rather than the in-
centives for making a modification. The FHA
mandated loss mitigation activities have been
held to be a pre-foreclosure requirement in many
states.'® And HUD can and has penalized ser-
vicers for not complying with its requirements to
conduct loss mitigation activites prior to pro-
ceeding with a foreclosure.'” The stick, rather
than the carrot, appears to drive servicer behavior
in this regard.
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Staffing

Even before the foreclosure crisis erupted in
2007, servicers struggled with adequate staffing
of their loss mitigation departments. Staffing has
always favored collection over loss mitigation,"!
in part because it is cheaper to hire and train line-
level collections employees than line-level loss
mitigation staff.’? It is also not the case that ser-
vicers can simply transfer loss mitigation func-
tions to collection and foreclosure departments.
In fact, because servicers typically continue with
the formal foreclosure process at the same time
they are conferring with homeowners about loss
mitigation options, additional staffing is needed
to handle loss mitigation operations.'”? The ex-
isting inadequacy of the staffing of loss mitiga-
tion departments has become blatant in recent
years, with an increasing number of delinquen-
cies straining the system.

Since May of 2007, servicers have been publicly
pledging themselves to increase their staffing.
Many servicers actually have increased staffing,'**
yet virtually all observers agree that the efforts of
servicers to date have been insufficient.’”> One
commentator estimates that servicers would
need to increase staffing 1000% in order to mod-
ify as few as 10% of the loans in default.'*®

At a time when the number of loans in foreclo-
sure is increasing and even doubling year-to-year,'*’
servicers are playing catch-up in staffing.'”® And
the crisis itself may well exacerbate staffing prob-
lems: financial pressures may cause servicers to
cut staff or staff may leave, fearing future layoffs
occasioned by their employer’s financial instabil-
ity."? Ironically, the servicers with the worst loan
pools may be the best positioned in terms of
staffing: they may not have enough staff, but
they have had to squeeze margins out of weak
mortgage pools for a long time.**® Lack of experi-
ence exacerbates staffing shortages: servicers
often have redundant, time-consuming processes
built into their loan modification process.””!

While underwriting and foreclosure proce-
dures have now become largely automated, most

loss mitigation is still done by hand. The process
is slow and cumbersome, intensive in staffing
and time.?*? Unlike foreclosure, most loan modi-
fications rely on time-intensive direct borrower
contacts. Moreover, while loss mitigation em-
ployees are generally more highly trained than
collections employees, line-level loss mitigation
employees are still not extensively trained, ade-
quately supported, or given meaningful discre-
tion as to the terms of a modification. Most
servicers do not reward loss-mitigation employ-
ees for performance: staff are typically paid on an
hourly basis, and only a few servicers offer
bonuses for completing a modification.?**> At the
same time, it is these relatively poorly-trained
and -paid line level employees, fielding some-
times hundreds of calls a week or even a day, who
must decide whether or not any particular bor-
rower is eligible for an approved form of loss mit-
igation or not. These employees may or may not
be aware of the servicer’s formal matrix for evalu-
ating loss mitigation options and may or may
not be motivated to use it even if they are aware
of the matrix. Turnover among line-level loss
mitigation employees remains high 2%

One partial solution to staffing shortages is to
increase the use of automated loan modifica-
tions.””> Automation can speed the process. An
automated system works well for resolving
quickly the easy, standard cases, thus conserving
servicer resources for more time-intensive cases.
It poses significant risks of failure, however, since
an automated modification cannot be carefully
tailored to a borrower’s circumstances.?*® To be
effective and fair, automation requires servicers
to reassess failed modifications: the standard
modification may not fit some borrowers and the
need for a customized modification may only be-
come apparent once the first, one-size-fits-all,
modification has failed.

Some of the log jam is caused by the imposi-
tion of a double standard on loan modifications.
Servicers insist on underwriting loss mitigation,
even short sales and repayment plans, to a higher
standard than the initial loan.?” Stories abound
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of homeowners turned down for a modification
because they were unable to fully document their
living expenses, yet many of these homeowners
were approved for a loan without any documen-
tation at all. While some of this drive for docu-
mentation is imposed by the FASB standards,
servicers often go beyond the FASB requirements
in what they ask of borrowers.

Full underwriting takes time and trained staff,
both significant costs for servicers.?*® Indeed, the
cost of full underwriting was one reason many
lenders abandoned it in the years leading up to
the market crash in 2007. Full underwriting also
imposes significant hurdles for borrowers who
do not have complete documentation. Requests for
full documentation are often a source of friction
between borrowers and loss mitigation staff.**

Both servicers and investors must be per-
suaded to change their mindsets as to the func-
tion of staff. In 2004, one credit rating agency
described “communication techniques” as a
“nonservicing area[]” of training.?'® Servicer em-
ployees are not expected to learn how to talk to
borrowers. Getting information from borrowers
and communicating information to borrowers is
outside the defined core tasks performed by ser-
vicers. In order to do effective loan modifications,
servicers and investors must see that there is
value added in communicating with borrowers
and that such work is part of core servicing work,
not a marginalized afterthought.

Refinancing and Cure

The cheapest option for a servicer is to do noth-
ing. If the servicer does nothing, the borrower
may resolve the situation on her own, one way or
another. A borrower can cure in various ways—by
refinancing, by borrowing money from friends
and family, or by winning the lottery. Many ser-
vicers prefer to play those odds—historically
around 1 in 4—rather than incur the costs of a
modification.?"!

