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Executive Summary


Introduction 

Section 918 of the Housing and Community Development Act of 1992 
requires the U.S. Department of Housing and Urban Development 
(HUD) to conduct a study of mortgage foreclosure alternatives. This 
report fulfills that legislative mandate. Congress specifically requested 
a review of the foreclosure avoidance procedures used by institutions 
handling federally related mortgages, with special emphasis on how 
HUD is using its current statutory authority to provide relief from 
foreclosure to borrowers whose loans are insured by the Federal 
Housing Administration (FHA). 

This report documents the great strides that have been made in the 
mortgage industry to understand how large-scale foreclosure avoidance 
efforts are beneficial to borrowers and lenders alike. It also documents 
areas in which improvements are still necessary. For the mortgage 
industry as a whole, the primary improvements sought for here are 
increasing the number of borrowers offered loan workout options and 
creating more uniform foreclosure laws. The need for these is 
highlighted throughout the report. 

The Department's main recommendations include options for obtaining 
greater uniformity among State foreclosure laws, a call for agencies to 
provide better incentives for loan servicers to initiate loan 
modifications and forbearances, and a new statutory basis for HUD 
borrower relief efforts. 

The Problem of Foreclosures 

The percentage of U.S. homeowners with serious delinquency 
problems has been at chronic levels since 1983. Not since the Great 
Depression has homeownership been so tenuous, with homeownership 
rates actually declining for most of the 1980s. Correspondingly, 
single-family home foreclosure rates have been on the rise. HUD 
estimates that total foreclosures rose from less than 100,000 in 1981 to 
a peak of more than 300,000 in both 1991 and 1992. On the dark side, 
the statistics of the past 15 years represent 3 million American families 
who not only faced the financial and emotional specter of being forced 
from their homes, but who also suffered loss of access to credit. 
Additionally, they may have also experienced tax liabilities or court 
orders to repay lender losses on disposition of their homes. On the 
bright side, the severity of the foreclosure problem in the 1980s 
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Executive Summary 

caused mortgage market organizations to look more deeply into ways 
in which foreclosure can be avoided. The innovations that have taken 
root in the mortgage industry since 1986 are bearing fruit. It is now 
widely understood that alternatives to foreclosure are beneficial to all 
parties involved: homeowners, lenders and loan servicers, mortgage 
insurers, and Federal guarantee agencies. Innovations now being used 
include methods of helping some borrowers retain their homes and 
others to leave them with dignity. To date, the chance of a troubled 
homeowner having to face foreclosure has been reduced by 10-to-15 
percent from what it was 10 years ago. It is quite possible that over 
the next 5 years the total reduction from levels of the early 1980s can 
be doubled. This report outlines the issues that must be resolved to 
make this a reality and provides suggestions on regulatory and statutory 
changes that could assist the process of change. 

Managing Delinquencies 

While mortgage loans are legally in default when a scheduled monthly 
payment remains unpaid for 30 days, no court would allow foreclosure 
for such an infraction. State foreclosure codes have inherited the 
English system of an equity-of-redemption that provides a longer 
period of time over which nonpayment must persist to verify the 
borrower's unwillingness or inability to cure the default. Loans in 
nonpayment status are referred to as delinquent, and those whose 
delinquency extends past 90 days (three missed payments and a fourth 
one due), and for which foreclosure is a real possibility, are known in 
the mortgage industry as seriously delinquent. 

Between 70 and 80 percent of homeowners who become 90 days 
delinquent on their mortgages can still cure the problem on their own 
in an additional 30-to-60 days. While a cure is in the best interest of 
lender and borrower, there is no industry consensus on how to best 
approach borrowers at this stage of delinquency. The universal 
approach up until the 1980s was to turn the case over to a foreclosure 
attorney who would let the borrower know the gravity of the situation: 
either bring the loan current immediately or else foreclosure 
proceedings would commence. This approach has the advantage of 
leveraging reinstatement from borrowers whose delinquency is 
strategic (i.e., hoping to dispose of an asset that is no longer worth the 
loan amount) rather than arising from financial difficulties. As 
highlighted in two court cases in the early 1970s, it has the distinct 
downside of making reinstatement harder for conscientious borrowers 
because they then must not only cure the default but must also pay all 
attorney and court fees associated with the foreclosure processing. 
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Current Practice in Foreclosure Avoidance 

Today it is common practice for loan servicers to gather financial 
information from delinquent borrowers in an attempt to ascertain whether 
a true hardship does exist and, if so, what the best option may be for the 
borrower. Options commonly offered today include forbearances and 
repayment plans for borrowers with temporary losses of income, loan 
modifications for those who have had to accept lower paying jobs, 
preforeclosure sales to relieve financially strained borrowers of the costs of 
selling a home when they must relocate but their property value has fallen, 
and voluntary deed conveyances for extreme hardship cases. 

Except in the case of portfolio lenders, loan servicers do not make the final 
decisions on foreclosure alternatives for borrowers who cannot cure 
delinquencies on their own. Loan servicers are agents of the ultimate 
bearers of credit risk on the loans, the mortgage insurers and Federal credit 
agencies. Through the chartering of Federal mortgage insurance funds at 
the Departments of Agriculture, HUD, and Veterans Affairs, and federally 
related guarantee agencies (Ginnie Mae, Fannie Mae, and Freddie Mac), 
the U.S. Congress has not only assured a consistent flow of mortgage funds 
to all regions of the Nation, but has also set in motion a system that greatly 
influences the operation of mortgagor foreclosure relief efforts. These 
organizations are joined by private mortgage insurers who work very 
closely with Fannie Mae and Freddie Mac to establish and enforce policies 
with regard to handling mortgage defaults. These bearers of credit risk, 
who must pay the losses incurred in foreclosures, now understand the 
tremendous benefits they receive from helping borrowers to avoid 
foreclosure. The cost of helping a borrower cure a default is minimal 
compared to the interest expense, legal fees, and property management cost 
associated with foreclosure. Even alternatives that allow borrowers to 
voluntarily give up their homes provide significant cost savings over 
foreclosure. The current challenge facing the mortgage industry is 
providing proper training and incentives for loan servicers to act so as to 
benefit both borrowers and credit-risk bearing organizations. 

Loss mitigation is now the industry buzzword. It means finding a solution 
short of foreclosure for seriously delinquent borrowers. Large loan 
servicers have their own workout departments that combine the expertise 
of consumer counselors with that of corporate cost cutters. Workout 
personnel attempt to design foreclosure alternatives that fit both borrower 
needs and insurer/guarantee agency requirements. They then present their 
recommendations to the insurers and guarantee agencies for approval, 
modification, or rejection. Some insurers bypass servicer workout 
departments by having their own specialists (who directly contact individual 
borrowers) develop workout plans. As it stands today, large servicers with 
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sophisticated workout departments argue that the insurer and guarantee 
agencies do not take enough risk with foreclosure alternatives, while those 
credit-risk bearing organizations argue that many servicers, especially small 
ones, do not do enough on their own to reinstate borrowers. 

This tension comes to a head with loan modification and forbearance 
options. Loan modifications have required that someone first purchase loans 
out of their security pools before making any modification.1  Loan servicers 
are often not equipped to hold loans in portfolio; they therefore prefer the 
guarantee agency to repurchase from them any loans that are bought out of 
security pools and restructured to fit a borrower's new payment abilities.2 

Having started as a portfolio operation, Fannie Mae has for a long time 
readily repurchased modified loans and placed them in its retained 
portfolio. Freddie Mac, however, began as a securitization operation, and 
so has only recently begun to provide this option. The Department of 
Veterans Affairs (VA) purchases loan modifications, but is constrained in 
its abilities to reach troubled borrowers because it uses its own workout 
counselor staffs that are too small to reach more than half of the seriously 
delinquent borrowers who do not cure by the end of the fourth month of 
delinquency. HUD's insurance agency, FHA, can only repurchase defaulted 
loans when it takes assignment, and there it must provide up to three years 
of forbearance on loan payments. Securities agreements used by all three 
guarantee agencies--Fannie Mae, Freddie Mac, and Ginnie Mae--explicitly 
prohibit modifying loans in MBS pools in order to protect investor 
interests. 

In the area of forbearances, servicers are currently expected to finance the 
security pass-through payments to the guarantee agencies if they offer a 
period of payment reduction to troubled borrowers. They are, therefore, 
generally unwilling to undertake forbearance/repayment plans of more than 
3-to-6 months. Along with loan modifications, long-term 
forbearance/repayment plans are the most underutilized foreclosure 
avoidance tool currently available in the industry. 

1This is a requirement of the guarantee agencies rather than a statutory limitation on handling loan defaults in 
mortgage backed securities. MBS products are bond-like instruments where interest rates are guaranteed, though the 
life of the security is subject to prepayment speeds that can vary. 

2This holds even when private mortgage insurers will continue to insure the modified loan. The issue is not the 
credit risk as much as it is whether or not loan servicers must have portfolio funding capabilities. 

x 



Executive Summary 

The foreclosure alternative that has gained rapid acceptance as the premier 
vehicle for addressing incurable delinquencies is the short- or pre-
foreclosure sale. Here the servicer assists the borrower in obtaining a 
realty agent and marketing the property for sale at the as-is appraised value. 
The insurer or guarantee agency then, having approved a sale, accepts 
responsibility for any deficiency in the proceeds when applied against the 
outstanding indebtedness. This tool now accounts for 50 percent of all loan 
workout attempts in the conventional market. It is popular with borrowers 
who must relocate to find new employment and those who require lower 
cost housing. It is, however, not costless to the homeowner. Either the 
insurer has the borrower sign a promissory note to pay back all of the sale 
costs, or else interim Internal Revenue Service Regulations require that the 
net costs born by the insurer be reported as discharge-of-indebtedness 
income for tax purposes. 

Federal Guaranty and Insurance Programs 

This study concentrated on the interplay of mortgage servicers, insurers and 
guarantee agencies in handling mortgage defaults. Such a focus meant that 
only the government sponsored mortgage insurance offered through FHA 
and the VA Loan Guaranty Program were included. The Farmers Home 
Administration (FmHA) has, until recently, been a self-contained lending, 
securitizing, and servicing operation that did not interact with other 
segments of the mortgage industry. Given its unique organizational nature, 
distinct role in supporting rural development, and small size, its practices 
were not included in this study. 

HUD's principal borrower relief program is loan assignment. This is 
where HUD purchases both the investment interest and the servicing of 
defaulted loans that meet certain criteria. HUD then structures forbearance 
and repayment plans that provide up to 3 years of reduced or suspended 
payments for troubled borrowers. It is a costly program that has a low 
success rate in helping borrowers regain fiscal solvency after a period of 
hardship. Of loans currently in the program's initial 36 month forbearance 
period, more than 40 percent are not current on their forbearance 
obligations, and more than 50 percent of those in the program more than 36 
months are still not likely to ever financially recover. One fourth of that 50 
percent (12 percent of the entire portfolio) are currently in foreclosure 
processing and many more are in danger of foreclosure. Still more will find 
it difficult, if not impossible, to pay back fully their accumulated 
forbearances and underlying loan, even with an extended mortgage term. 

Statutory and judicial mandates have created a system whereby it is difficult 
for HUD to implement foreclosure prevention measures other than 
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assignment, even those now standard in the mortgage industry. First, the 
National Housing Act, as amended, narrowly defines the types of 
foreclosure prevention measures HUD may use. Then judicial 
interpretations of a 1979 Consent Decree signed by HUD have restricted 
HUD's use of other tools. While HUD may first offer other forms of relief 
that allow a mortgagor to remain in their home, the right to assignment 
application exists at the point of any subsequent defaults. Likewise, before 
HUD can offer a relief measure that allows a mortgagor to leave their 
home, such as a preforeclosure sale, borrowers must first voluntarily waive 
their right to apply for loan assignment. Otherwise, the mortgagor has the 
right to first apply for assignment, be denied, and then apply for the other 
relief. This process requires that HUD finance costly delays in default 
resolution. It is especially onerous given that 50 percent of assigned loans 
will continue to accrue delinquencies until eventual foreclosure or HUD's 
sale of the mortgages in-lieu-of foreclosure. 

Forbearance plans for FHA loans sponsored by the loan servicers are also 
restricted because such borrowers would also qualify for loan assignment, 
which is an effective entitlement to those who can qualify under the 1979 
standards. Assignment guarantees the option of up to 36 months of 
forbearances plus a lengthy repayment period, whereas lender plans require 
total reinstatement within 12 to 18 months. 