The availability of refinancing as an option re-
duces a servicer’s incentives to do loan modifica-
tions. In part, of course, if refinancing is available
for an individual homeowner, a modification
may not pass muster under the FASB rules, be-
cause then default is not “reasonably forseeable.”
More importantly, refinancing, even if it only
“kicks the can down the road” for the home-
owner, offers a full payoff to investors and spares
the servicer the costs of all modifications.?'* A re-
financing will not trigger repurchase require-
ments on the part of the servicer, nor require
advances, or a loss of float income. Indeed, refi-
nancings generate some float income for ser-
vicers, since they can earn interest on the payoff
amount until it is turned over to the investor.
Better still, all classes usually share in prepay-
ments, at least after certain triggers are met.”"> If
the servicer can engineer the refinancing with an
affiliate or otherwise acquire the mortgage servic-
ing rights to the refinanced loan, the servicer will
not even suffer a net reduction of its mortgage
servicing fees due to the prepayment. For ser-
vicers, refinancing may be the only form of modi-
fication that costs nothing upfront and provides,
at least sometimes, a return.

Until June 2008, refinancings exceeded even
the total number of foreclosures.?'* As long as re-
financing is an available option, servicers have lit-
tle incentive to make their loss mitigation
departments work. Only recently, as cure rates
dropped below seven percent,*!* have servicers
begun to realize that refinancing alone will not
manage their escalating default rates.

Conclusion and
Recommendations

Foreclosures continue to outstrip modifications
of all kinds. In part, this is due to the structure of
servicers' financial incentives. The compensation
and constraints imposed on and chosen by ser-
vicers generally lead servicers to prefer refinancing,
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Modifications, Foreclosures, and
Delinquencies as a Percentage of 60+ Day Delinquencies in 4th Quarter, 2008

Modifications Performed
4th Quarter 2008
3%

Foreclosure Inventory
4th Quarter 2008
41%

60+ Days Delinquent
Unmodified,
Not in Foreclosure
56%

The 60+ day delinquency rate for 4th quarter 2008 was 8.08% of all loans.
Sources: Mortgage Banker’s Association, National Delinquency Survey, Q4 08; Manuel Adelino, Kristopher Gerardi, and Paul
S. Willen, Why Don’t Lenders Renegotiate More Home Mortgages? Redefaults, Self-Cures, and Securitization, Table 3

foreclosures, and short-term repayment plans to
modifications.

Servicers recover all costs in a refinancing or
foreclosure, without incurring unreimbursed ex-
penses. Refinancing, where available, will always
be preferred: the servicer incurs no costs in a refi-
nancing, other than the staff cost of providing a
payoff statement, and may gain some incidental
float income from the prepayment.

HAMP Modjifications as a
Percentage of Delinquencies

Total 60+ Days Delinquencies

as of June 30, 2009 5,360,961
HAMP Trial Modification Through
September 30, 2009 487,081

9%

[[] June2009 60+ Day Delinquencies
without a HAMP Modification

B HAMP Trial Modifications as of September 30, 2009

Sources: Mortgage Banker’s Association, National Delin-
quency Survey, Q2 09; Making Home Affordable Program,
Servicer Performance Report Through September 2009

A foreclosure is the next best option. The ser-
vicer’s expenses, other than the costs of financing
advances, will be paid first out of the proceeds of
a foreclosure. Thus, unless the servicer’s advances
outstrip the value of the collateral, the servicer
will recover all sunk expenditures upon comple-
tion of the foreclosure (even then, the servicer
will be able to recover its remaining unpaid ad-
vances from the general income on the portfo-
lio).?!¢ The servicer’s costs of financing those
advances will not be recovered—but all other
costs, including those services provided by affili-
ated entities, like title and property inspection,
will be.?'” The servicer is unlikely to lose money
on a foreclosure, even if the investors do.?!®

Whether and when costs are recovered in a
modification is more uncertain. While the credit
rating agencies have made steps to improve clar-
ity on the treatment of advances in a modifica-
tion, there are still ambiguities. Existing PSAs
provide at best spotty coverage of how a servicer
should be paid for doing a modification and
what kinds of modifications are preferred, rely-
ing on the vague “usual and customary practices”
to provide guidance to skittish servicers. Some
costs may take months to recover, depending on
the size of the servicer’s outlay. Other costs, par-
ticularly the sunk costs of staffing and time, are
not recovered at all. Modifications are disfavored
in part because of the large initial outlay in
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Effect of Servicer Incentives on Default Outcomes

This chart shows whether specific elements of servicers' compensation and expenses create positive, negative, or
neutral incentives for them pursue different types of outcomes for homeowners in default.

Short-Term

Forbearance or Interest

Repayment Rate

Agreement Reduction
Repurchase Agreements = Positive Negative
TDR Rules Positive Negative
Fees Positive Neutral
Float Interest Income Neutral Negative
Monthly Servicing Fee Neutral Neutral
Residual Interests Positive Negative
Advances Positive Neutral
Staff Costs Neutral Negative

staffing and infrastructure. That there will be
costs for a servicer of doing a modification is cer-
tain. The recovery of those costs is uncertain.
And, in most cases, the servicer faces no penalty
for avoiding the certain out-of-pocket expendi-
tures and uncertain recovery of a modification.