While the Department is currently working on ways to improve its menu of 
foreclosure relief options within the current statutory and judicial 
framework, it also understands that to match current industry standards and 
to have the ability to adapt to market changes in the future will require new 
legislation that either explicitly prescribes the role of mortgage assignments 
vis-a-vis other relief efforts or else eliminates it altogether. Information now 
available on the history of loan performance in the assigned portfolio 
suggests that elimination and replacement is the preferred option. It has 
been a costly program in which many borrowers are saddled with increases 
in indebtedness which they cannot repay. 

The former option of prescribing the role of assignment was the intent of 
the 1980 Congressional authorization of the Temporary Mortgage 
Assistance Program (TMAP). Under that legislation, HUD was first to 
screen borrowers for payment assistance while their loans remained with 
their lender/servicers, and then to use loan assignment as a back-up 
program only for the most severe hardships. However, in ruling on the 
implementing regulations, the District Court judge overseeing the 1979 
Consent Decree said in his Ferrell v. Pierce decision that TMAP was not 
permissible unless it offered monthly payment plans as near to and exactly 
the same as assignment as possible. This effectively ruled out any 
Departmental flexibility to offer lower-cost protections to borrowers with 
lesser needs. 
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VA has more flexibility than HUD when dealing with borrower defaults. 
The courts have consistently upheld its discretionary ability to match relief 
to borrower needs as it deems best. It has, however, chosen to use its own 
in-house workout counselors rather than rely on loan servicers to tailor 
foreclosure alternatives to individual borrower situations. VA is able to 
provide alternatives to 25 percent of borrowers otherwise destined for 
foreclosure, and has estimated the value of its loss mitigation staff at 
$220,000 per person annually in avoided insurance claims. A 25 percent 
foreclosure avoidance rate is astonishing given that restrictions on personnel 
hiring means that they can only make personal contact with 55 percent of 
seriously delinquent borrowers. Thus they help save from foreclosure 
nearly half of those loans for which they can make contacts. VA could 
increase foreclosure alternatives and reduce the overall cost of running its 
insurance program if it were given authority to increase its hiring of loan 
counselors. This same flexibility to hire additional personnel who save the 
agency money would also be beneficial to HUD. 

Foreclosure Law 

There is substantial variation in borrower protections offered by State 
foreclosure laws. In some States foreclosure can occur in as little as 6 
weeks, while in others it can take 18 months. Clearly lenders and insurers 
have more incentive to negotiate relief for borrowers in lengthy foreclosure 
States, while borrowers have more incentive to initiate the negotiations in 
quick foreclosure States. HUD recommends that the President's National 
Partners in Homeownership develop a uniform foreclosure statute that 
addresses the need for balanced incentives and fair treatment of lenders and 
borrowers. Specifically, HUD recommends taking the foreclosure portion 
of the 1985 Uniform Land Security Interest Act (ULSIA) developed by the 
National Conference of Commissioners on Uniform State Laws and 
amending it with the following: 

"	 Require that no Notice of Intent-to-Foreclose (NOI) can be sent until 
day 90 of a delinquency. This ensures that no foreclosures take 
place until day 150 (end of month 5) of a delinquency. 

"	 Allow for accelerated foreclosure times if the NOI is not sent until 
after day 150 of a delinquency. This reduces the cost to lenders of 
negotiating alternatives with borrowers and allows more time for 
borrower cures. 

"	 Move up the date-of-default by one month for every full contractual 
payment made during a delinquency. Limitations on this could 
include expedited foreclosure at day 150 if the loan is still more than 
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60 days in arrears, at day 180 if the loan remains more than 30 days 
in arrears, and at 210 days if the loan is still not fully cured. 

"	 A special provision that would require an "as-is" appraisal 
performed at day 90 for loans meeting certain criteria, to protect 
borrowers with significant equity in their homes.3  If the appraisal 
shows 30 percent or more gross equity in the home (appraisal less 
loan balance), then foreclosure cannot be initiated until day 180. If 
the default is due to a loss of household income and new sources of 
income are obtained, then up until 10 days before foreclosure the 
borrower would be given the additional right to a 12-month 
repayment plan. Any breach of this repayment contract could allow 
an immediate initiation of foreclosure. 

HUD then recommends that Congress encourage the States to adopt more 
uniform foreclosure laws, patterned after such a modified ULSIA 
procedure. 

Regulatory and Legislative Recommendations 

As a result of this study, HUD has several suggestions for how the 
processes triggered by mortgage default can be made more equitable to 
borrowers and to the mortgage industry. The first recommendation 
involves more uniform and equitable treatment of involved parties across 
States. This matter was discussed above. 

The second recommendation aims to increase the number of loan workouts 
attempted. It is a call to credit-risk bearing agencies to review their 
implementation of loan modifications and forbearances to find ways of 
doing this. There may be ways to either leave modified loans in securities 
pools or to at least resecuritize modified loans that perform for a number 
of months while held in agency portfolios. Such changes in agency 
regulations to make loan modifications a reality for more troubled 
borrowers was the number one request made by loan servicers to HUD in 
the course of this study. Fannie Mae has traditionally been receptive to 
repurchasing modified loans to hold in its retained portfolio. During the 

3Such criteria could be a combination of equity at loan origination, seasoning of mortgages to allow for 30 percent 
equity based on origination value, and house-price movements in the locality since loan origination. As discussed in 
the body of the report, the typical foreclosure process has a total cost of around 20 percent of the house value, thus 
"significant" equity must be defined so as to allow lender protection when extending mandatory forbearances. 
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course of this study, Freddie Mac implemented the first ever policy of 
repurchasing defaulted loans from security pools for modification and 
placement in its retained portfolio. HUD and FHA have not pursued such 
a course because of the present entanglement of the assignment program 
with other forms of borrower relief. At present, HUD does not have 
authority to pay a claim in order to take any loans into portfolio except 
through assignment with its 36 month forbearance period. 

On a related front, increasing the use of servicer initiated forbearances will 
require that agencies make servicers more responsible for what happens to 
loans that are not recommended for agency/insurer relief programs. This 
may require provisions for agencies and insurers to reinsure servicer 
capacities to finance securities pass-throughs in the event of regional 
economic declines when defaults rise above a certain threshold. Research 
on the issue of how much risk can be profitably undertaken with respect to 
loan modifications and forbearances suggests that the credit-risk bearing 
agency can profitably offer these options even when success rates are lower 
than 30 percent. This comes from analysis that shows that cost savings on 
each foreclosure-alternative success are so large as to be able to finance the 
extra costs associated with more than three failures. It appears that the 
industry has not yet begun to approach the level of workout attempts that 
would be in their best interests to do. Fannie Mae, however, has now begun 
an effort that attempts to exploit this potential. 