If a servicer is going to do a modification, a
short-term repayment plan is most attractive to
the servicer. Such a plan requires little to no un-
derwriting, does not require the servicer to recog-
nize any long-term loss and, because it is quick,
addresses servicers’ largest expense: the black
hole of financing principal and interest advances
to investors. Time is money, perhaps even more
for servicers than for others, given their acute de-
pendence on financing. In order to be attractive
to a servicer, a modification must provide for the
quick and full recovery of all advances.

Modifications that respond more sensitively to
borrowers’ needs require more staff and more
time, and may require the recognition of losses,
either through a principal writedown or an inter-
est rate reduction. Recognized losses can ripple
through a servicer’s incentive scheme, draining
the residuals dry and reducing the monthly

Principal Principal
Forbearance Reduction ShortSale Foreclosure
Negative Negative Neutral Neutral

Negative Negative Neutral Neutral

Negative Negative Negative Positive

Negative Negative Positive Positive

Positive Negative Negative Negative

Negative Negative Negative Negative

Negative Negative Positive Positive

Negative Negative Negative Positive

mortgage servicing fee. Principal or interest rate

reductions or forbearances—the sorts of modifi-
cations that most borrowers need to make the
loans sustainable—will generally result in an im-
mediate recognition of loss to the servicer and an
elevated number of reported delinquencies,
which can result in the servicer losing its most
valuable asset, the mortgage servicing rights.
Other options pushed by investors and regula-
tors, such as short sales, are no more attractive to
servicers than foreclosure and perhaps less so. A
short sale should return a higher sales price than
an REO sale after foreclosure, but so long as the
REO sales price is higher than the servicer’s ad-
vances, that higher price does not benefit the ser-
vicer. The time to complete a short sale versus a
foreclosure may be more attractive to a servicer
facing high interest costs on advances. On the
other hand, the servicer’s obligation to make ad-
vances may be cut off by putting the loan in fore-
closure, the servicer’s affiliates may be able to
charge and collect more fees for a foreclosure and
REO than for a short sale, and, if the servicer is
optimistic, a future foreclosure may take advan-
tage of rebounding home prices.”” Thus, in most
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instances, a servicer has little to gain from agree-
ing to a short sale and potentially some loss.?*

Given the complex web of incentives—and dis-
incentives—servicers face in performing modifi-
cations and choosing among modifications, it is
unsurprising that most servicers continue to fol-
low the path of least resistance and surest re-
turns: foreclosure or refinancing. All other paths
require complex calculations and certain sunk
costs without any guarantee of an offsetting re-
turn. Upfront payments to servicers without ex-
plicit mandates are unlikely to shift this
dynamic, since such payments will not be suffi-
cient for servicers to staff up nor will they cover
servicers’ large investment losses in the pools of
toxic mortgages.

Patchwork incentives alone will not address
the foreclosure crisis, nor ensure that the inter-
ests of investors, borrowers, and communities are
served.?”! In the interest of maximizing profits,
servicers have engaged in a laundry list of bad be-
haviors, which have considerably exacerbated
foreclosure rates, to the detriment of both in-
vestors and homeowners.??? The financial inter-
ests of servicers do not necessarily align with
investors, nor are those existing financial incen-
tives easily overcome by one-time incentive pay-
ments. Instead, specific steps must be taken if we
want loan modifications performed when doing
so would save investors money and preserve
homeownership.

1. Avoid irresponsible lending.

It is easier to prevent Humpty Dumpty’s fall than
to put him back together again. Untangling ser-
vicer incentives would be much less important if
we were not facing the current economic catas-
trophe. We are now looking to loan modifica-
tions to bail us out of a foreclosure crisis years in
the making. Had meaningful regulation of loan
products been in place for the preceding decade,
we would not now be tasking servicers with res-
cuing us from the foreclosure crisis.

Any attempt to address the foreclosure crisis
must, of necessity, consider loan modifications.

We should also ensure that we are not permanently
facing foreclosure rates at current levels. To do so
requires thorough-going regulation of loan prod-

ucts, as we have discussed in detail elsewhere.?*

2. Mandate loan modification before
a foreclosure.

Foreclosures impose high costs on families, neigh-
bors, extended communities, and ultimately our
economy at large.?”* Proceeding with a foreclo-
sure before considering a loan modification results
in high costs for both investors and homeowners.
These costs—which accrue primarily to the benefit
of the servicer—can make an affordable loan
modification impossible. Moreover, the two
track system, of proceeding simultaneously with
foreclosures and loan modification negotiations,
results in many “accidental” foreclosures, due to

225 35 one de-

bureaucratic bungling by servicers,
partment of the servicer fails to communicate
with another, or papers are lost, or instructions
are not conveyed to the foreclosure attorney.

If a servicer can escape doing a modification by
proceeding through a foreclosure, servicers can
choose, and in many instances have chosen, to
forgo nominal incentives to modify in favor of
the certainty of recovering costs in a foreclosure.
Staying all foreclosures during the pendency of a
loan modification review would encourage ser-
vicers to expedite their reviews, rather than delay-
ing them. Congress and state legislatures should
mandate consideration of a loan modification be-
fore any foreclosure is started, and should require
loan modifications where they are more prof-
itable to investors than foreclosure. Loss miti-
gation, in general, should be preferred over fore-
closure.

3. Fund quality mediation programs.

Court-supervised mortgage mediation programs
help borrowers and servicers find outcomes that
benefit homeowners, communities and investors.
The quality of programs varies widely, however,
and most communities don’t yet have mediation
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available. Government funding for mediation pro-
grams would expand their reach and help develop
best practices to maximize sustainable outcomes.

4. Provide for principal reductions in
Making Home Affordable and via
bankruptcy reform.

The double whammy of declining home values
and job losses helps fuel the current foreclosure
crisis.”* Homeowners who could normally refi-
nance their way out of a lost job or sell their
home in the face of foreclosure are denied both
options when they owe more on their home than
it is worth. Without principal reductions, home-
owners who lose their jobs, have a death in the
family, or otherwise experience a drop in income
are more likely to experience redefault and fore-

closure.??”

Existing data on loan modifications
shows that loan modifications with principal re-
ductions tend to perform better.?*® In order to
bring down the redefault rate and make loan mod-
ifications financially viable for investors, principal
reductions must be part of the package.””

Principal forgiveness is also necessary to make
loan modifications affordable for some home-
owners. A significant fraction of homeowners
owe more than their homes are worth.?*° The
need for principal reductions is especially acute—
and justified—for those whose loans were not ad-
equately underwritten and either: 1) received
negatively amortizing loans such as payment op-
tion adjustable rate mortgage loans, or 2) obtained
loans that were based on inflated appraisals. As
a matter of fairness and commonsense, home-
owners should not be trapped in debt peonage,
unable to refinance or sell.

Making Home Affordable permits principal
reductions, but does not mandate them, even in
the most extreme cases. Making Home Affordable
does require forbearance, but only as a method
for reducing payments. While forbearance pro-
vides affordable payments, it prevents a home-
owner from selling or refinancing to meet a needed
expense, such as roof repair or college tuition,
and sets both the homeowner and the loan modi-

fication up for future failure. For all of these rea-
sons, the Making Home Affordable guidelines
should be revised so that they at least conform to
the Federal Reserve Board’s loan modification
program by reducing loan balances to 125 percent
of the home’s current market value.

In addition, Congress should enact legislation
to allow bankruptcy judges to modify appropri-
ate mortgages in distress. First-lien home loans
are the only loans that a bankruptcy judge can
never modify.?*! The failure to allow bankruptcy
judges to align the value of the debt with the
value of the collateral contributes to our ongoing
foreclosure crisis. Permitting bankruptcy judges
to modify first-lien home loans also provides a
solution to the severe implementation problems
homeowners face when they are forced to seek help
directly from mortgage servicers. The exclusion of
home mortgages from bankruptcy supervision
dates back to the 1978 Bankruptcy Code, when
mortgages were generally conservative instru-
ments with a simple structure. The goal was to
support mortgage lending and homeownership.
Today, support for homeownership demands
that homeowners have greater leverage in their
effort to avoid foreclosure.

5. Continue to increase automated
and standardized modifications,
with individualized review for
borrowers for whom the
automated and standardized
modification is inappropriate.

Servicers are not originators. They lack staff,
training, and software to underwrite loans.**
Moreover, underwriting takes time—and the
longer it takes to make a delinquent loan per-
forming, the more money, generally speaking,
servicers will lose. One of the requirements of any
loan modification program that hopes to be ef-
fective on the scale necessary to make a difference
in our current foreclosure crisis is speed.

The main way to get speed is to automate the
process, and to offer standardized modifications.

This was one of the key insights of the FDIC’s
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loan modification program on the Indymac
mortgages.”* This insight has been at least par-
tially incorporated into the Making Home Af-
fordable Program. Both programs allow the
process to begin without any documentation
from the borrower at all.

More could and should be done to automate
the process.”** We simply cannot afford the wait,
delay, and confusion caused by failed contacts
between servicers and borrowers.?** Servicers can
and should present borrowers in default with a
standardized offer based on information in the
servicer’s file, including the income at the time of
origination and the current default status. Bor-
rowers should then be free to accept or reject the
modification, based on their own assessment of
their ability to make the modified payments. Bor-
rowers whose income has declined and are seek-
ing a modification for that reason could then
provide, as they now do under the Making Home
Affordable Program, income verification.

Only when a borrower rejects a modification—
or if an initial, standard modification fails—
should detailed underwriting be done. The
urgency of the need requires speed and unifor-
mity; fairness requires the opportunity for a sub-
sequent review if the standardized program is
inadequate. Borrowers for whom an automated
modification is insufficient should be able to re-
quest and get an individually tailored loan modi-
fication, at least when such a loan modification is
forecast to save the investor money.

Many of the existing loans were poorly under-
written, based on inflated income or a faulty ap-
praisal. Borrowers may have other debt, including
high medical bills, that render a standardized
payment reduction unaffordable. A standardized
approach cannot cure all reasons for default. But
it will make many loans affordable, saving in-
vestors the costs of foreclosure and servicers the
cost of detailed underwriting. The savings in
speed and staffing created by using truly auto-
mated and standardized modifications to handle
the easy modifications should more than com-
pensate for the costs of underwriting modifica-
tions that require more individualized attention.