In terms of FHA programs, HUD is currently reviewing all aspects of its 
borrower relief efforts. Changes are underway with respect to better 
utilizing of servicers and counseling agencies and developing loss mitigation 
operations in the new FHA Single Family Service Centers. An intensive 
study of the strengths and weaknesses of the mortgage assignment program 
is also being performed, and HUD implemented a nationwide 
preforeclosure sale program at the beginning of fiscal year 1995. 

To provide the most effective loss mitigation and borrower protection 
possible, HUD requires a new statutory basis from which to operate. Such 
a framework would hold the Secretary accountable for activities designed 
to assist FHA insured borrowers maintain their homes through times of 
temporary financial difficulties, while providing broad discretion in how 
that is accomplished. The current statutory and judicial framework in which 
HUD operates makes it difficult to properly safeguard the safety and 
soundness of its insurance funds, or to maximize the welfare of its 
homeowner clients who experience financial difficulties. By emphasizing 
loan assignment as the premier relief effort, the Department is required to 
place large amounts of resources into managing only one-fifth of its 
seriously delinquent insured loans, to the neglect of the other four-fifths that 
cannot cure on their own. Of the smaller amount that is currently assisted 
through assignment, those which can be helped maintain their homes could 
all be assisted with less costly tools. 

xv 



Executive Summary 

Providing the Secretary broad legislative authority to implement cost-saving 
foreclosure avoidance strategies while being responsible for social 
performance goals would both fulfill the spirit of the National Housing Act 
and the Government Performance and Results Act of 1993 and give it the 
flexibilities it requires to develop and maintain a modern loss mitigation 
borrower relief program. It could then assist more insured borrowers to 
maintain their homes and others to transition to lower cost housing without 
the use of property foreclosure. 

HUD has two statutory mandates with respect to FHA programs that 
currently conflict with each other: to provide an actuarially sound mortgage 
insurance product through its Mutual Mortgage Insurance Fund, and to 
protect insured borrowers from loss of their homes when they experience 
temporary financial hardships. These two can only be made fully 
compatible if borrower relief is either constrained to those measures that are 
cost-saving to the Department, or such relief is made an insurance product 
in its own right. Offering the traditional package of insurance to lenders 
against default with a new program of insurance to homeowners against 
temporary hardships beyond their control would remove the conflict 
between HUD's fiduciary responsibility and its protection-of­
homeownership responsibility. HUD commits to examining the feasibility 
of developing a mortgage credit insurance product that would be mandatory 
for first-time and other FHA mortgage borrowers at higher risk of default. 
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Introduction to the Study 

Chapter 1 

Introduction to the Study


1.1 Legislative Mandate 

Sec. 918 of the Housing and Community Development Act of 1992 mandates the following 
with regard to this study of foreclosure alternatives: 

a) IN GENERAL.--The Secretary of Housing and Urban Development shall 
conduct a study to review and analyze alternatives for homeowners whose principal 
residences are subject to federally-related mortgages (in connection with federally-related 
mortgage loans, as such term is defined in section 3 of the Real Estate Settlement 
Procedures Act of 1974) under which the homeowner is in default. In conducting the 
study, the Secretary-­

(1) may consult with any appropriate Federal agencies that make, insure, 
or guarantee mortgage loans relating to 1- to 4-family dwellings and with the 
Federal National Mortgage Association, the Federal Home Loan Mortgage 
Corporation, the Government National Mortgage Association, and the Federal 
Agricultural Mortgage Corporation; and 

(2) shall review and assess the adequacy, with respect to providing 
alternatives to foreclosure, of-­

(A) the temporary mortgage assistance payments program authorized under 
section 230 of the National Housing Act; 
(B) the authority of the Secretary to modify interest rates and other terms 
of mortgages transferred to the Secretary under section 7(i) of the 
Department of Housing and Urban Development Act; and 
(C) any authority pursuant to Debt Collection Act of 1982 to reduce interest 
rates on outstanding debt to the borrowing rate for the Treasury of the 
United States. 

The Secretary shall evaluate alternatives to foreclosure based on fairness of the procedures 
to the homeowner and reducing adverse effects on the mortgage lending system. 

(b) REPORT.--Not later than March 1, 1993, the Secretary shall submit a report 
to the Congress regarding the results of the study conducted under subsection (a). The 
report shall contain a detailed description and assessment of each alternative to foreclosure 
analyzed under the study and a statement by the Secretary regarding the intent of the 
Secretary to use any authority available under the provisions referred to in subsection 
(a)(2) to avoid foreclosure under mortgages (and any reasons for not using such authority). 
The report may also contain any recommendations of the Secretary for administrative or 
legislative action to assist homeowners to avoid foreclosure and any loss of equity in their 
mortgaged homes that may result from foreclosure. 
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1.2 Impetus for the Legislation 

State foreclosure laws provide numerous protections for mortgaged 
homeowners so that their property rights are not unduly jeopardized by 
short-term cash-flow problems, yet there is a tremendous variation in that 
protection across States. Agencies and corporations that bear mortgage-
credit risk also have procedures in place which attempt to minimize the 
incidence of foreclosure. While these procedures are primarily designed to 
protect the financial interests of the risk-bearing agencies, they too serve as 
safeguards for the equity interest of mortgaged homeowners. 

Even with foreclosure mitigating policies and statutes in place, some 
homeowners with financial difficulties may face unnecessary loss of their 
mortgaged properties. This concern prompted Congress to commission 
HUD in the Housing and Community Development Act of 1992 (HCDA of 
1992) to provide a review of the policies and procedures of both HUD and 
the broader mortgage industry with respect to foreclosures of single-family 
properties. In particular, concerns have been raised that there may exist 
structural deficiencies in the interplay of mortgage market players--lenders, 
servicers, insurers, courts--that either allow for loopholes in homeowner 
protection statutes or give lenders incentives to process foreclosures rather 
than explore potential remedies with borrowers. If such exists, it is most 
grievous if incentives to foreclose increase for properties with positive 
equity where lenders can more easily cover the costs of foreclosure via sale 
of the property. 

Section 918 of the HCDA of 1992 requires HUD to review and assess the 
adequacy of existing programs authorized in previous legislation to help 
FHA borrowers avoid foreclosure. Specifically, these are the FHA 
Mortgage Assignment Program (TMAP), the Temporary Mortgage 
Assistance Program, and use of any general Departmental authority to 
adjust interest rates on its receivables (which includes loans held in 
portfolio). HUD is further charged to review the spectrum of alternatives 
to foreclosure being used with other federally-related mortgages. The 
legislation solicits recommendations on regulatory and legislative changes 
that could both reduce the incidence of foreclosure and provide stronger 
protections for recovery of home equity by borrowers whose mortgages are 
foreclosed. 

1.3 Foreclosure 

Mortgage foreclosure is a tragic and traumatic event for any homeowner. 
It involves involuntarily relinquishing rights to a property due to the 
inability to maintain financial obligations involved with homeownership. 
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Foreclosures become more prevalent during times of national or regional 
recessions when those who lose their jobs find it difficult to obtain new 
ones. When the local job base is shrinking, the demand for housing 
decreases and house prices fall. Many homeowners with mortgaged 
properties then find they do not have the wherewithal to remain current on 
their loan obligations, but they also cannot sell at prices high enough to 
cover their outstanding loan balances. This dilemma can be particularly 
acute for first-time homebuyers and young families who may have little in 
the way of other assets to draw on in times of financial stress. 

All mortgage market organizations have a financial incentive to avoid 
foreclosure. Not only is it the costliest way to resolve borrower 
difficulties, but there are also a number of significant uncertainties in the 
process. Foreclosure laws are State specific, and in many cases make it 
difficult to remove a nonpaying borrower from a property for up to 2 years. 
A defaulted borrower can file for bankruptcy court protection up to the day 
of a foreclosure sale and, in some cases, can challenge a foreclosure 
through bankruptcy up to 1 year after it takes place. There is also the 
problem and cost of having to manage and market the property after 
obtaining it through foreclosure. Foreclosed homes generally sell at a 
discount, and the firm selling it must be careful not to jeopardize the values 
of other properties in the locality that it also holds in portfolio, either as 
servicer, insurer, or security guarantor. 

Likewise, foreclosure can be costly for mortgaged homeowners. Its effects 
on a family's credit rating can last 5-to-10 years, and they may be liable for 
a deficiency judgment that includes not just the unrecovered debt but all of 
the foreclosing firm's legal and property management fees as well. If the 
deficiency is not pursued, there is a discharge-of-indebtedness that must be 
reported as current income for Federal income taxation.4  Therefore, losing 
their homes in foreclosure is not the end of troubles for financially 
embattled families. 

1.4 Mortgage Market Organizations 

The U.S. Congress and individual State legislatures have historically been 
concerned with maintaining the stability of homeowners through difficult 
economic times. The Federal Housing Administration (FHA) was 
established in the National Housing Act of 1934 to recreate a mortgage 
market out of the ashes of the nationwide foreclosure epidemic of the Great 
Depression. Through the FHA, the Federal government began insuring 
lenders against borrower default on home purchase loans. This gave 
lenders the confidence needed to provide mortgage funds to a broad 

4Except in States where deficiency judgements are outlawed. In those cases the discharged indebtedness is 
included in the basis of the property when computing capital gains or losses on its transfer (see Chapter 7.3). 
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spectrum of aspiring homeowners, particularly those with modest incomes 
and wealth. During that same time period, many States enacted emergency 
moratoriums on foreclosures in order to protect the home equity of families 
trapped in a period of unemployment or, in cases of banks calling in debts, 
under the financial system stress of depositor cash withdrawals. 

Mortgage markets have changed dramatically since that time. First, the 
early success of FHA was an example for the introduction of a similar 
program for military veterans at the close of World War II. The expanding 
population and homeownership rate that began in the post-war period then 
spawned a viable private mortgage insurance industry that has now replaced 
FHA for many types of business. Second, maturation of the secondary 
mortgage market, brought about by the popularization of mortgage-backed 
securities in the 1980s, lessened the dominant role of thrift institutions and 
community bankers, since having the funds to hold mortgages in portfolio 
was no longer of primary concern for loan origination. 

Today any discussion of alternatives to foreclosure must consider a 
diversified marketplace with several groups of players. First there are the 
lenders. They may or may not hold any loans in portfolio, but they often 
still retain servicing rights to the loans they originate. Loan originations 
themselves can be through direct retail outlets or purchases from 
correspondent brokers. Lender/servicers still play a vital role in the 
default/foreclosure process because they are the first line of defense in 
preventing foreclosures. They maintain the payment histories of each 
borrower, are the first to know when delinquencies appear, will be the first 
to make contact with troubled borrowers, and ultimately must process 
foreclosures. 

Next there are the mortgage insurers, both private corporations and 
government agencies (FHA and VA).5  They bear the top credit risk in the 
event of loan default and issue guidelines to servicers telling them when and 
how to intervene to minimize losses. Last in line are the guarantee 
agencies, Ginnie Mae and the so-called government sponsored enterprises 
(GSE) Fannie Mae and Freddie Mac. They assure timely payment to the 
ultimate investors who own the rights to the mortgage loan cash flows. 
They too bear some credit risk, generally the bottom portion after what is 
covered by the insurer, and so they also provide guidelines to servicers for 

5The Farmers Home Administration (FmHA) is a division of the U.S. Department of Agriculture that makes farm 
and rural-home mortgage loans. They are a very specialized lender (roughly 2 percent of all home mortgages) that 
has only recently begun to interact with other segments of the mortgage market through a Loan Note Guarantee 
insurance program. FmHA has historically acted as loan originator, investor, servicer, and even securitizer through 
the Federal Agricultural Mortgage Association, or Farmer Mac. Because of their separation from the rest of the 
market, FmHA programs are not discussed in this report. 
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handling loan defaults.6,7 

All three groups--lender/servicers, insurers, and credit agencies--have a 
financial interest in what happens to troubled borrowers. A large 
percentage of lender/servicer operating costs involve handling delinquent 
accounts: insurers face the prospect of claims covering undersecured 
properties and legal costs of foreclosure and guarantee agencies must 
finance delinquent accounts. Yet these lines of demarcation are not firmly 
fixed. Depending on the contractual arrangements, any one of the three 
groups may manage and sell foreclosed properties, and any one may bear 
a portion or all of the loss due to default. In addition, the guarantee 
agencies have product line menus that which also allow the lender/servicers 
who are selling them loans various options in regard to who will bear 
responsibilities for interest pass-throughs to security holders when 
borrowers miss payments. 