Additionally, borrowers may be unable to per-
form on a loan modification for many reasons—a
spouse may die or the borrower may become un-
employed or disabled. These subsequent, unpre-
dictable events, outside the control of the
homeowner, should not result in foreclosure if a
further loan modification would save investors
money and preserve homeownership. Foreclos-
ing on homes where homeowners have suffered
an involuntary drop in income without evaluat-
ing the feasibility of a further modification is
punitive to homeowners already suffering a loss
and does not serve the interests of investors.
Some servicers provide modifications upon re-
default as part of their loss mitigation programs.
This approach should be standard and mandated,
and should include continued eligibility for Mak-
ing Home Affordable modifications rather than
only specific servicer or investor programs.

6. Ease accounting rules for
modifications.

The current accounting rules, particularly as in-
terpreted by the credit rating agencies, do not
prevent modifications, but they may discourage
appropriate modifications. In particular, the re-
quirement that individual documentation of de-
fault be obtained may prevent streamlined
modifications. The troubled debt restructuring
rules may discourage sustainable modifications
of loans not yet in default and promote short-
term repayment plans rather than long-term,
sustainable modifications that reflect the true
value of the assets. Finally, limiting recovery of ser-
vicer expenses when a modification is performed
to the proceeds on that loan rather than allowing
the servicer to recover more generally from the
income on the pool as a whole, as is done in fore-
closure, clearly biases servicers against meaning-
ful modifications, particularly modifications
with principal reduction or forbearance. The
credit rating agencies and bond insurers should
review their guidance on how servicers get reim-
bursed for advances when a modification is en-
tered into.
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Streamlined modifications should be allowed
to proceed without full documentation, for the
reasons discussed above. A standardized modifi-
cation can and should be offered based on infor-
mation in the servicer’s files, to be followed with
detailed individual documentation only where
the standardized modification does not work for
an individual borrower. Where a loan is already
in default, individual documentation of default
beyond noting the fact of default seems unneces-
sary. If the goal is the return to the investors, the
reason for the default is largely irrelevant; what is
relevant is whether or not the loan can be made
performing.

FASB and the Securities and Exchange Com-
mission could help by formalizing more flexible
servicer discretion in determining “reasonably
foreseeable default” and the ability to pursue sus-
tainable, systematic, streamlined loan modifica-
tions without the threat of punitive regulatory or
accounting consequences. The guidance issued
by the Office of the Chief Accountant of the Se-
curities and Exchange Commission permitting
streamlined modifications in the event of a rate
reset should be extended to all standardized pro-
grams, in line with the REMIC requirements.

The SEC and FASB should also review the rele-
vant troubled debt restructuring, impairment,
and recognition guidance to ensure that owners
of 1-4 unit residential mortgages are not unduly
penalized for undertaking modifications of loans
prior to default. Such review could encourage
servicers to modify more loans in a timely way.
Such pre-default modifications are particularly
important since they have a higher rate of success
and fewer negative consequences for both borrow-
ers and investors than post-default modifications.

7. Encourage FASB and the credit
rating agencies to provide more
guidance regarding the treatment
of modifications.

Investors are losing mind-boggling large sums of
money on foreclosures.*® The available data sug-

gests that investors lose ten times more on fore-
closures than they do on modifications.?*” In par-
ticular, leading investor groups have advocated
broader use of principal reductions as part of the
anti-foreclosure arsenal, but only a handful of
servicers have obliged.?*® Part of the solution to
the foreclosure crisis must be giving investors the
tools they need to police servicers.

Investors’ interests are not necessarily the
same as those of borrowers. There are many
times when an investor will want to foreclose al-
though a borrower would prefer to keep a home.
Investors as well as servicers need improved in-
centives to favor modifications over foreclosures.
Still, there would likely be far fewer foreclosures
if investors had information as to the extent of
their losses from foreclosures and could act on
that information.

Even where investors want to encourage and
monitor loan modifications, existing rules can
stymie their involvement—or even their ability to
get clear and accurate reporting as to the status
of the loan pool. Additional guidance by FASB
and the credit rating agencies could force ser-
vicers to disclose more clearly to investors and
the public the nature and extent of the modifica-
tions in their portfolio—and the results of those
modifications. Without more transparency and
uniformity in accounting practices, investors are
left in the dark. As a result, servicers are free to
game the system to promote their own financial
incentives, to the disadvantage, sometimes, of in-
vestors, as well as homeowners and the public in-
terest at large.

8. Regulate default fees.

Fees serve as a profit center for many servicers
and their affiliates. They increase the cost to
homeowners of curing a default. They encourage
servicers to place homeowners in default. All fees
should be strictly limited to ones that are legal
under existing law, reasonable in amount, and
necessary. If default fees were removed as a profit
center, servicers would have less incentive to
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place homeowners into foreclosure, less incentive
to complete a foreclosure, and modifications
would be more affordable for homeowners.
Making Home Affordable already requires the
waiver of late fees in a modification. Servicers
should be required to waive all default-related
fees in a modification or in the event of cure, but
these fees should be treated as nonrecoverable
advances, subject to recovery from the pool. This
treatment would spread the cost of doing modifi-
cations more uniformly across the pool, in line

with the loss allocations contemplated at the
pool’s origin. Borrowers would no longer be
faced with large downpayments in order to make
a loan modification financially viable for the ser-
vicer. Investors are in a far better position than
borrowers to limit the imposition of default fees
to circumstances when they are reasonable and
necessary. Permitting servicers to recover waived
default fees from all the income from a pool
would give investors the incentive to monitor ser-
vicers’ use of default fees as a profit center.