1.5 HUD's Approach to the Study 

This study highlights areas of current practice that need to be addressed by 
Congress, the States, and the mortgage industry to make the processes and 
procedures involved with handling defaulted single-family mortgage loans 
more equitable to responsible homeowners and less costly to the mortgage 
industry. Analysis used in this report took the form of investigating agency 
and insurer guidelines for foreclosure prevention and the actual use and 
success of these in practice. HUD held discussions with representatives of 
FHA, VA, Fannie Mae and Freddie Mac, private mortgage insurers, 
mortgage bankers, lawyers, portfolio lenders, and consumer interest 
groups. Aggregate data was gathered from them to help understand the 
extent to which current policies and practices serve to protect the interests 
of troubled borrowers and those who bear mortgage credit risk. Because 
systematic use of foreclosure alternatives has, as a practical matter, only 
been developed over the last 10 years, detailed information on the use and 
success of these programs is generally not yet available. All major firms 
have, however, now begun to track them on a systematic basis. 

HUD's mortgage assignment program posed a unique set of challenges. Its 
implementation and use have been clouded by protracted litigation. HUD 
has initiated contracts to perform thorough financial and management 

6There are a growing number of private companies involved in securitizing "jumbo" (above size limits for Fannie 
Mae and Freddie Mac) and commercial loans. Their role in the single-family mortgage market is one of absorbing the 
demand for lender liquidity at the very top end of housing markets. 

7Ginnie Mae differs from both Fannie Mae and Freddie Mac in that it does not buy any loans directly but only 
guarantees securities issued by others. It does not assume the lower portion of credit risk (after insurance coverage) 
as do the other two, but only assumes the risk of servicer bankruptcy. In the case of FHA loans in Ginnie Mae 
security pools, FHA covers 100 percent of the credit risk on each loan. With VA loans in Ginnie Mae pools the 
issuer must accept any risk not covered by VA. 
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evaluations of accepting mortgage assignments. The review included in this 
report reflects aggregate analyses based on data available at the time of 
writing. 

1.6 Overview of Report 

In Chapter 2 the mortgage delinquency problem is outlined. There the issue 
of how homeowners typically get behind on payments and how 
lender/servicers respond during the first 90 days is addressed. Then in 
Chapter 3 the concept of loss mitigation is introduced. This is the effective 
working mode for mortgage market participants once a delinquency extends 
beyond 90 days. The 90-day-plus time frame is of primary interest in this 
study because it involves what is done when foreclosure becomes a viable 
option. Next the differences and similarities between insurer and agency 
guidelines for loan management by servicers are outlined in Chapter 4, 
which includes special sections for current innovations and loan servicer 
concerns. The FHA and VA mortgage programs for foreclosure prevention 
are outlined in Chapter 5. Chapter 6 turns to discussions of foreclosure and 
bankruptcy laws and Chapter 7 delineates potential regulatory and 
legislative changes that could improve market efficiency and overall 
consumer welfare. 
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Chapter 2 

Mortgage Delinquency and Foreclosure

Magnitudes


This chapter provides an overview of what happens in the first 90 days of mortgage loan 
delinquency and discusses the number of 90-day delinquencies that result in foreclosure. 
Contracts written in the United States generally stipulate that payments are due on the first 
of each month, with late penalties assessed on payments made after day 15. While a loan 
is technically delinquent after the first of the month, the account is not considered in a non-
payment status until the next payment is due on the first day of the following month. This 
is 30-days delinquency. At that point the borrower has missed one payment and the next 
is due. Legally, this is the point of loan default. 

2.1 Definitions and Dimensions 

A borrower is legally in default on a loan obligation whenever there is 
failure to meet any one of the contract terms. All mortgages and deeds-of-
trust8 have clauses that permit lenders (mortgagees) to accelerate the terms 
of the promissory note, i.e., demand immediate payment of the entire debt, 
whenever default occurs. The typical case of default is that of a missed 
payment. But in deference to the homestead nature of principal residences, 
modern foreclosure laws do not permit immediate acceleration of the note. 
Common law practice requires that time must elapse to show sufficient 
evidence that the homeowner borrower (mortgagor) cannot or will not bring 
the loan current within a reasonable period of time before the lender can 
have the property sold to repay the debt. Once the lender makes an election 
to accelerate the note, additional time is given to allow the borrower one 
last chance to reinstate the loan. This product of sixteenth century English 
law is called an equitable redemption period. Redemption is exercised 
when the borrower makes all missed payments plus penalties and lender 
costs. Failure of the borrower to reinstate the loan within the redemption 
period permits the lender to sell the collateralized property to recover the 
outstanding debt. 

In common practice default has come to mean the point at which foreclosure 
is a viable option and the equity of redemption begins. This is at 90-days 
delinquency, when 3 consecutive monthly payments have been missed and 
a fourth is now due. Loans at this stage are also called "seriously 

8The actual legal instrument used to collateralize the debt obligation depends on the State in which the property resides, 
but the effects of using either are the same. 
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delinquent." The subtle difference between delinquency and default, in 
modern usage, is the difference between failure of a borrower to make 
timely payments of mortgage obligations and persistent neglect of those 
payment obligations. Mortgage loans are considered "in default" after 90 
days of delinquency, the point at which the courts would seriously entertain 
a foreclosure petition.9 

The magnitude of delinquency rises and falls with the economy in general, 
but with some lag. Delinquency cycles are typically regional rather than 
national phenomena. Since 1980, the United States has experienced rolling 
and overlapping regional recessions, with each one taking its turn in 
holding up national delinquency rates. First there was the farm- and 
industrial-belt recession of the Northcentral States in 1981-82. That was 
followed by recessions in the energy-producing and mineral-extracting 
States in 1986-88, the Northeast States during 1987-91, and now one in 
southern California. Interestingly, the national recession of 1991-92 was 
not as significant a factor as were regional effects on delinquencies because 
that contraction of spending was primarily due to households consolidating 
existing debts, often finding they could refinance their home mortgages 
from 30-year to 15-year terms to lower their long-term debt burdens.10,11 

Figure 2.1 highlights the changing pattern of regional delinquency rates 
from 1980 through 1993. Delinquencies match unemployment rates, which 
lag the general economy, so they generally rise and peak after the 
recessions have ended. 

9Lenders must maintain consistency in their approaches or else a borrower could legally contest a foreclosure by 
pointing out inequities in the lender's handling of defaults. For example, if a lender has previously allowed a borrower 
to make up missed payments the next month, it cannot in a new context require that missed payments be paid-in-full before 
the next payment is due. Lenders must then set internal rules on at what point in a delinquency they will initiate 
foreclosures based on probabilities of borrower self cures and costs of foreclosure proceedings. 