Glossary of Terms

Affiliates Related business organizations, with com-
mon ownership or control.

Advances Under most PSAs, servicers are required to
advance the monthly principal and interest payment
due on each loan to the trust, whether or not the bor-
rower actually makes the payment. The requirement
to make these advances can continue until the home
is sold at foreclosure.

Basis Points One basis point equals 1/100th of a per-
centage point. For example, an increase in an interest
rate from 8.75% to 9.00% is an increase of 25 basis
points.

Bankruptcy-remote status When the assets of a trust
cannot be seized by creditors of the transferor (often
the originating lender) in the event of the transferor's
bankruptcy.

Bond Insurance Bond issuers pay bond insurers for
the promise to make payments if the bond does not
perform as advertised. Bond insurance may cover all
or, more commonly, a portion, of the payments due
on the bond. The larger the coverage, the higher the
rating on the bond. Bond insurers will charge more
the riskier they believe the underlying securities to be.

Broker Price Opinion A valuation of the property by
a broker. As the name indicates, it is not a full ap-
praisal, and not conducted by an appraiser, but simply
an “opinion” by a broker as to the value of the home.

Capitalizing Arrears Adding past due amounts on
the loan and adding them to the principal balance,
with a resulting increase in the size of the monthly
payment.

Credit Rating Agencies These are private companies
that assign ratings to bonds and to corporate borrow-
ers, such as servicers. Moody’s, Standard and Poors,
and Fitch are all credit rating agencies.

Cure To “cure” a default is to pay the full amount
due, often by refinancing.

Default Rates The rate at which borrowers default on
loans as compared to the total number of loans.

Fannie Mae The Federal National Mortgage Associa-
tion, chartered by the U.S. government, provides lig-
uidity to the mortgage market by purchasing loans,
then packaging those loans into securities, and selling
those securities on the secondary market. Fannie Mae
primarily purchased prime loans.

FAS Financial Accounting Statement, issued by
FASB. The Financial Accounting Statements, through
their incorporation into private contracts and SEC
regulation, have the force of law.

FASB Financial Accounting Standards Board. FASB
is a private organization, but the Securities and Ex-
change Commission often interprets FASB standards
and requires compliance with the FASB standards by
all public companies.

FAS 140 Accounting rules governing transfer of as-
sets to and from trusts, designed to limit discretion in
trust management in exchange for preserving the
bankruptcy-remote status of the trust.

Federal Reserve Board The central bank of the
United States, in charge of ensuring the flow of money
throughout the financial system.

FHA loans The Federal Housing Administration in-
sures, at 100% of any losses, home mortgage loans
made to lower-income borrowers and others who do
not qualify for prime loans without FHA insurance.

Float Income The interest income earned by servicers
in the interval between when funds are received from a
borrower and when they are paid out to the appropri-
ate party.

Freddie Mac The Federal Home Loan Mortgage Cor-
poration, chartered by the U.S. chartered by the U.S.
government, provides liquidity to the mortgage mar-
ket by purchasing loans, then packaging those loans
into securities, and selling those securities on the sec-
ondary market. Freddie Mac primarily purchased
prime loans.

GSE Government sponsored entities. The GSEs help
make the credit markets, including home mortgages

37
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primarily through the Federal National Mortgage As-
sociation (Fannie Mae) and the Federal Home Loan
Mortgage Corporation ( Freddie Mac).

HAMP The Home Affordable Modification Program
is a standard modification program designed by the
U.S. Treasury. Participating servicers are required to
review all eligible borrowers to determine whether or
not they qualify for a modification. Modifications
under HAMP can reduce the interest rate to as low as
two percent for as long as five years, permit, but do
not require, principal reductions, sometimes mandate
principal forbearance and an extension of the term of
the loan from 30 years to 40.

Hybrid ARMs Adjustable rate mortgages that have
fixed rates for a period of time, usually two- or three-
years, followed by a period where the rate can adjust in
relationship to an index, usually every six months.

Junior Tranche, Junior Interest An interest in a pool
of mortgages that gets paid after more senior security
interests.

Making Home Affordable Program The Obama Ad-
ministration’s program designed to help millions of
homeowners refinance or modify their mortgages to
more affordable payments. The program created a
loan modification program (HAMP) in which all
major servicers of home mortgages agreed to partici-
pate. The plan establishes loan modification guide-
lines that require a loan modification when an
analysis finds that the net present value of the costs of
foreclosing on a home is will return less to investors
than the net present value of the return from an af-
fordable loan modification.

Master Servicer The Master Servicer is the servicer in
charge of hiring, firing, and selecting special servicers
and ensuring timely payments to the trust. The Mas-
ter Servicer may or may not actually service any of the
loans in the pool. Sometimes PSAs will require that
servicing of loans in default automatically be trans-
ferred to a designated special servicer outside the Mas-
ter Servicer’s control.

Mortgage Insurance Insurance, paid for by the bor-
rower, that covers some fraction of the investor’s
losses on a loan in the event of the borrower’s default.

Mortgage Servicing Rights (MSRs) The rights to col-
lect the payments on a pool of loans.

Partial Chargeoff When the servicer writes down the
principal balance, but does not require the homeowner

to sell the property. A partial chargeoff can take place
either through a refinancing or a loan modification.

Passive Management Management of a loan pool
with discretion constrained to ensure no undue influ-
ence by the transferor, thus justifying the bankruptcy-
remote status of the trust’s assets.