10The 1991-1992 recession was considered atypical. It developed largely through a drop in consumer confidence which 
led to the consolidation rather than expansion of spending in general and debt in particular. DRI/McGraw Hill's monthly 
Review of the U.S. Economy highlighted this phenomenon as it developed. See, in particular, "Why Do Consumers Feel 
so Blue?" in the December 1991 issue (p. 33), and the regular "Consumer Income and Spending" section of each monthly 
Review.  In addition, data collected by the Federal Reserve Board (see monthly Federal Reserve Bulletin) show a 
significant contraction in automobile debt throughout 1991, which brought down overall consumer installment 
indebtedness. 

11Issues regarding changes in bank lending practices following the Financial Institutions Reform, Recovery, and 
Enforcement Act of 1989 and stricter capital requirements on real estate loans have not significantly impacted single-family 
residential lending. Likewise, the takeover of insolvent lenders by the Resolution Trust Corporation and its parent, the 
Federal Deposit Insurance Corporation, did not cause additional loan accelerations and foreclosures. The national presence 
of secondary mortgage market agencies has maintained a steady flow of single-family mortgage funds to lenders. 
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2.2 Becoming Delinquent 

Delinquency by itself does not alarm lenders, although they do monitor it 
for changing patterns. Many loans will become delinquent for one or two 
months at some time during their term. Some have regular, even 
predictable patterns of delinquency. The most common cause of non-
recurring delinquency is financial stress, whether it be from a spell of 
unemployment, major unexpected expenses (house repairs, medical, etc.), 
or an overextension of consumer credit. Non-financial family stress is 
another cause of delinquency. Here we refer to both divorce and death. 
Divorce situations are difficult for servicers to manage, since the parties 
involved, who are likely to be co-borrowers, are often at odds with each 
other and may allow a mortgage delinquency to continue, even through 
foreclosure, to inflict harm on one another. 

Regular, recurring delinquents include seasonal workers (e.g., construction 
trades and agriculture), families that overextend themselves buying holiday 
gifts each year (especially at Christmas), and others who live with 
precarious finances and make their mortgage payments days or weeks after 
the due date each month. 
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Figure 2.1 

Regional Mortgage Delinquenciesa 

aThis counts all loans 30 or more days delinquent, including those in foreclosure processing. 

Source: Mortgage Banker's Association, National Delinquency Surveys, 4th quarter of each year. North East and 
North Central are U.S. Census regions, Energy & Mineral includes Census South West and Mountain regions. 
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The final category of delinquency is the non-hardship case, where 
borrowers with negative equity in their properties stop making loan 
payments, and sometimes abandon their homes, in attempts to escape the 
financial obligation of an asset that is "under water." Mortgage finance 
institutions have different approaches to dealing with this group of 
borrowers. Some will offer alternatives to foreclosure in order to minimize 
their own loss exposure, while others will, on principal, threaten 
foreclosure and a deficiency judgment against the borrower in order to 
leverage reinstatement. Abandonment combined with non-payment allows 
faster acceleration of the mortgage note, generally starting at 60-days 
delinquency (2 missed payments). The courts are more lenient in initiating 
and curtailing equities of redemption in these cases because the borrower 
has given up interest in the property. 

2.3 Delinquency Monitoring and Intervention 

Conventions for how servicers respond to delinquent borrowers are fairly 
uniform throughout the industry. Because each servicer may handle loans 
for all guarantee agencies and with many or all mortgage insurers, new 
approaches instituted by one secondary market organization can have 
spillover benefits to loans owned or insured by others. A study of portfolio 
lenders by researchers at the University of Mississippi found that nearly 50 
percent of their loans conformed to agency criteria for sale into the 
secondary market.12 

Nearly all mortgages in the United States have monthly payment schedules 
and stipulate that payments are due on the first of each month, with late 
penalties imposed on payments made after the fifteenth day. Rarely will a 
servicer intervene before the fifteenth day. The exception is for borrowers 
who have consistently paid on or near the first of the month because even 
a 7-10 day delay may signal problems for them. 

The servicer's first step is to either send a postcard reminder or make a 
phone call to the borrower in the 15-20 day period. If no payment is made 
by the 30th day, the due date of the next scheduled payment, then a letter 
is sent which explains the importance of curing the delinquency and 

12This study, Edmister (1991), reviewed the portfolios of 29 savings & loan associations in three states--Arkansas, 
Louisiana, and Mississippi. Portfolio lenders do not necessarily keep all loans they originate. Many are approved 
seller/servicers for Fannie Mae, Freddie Mac, and/or Ginnie Mae in order to maintain liquidity options with respect to 
their existing portfolios. Edmister's work also shows that portfolio lenders tend to use the secondary market for high loan-
to-value (LTV) products. Their nonconforming loans, which cannot be sold, tend to have LTV ratios below 80 percent; 
relatively few of them have ratios at 90 percent or above. This suggests that they do little in the way of self-insuring high 
LTV ratio loans through higher interest rates. Their lack of geographical diversification and stricter capital requirements 
for taking credit risk on loans makes such operations unattractive. 
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avoiding a default on one's credit rating.13  In the past, servicers have been 
required by law to send a notice outlining the availability of HUD-approved 
counseling agencies to assist the homeowner to find a way to retain their 
home. In practice, those who follow the statute send the HUD brochure 
"Avoiding Foreclosure", HUD-426-H(12).14  The perspective of servicers 
and insurers is that these counseling agencies are not fully equipped to deal 
with resolving mortgage problems. Housing counselors are still learning 
about the loss mitigation process and the availability of assistance through 
the servicer or insurer.15  As a result they may approach loan servicers from 
an adversarial stance, not expecting them to be cooperative. This is not 
surprising given that recent changes in insurer and guarantee agency 
willingness to assist troubled borrowers has been gradually implemented by 
servicers over the course of the past three or four years. 

Perhaps the most delicate stage comes in the 45-60 day interval, before the 
third payment is due. Industry sources indicate that a high percentage of 
loans in this stage of delinquency will still eventually cure themselves, so 
servicers do not want to unnecessarily scare homeowners with the prospect 
of foreclosure or suggest that they are in serious need of counseling. Yet 
servicers need good information on borrower circumstances to rank 
delinquencies by potential for self-cure and to provide guidance for 
borrowers. Some agencies require that servicers have face-to-face meetings 
with borrowers at this stage to assess their financial situation and the 
condition of the property. What is most important is that servicers 
convince borrowers to work with them toward a solution. 