Pooling and Servicing Agreement (PSA) The agree-
ment between the parties to the securitization as to
how the loans will be serviced. PSAs spell out the con-
tractual duties of each party, the circumstances under
which a servicer can be removed, and sometimes give
guidance as to when modifications can be performed.

Principal Forbearance Principal on which no interest
accrues and no payments are due until a specified
event in the future occurs, usually the payment in full
of the loan.

REMIC Real Estate Mortgage Investment Conduits
are defined under the U.S. Internal Revenue Code (Tax
Reform Act of 1986), and are the typical vehicle of
choice for the pooling and securitization of mort-
gages. The REMIC rules are the IRS tax code rules gov-
erning REMICs.

REO Real estate owned. Often, a holder or servicer
will acquire property at a foreclosure sale. The prop-
erty is then listed as REO property until it is sold to a
third party. Sales of REO property typically generate
less income than sales of occupied property by the
homeowner.

Repurchase Agreement A clause in a contract for the
sale of mortgages that requires the seller or servicer to
repurchase any mortgage back from the buyer if any
one of a number of specified events occur. Generally
the specified events include borrower default or legal
action and sometimes include modification.

Residual Interest A junior-level interest retained in
the mortgage pool by a servicer, typically by a servicer
who is an affiliate of the originator. These interests
commonly pay out “surplus” interest income, left over
after specified payments to senior bond holders are
made.

Securities and Exchange Commission (SEC) The
federal agency charged with regulating securities.

Securitization Securitization combines groups of
loans in pools, transfers those pooled loans to a differ-
ent entity, and then sells securities based on the com-
bined projected income on the loans in the pool.
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Servicer The entity responsible for taking payments
from the borrower and distributing them according
to the terms of the pooling and servicing agreement.

Short Sales A sale of real estate in which the pro-
ceeds from the sale fall short of the balance owed on a
loan secured by the property sold and the lender
nonetheless releases the mortgage.

Subprime Loans Loans made at higher than prime
rates, often with other less desirable terms.

Tranche One of a number of related classes of secu-
rities offered as part of the same transaction.

Troubled Debt Restructuring (TDR) An accounting
term describing the modification of debt involving
creditor concessions (a reduction of the effective yield

on the debt) when the borrower is facing financial
hardship.

Trustee The legal holder of the mortgage notes, on
behalf of the trust and the ultimate beneficiaries, the
investors in the trust.

Underwriting The lender’s evaluation of the likeli-
hood of repayment of the loan, including evaluation
of the borrower’s creditworthiness and the value of
the security offered.
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Notes

! See, e.g, Ben S. Bernanke, Chairman, Board of Governors of
the Federal Reserve System, Speech at the Federal Reserve
System Conference on Housing and Mortgage Markets:
Housing, Mortgage Markets, and Foreclosures (Dec. 4, 2008)
[hereinafter Bernanke, Speech at Federal Reserve], avail-
able at htep://www.federalreserve.gov/newsevents/speech/
bernanke20081204a.htm (“Despite good-faith efforts by
both the private and public sectors, the foreclosure rate re-
mains too high, with adverse consequences for both those
directly involved and for the broader economy.”).

2 The Worsening Foreclosure Crisis: Is It Time to Reconsider Bank-
ruptcy Reform? Hearing Before the Senate Subcomm. on Adminis-
trative Oversight and the Courts of the Comm. on the Judiciary,
111th Cong. 6-13 (2009) (testimony of Alys Cohen).

> Many of today’s servicers are third-party servicers, unaffili-
ated with a lender. Others may be affiliated with a lender,
but may or may not be servicing loans originated by that
lender. This paper will discuss the incentives common to
both types and will attempt to distinguish between the two
groups where appropriate.

* See In re Taylor, 407 B.R. 618 (Bankr. E.D. Pa. 2009) (de-
scribing the extreme reliance on a computer system to per-
form the servicing, to the point that the computer system was
personified by the actual living employees of the servicer).

5 Cf Joe Nocera, Talking Business; From Treasury to Banks, An Ulti-
matum on Mortgage Relief, N.Y. Times, July 11, 2009 (character-
izing work of servicers as “relatively simple” whose default
servicing consisted largely of either “prodd[ing] people” to pay
or “initiat[ing] foreclosure”).

¢ Id. (noting that servicers find the Making Home Affordable
incentives “meaningless”).

7 See, e.g,, Bernanke, Speech at Federal Reserve, supra note 1
(“The rules under which servicers operate do not always pro-
vide them with clear guidance or the appropriate incentives
to undertake economically sensible modifications.”).

8 American Securitization Forum, Discussion Paper on the
Impact of Forborne Principal on RMBS Transactions 1 (June
18, 2009) [hereinafter American Securitization Forum, Dis-
cussion Paper], available at http://www.americansecuritiza-
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Securitization Contracts Actually Say About Loan Modification:
Preliminary Results and Implications 6 (Mar. 35, 2009), avail-
able at htep://www.law.berkeley.edu/files/bclbe/Subprime_
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and quantifying the frequency of limitations); American Secu-
ritization Forum, supra note 25, at 3; see also Mason, Servicer Re-
porting Can Do More, supra note 17, at 55 (discussing
reasons for 5% limitation).

% Hunt, supra note 25, at 9-10; Mason, Servicer Reporting

Can Do More, supra note 17, at SS.
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Originator and Master Servicer 44-45 (June 3, 2002) (agree-
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tus Supplement, Asset-Backed Pass-Through Certificates,
supra note 43, at 44-45 (agreement of 51% of certificate
holders required).
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uploadedFiles/ASFStreamlinedFramework?7.8.08.pdf.

73 See Mortgage Banker’s Ass’n, supra note 65, at 5 n.13 (not-
ing that the accounting standards for default are consistent
with the REMIC definition).

74 This restriction on modification builds on the American
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discussed in detail below in text accompanying footnotes
150-162.

% Assuming that the servicer holds a surplus interest in-
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°l Investor Committee of the American Securitization
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fication of Securitized Subprime Residential Mortgage
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% See, e.g., Kurt Eggert, Limiting Abuse and Opportunism by
Mortgage Servicers, 15 Housing Pol’y Debate 753, 763-66
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Corporation).

4 Diane Pendley, Kathleen Tillwitz, Karen Eissner, Thomas
Crowe, Stephanie Whited, Fitch Ratings, Rating U.S. Resi-
dential Mortgage Servicers 2-3 (2006); ¢f. Mason, Servicer
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iced by higher-rated servicers require less credit enhance-
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rently known as Select Portfolio Servicing), Moody’s In-
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Eager to Reenter Servicing Market, Am. Banker, May 14, 2004.
% Moody’s Investor Service, supra note 33 (stating that it will
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7 Pendley, et al., supra note 94, at 8.

98 Id. at 11, 15; see also Michael Guttierez, Michael S. Mer-
riam, Richard Koch, Mark I. Goldberg, Standard & Poors,
Structured Finance: Servicer Evaluations 15-16 (2004).

9 Pendley, et al., supra note 94, at 9.

100 See Katherine Porter, Misbehavior and Mistake in Bankruptcy
Mortgage Claims, 87 Tex. L. Rev. 121 (2008) (reporting that ser-
vicers appear to be imposing often improper default-related
fees on borrowers in bankruptcy proceedings).

101 Pendley, et al., supra note 94, at 11-12.

102 Advances are discussed in detail below in text accompany-
ing footnotes 150-162.

103 Perelmuter et al., supra note 34, at 3.

104 See, e.g., Perelmuter et al., supra note 34.

105 See text accompanying footnotes 134-137, infra (dis-
cussing residual interests).

196 Laidlaw, et al., supra note 37, at 2 (bond insurers may be
involved in oversight of the servicer), at 3 (bond insurers
must be notified in the event of servicer default or termina-
tion), at S (bond insurer can initiate servicer termination).
107 See, e.g.,, Prospectus Supplement, IndyMac, et al., supra
note 11, at S-113 (authorizing the bond insurers to enforce
the PSA and to waive limitations on modifications con-
tained in the PSA).
198 See American Securitization Forum, Discussion Paper,
supra note 8, at 1.
199 Dubitsky, et al., supra note 47, at 8.
110 See generally In re Stewart, 391 B.R. 327, 336 (Bankr. E.D.
La. 2008) (overviewing servicer compensation), aff d, 2009
WL 2448054 (E.D. La. Aug. 7, 2009).
11 See, e.g., Prospectus, CWALT, INC., Depositor, Country-
wide Home Loans, Seller, Countrywide Home Loans Servic-
ing L.P., Master Servicer, Alternative Loan Trust 2005-J12,
Issuer 56 (Oct. 25, 2005) (“In addition, generally the master
servicer or a sub-servicer will retain all prepayment charges,
assumption fees and late payment charges, to the extent col-
lected from mortgagors). But see Prospectus Supplement, In-
dyMac, et al., supra note 11, at S-11 (late payment fees are
payable to a certificate holder in the securitization).
112 See, e.g., Prospectus Supplement, IndyMac, et al., supra
note 11, at S-73:
Default Management Services
In connection with the servicing of defaulted Mortgage
Loans, the Servicer may perform certain default manage-
ment and other similar services (including, but not lim-
ited to, appraisal services) and may act as a broker in the
sale of mortgaged properties related to those Mortgage
Loans. The Servicer will be entitled to reasonable com-
pensation for providing those services, in addition to the
servicing compensation described in this prospectus sup-
plement.
13 See In re Stewart, 391 B.R. 327, 343, n.34 (Bankr. E.D. La.
2008) (“While a $15.00 inspection charge might be minor in
an individual case, if the 7.7 million home mortgage loans
Wells Fargo services are inspected just once per year, the rev-
enue generated will exceed $115,000,000.00.”), aff’d, 2009
WL 2448054 (E.D. La. Aug. 7, 2009).
"4 Goodman, Lucrative Fees, supra note 15.
115 See, e.g., Ocwen Fin. Corp., supra note 16, at 34 (revenue
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supra note 93, at 758; Gretchen Morgenson, Dubious Fees Hit
Borrowers in Foreclosures, N.Y. Times, Nov. 6, 2007 (reporting
that Countrywide received $285 million in revenue from
late fees in 2006).
16 Ocwen Fin. Corp., supra note 16, at 34.
117 See Porter, supra note 100. Under the Department of the
Treasury’s Home Affordable Modification Program, ser-
vicers are required to waive unpaid late fees for eligible bor-
rowers, but all other foreclosure related fees, including,
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