The final stage of short-term delinquency management is for loans in the 
60-90 day period, between the due dates of the third and fourth payments. 
At this point servicers explain the very real possibility of foreclosure and 
attempt to steer borrowers toward short-term cures. "Short" generally 
means bringing a loan current within 3-6 months. Surveys administered by 
the Mortgage Bankers Association of America show that the number of 

13With the advent of the 3 percent downpayment conventional loan in late 1993 came a different approach to loan 
delinquencies. Borrowers who are able only to provide a very modest downpayment are considered most susceptible to 
short-run cash-flow difficulties becoming longer term problems. Therefore, mortgage insurers offerings these products 
require more intensive servicer (or counselor) interventions at the initial 15-day delinquency mark. 

14The authorizing statute is section 169 of the Housing and Community Development Act of 1987, which amends 12 
USC 1701x and can be found at 101 Stat. 1865. There are no existing penalties for noncompliance. Amendments made 
in 1990 (104 Stat. 4239) require that HUD monitor and report to the Congress on compliance. While HUD requests that 
the banking regulatory agencies report compliance to it, the Department does not have personnel to manage and report 
on this. The sunset for the legislation was extended twice and finally expired on September 30, 1994. 

15Payment for such services, though extremely valuable to borrowers, is not a direct part of HUD's statutory authority 
with respect to payments to counseling agencies. 
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delinquencies which get to this stage to be roughly one-fourth of all that are 
initially 30-days delinquent. Data on Fannie Mae loans suggests that 
another fourth of original delinquents will already be in a servicer­
sponsored short-term repayment program by the 90-day mark; the 
remaining half would have already self-cured.16 

2.4 The Magnitude of Foreclosures 

The percentage of seriously delinquent loans for which foreclosure actions 
had been started increased throughout the 1980s as regional recessions 
overlapped and structural changes in employment patterns made job losses 
and house-price declines more severe. The erosion of underlying house-
price-inflation trends meant that fewer troubled homeowners could sell their 
properties without incurring excessive losses. Data from the Mortgage 
Bankers Association's National Delinquency Survey shows that from 1982 
to 1985 foreclosures were started on only 25% of 90-day-plus delinquents. 
That percent rose to roughly 33% in the 1986-88 period, and then to the 

current 40% by 1990. The actual increase was moderated by more 
sophistication on the part of mortgage finance institutions with regard to 
foreclosure alternatives. The sheer increase in the number of loans in 
default made it imperative for them to increase the size and training of staff 
for managing delinquent accounts and mitigating losses resulting from loan 
default and foreclosure. Figure 2.2 tracks the percent of single family 
mortgage loans in process of foreclosure from 1980 to 1993.17  The 1980-
1981 rates compare with those of the 1960s, while those since 1984 have 
been at post-war highs. By contrast, foreclosure initiation rates were 
historically low in the 1950s and again in the 1970s.18  How defaulted loans 
are handled is discussed more thoroughly in Chapters 3, 4 and 5. 

Of loans approved for foreclosure, only a fraction will complete the 
process, although exact numbers are not known. The Mortgage Bankers 
Association surveys only ask for foreclosures in process, not foreclosures 
completed. There can be considerable fallout due to borrower reinstatement 
and insurers and/or guarantee agencies offering workouts to borrowers. 
Industry sources suggest that the foreclosure completion rate is high for 

16Fannie Mae data for 1990-1992 is summarized in Inside Mortgage Finance (1993, p. 89-91). The balance of in-
relief (lender sponsored repayment plan) to not-in-relief has improved over the past few years. See Financial World 
Publications (1989, p. 30) for 1988 data. 

17Actual numbers of foreclosures cannot be derived from these percentages. They represent loans in all stages of 
foreclosure at one point in time. Some of these will be new and have high cure rates, while others will be fast approaching 
the foreclosure sale. 

18For a discussion of delinquency and foreclosure-in-process rates from 1945-1965 see Herzog and Earley (1970). 
The Mortgage Bankers Association began tracking foreclosure processing rates in 1962, but their sample of lenders was 
not fully representative of the entire mortgage market until the early 1980s. 
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higher loan-to-value loans which are not likely to have the equity to sell 
properties on their own, and much lower for other loans. 

Table 2.1 is provided in order to understand the dynamic nature of how 
loans move in-and-out of default and foreclosure processing. It follows one 
cohort of loans, those in Fannie Mae's portfolio and MBS pools in January 
1990, for three years, tracking the long-run outcome of borrower 
circumstances at that point in time.19  In terms of ultimate foreclosures, note 
that only 45 percent of those in foreclosure processing in January 1990 
were actually foreclosed on, while another 2.6 percent cured but then had 
recurrent problems that led to a new 

19Note that the path from January 1990 status to February 1993 status is not necessarily linear. Some borrowers 
become delinquent and cure numerous times. Some of these become eventual foreclosures and others either sell properties, 
refinance or continue to maintain their mortgages. 
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Figure 2.2


Percent of Single Family Mortgage Loans in Foreclosure Processing


Source: MBA National Delinquency Surveys 
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Table 2.1 

The Movement of Loans In-and-Out of Delinquency and 
Foreclosure Processing Over a Three Year Period 

Status as of January 31, 1990 
(number of loans) 

Status in February 
1993 

Current 

(4,396,973) 

In Servicer 
Reliefa 

(3,878) 

Three or 
more months 
delinquent 

(13,109) 

In 
foreclosure 

processing 
(9,713) 

Foreclosed 0.8% 22.5% 25.5% 45.0% 

Loan paid off or 
repurchased by Fannie 
Mae 

44.4 28.8 42.7 35.6 

Current 52.6 29.4 16.7 9.5 

1 month delinquent 1.4 6.6 4.8 2.2 

2 months delinquent 0.3 2.0 1.9 0.7 

3+ months delinquent 0.1 1.1 1.4 0.5 

In Servicer Reliefa 0.1 4.2 1.1 0.6 

Bankruptcy 0.1 2.8 3.3 3.3 

In Foreclosure 
Processing 

0.2 2.6 2.6 2.6 

arelief corresponds to a servicer initiated forbearance and/or repayment plan. 
Source: Fannie Mae 
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foreclosure initiation. Only 22.5 percent of those in lender forbearance or 
repayment plans failed and lost their homes in foreclosure, and 25.5 percent 
of homeowners 90 days delinquent were unable to find a way to avoid 
foreclosure. So foreclosure is not inevitable for borrowers who find 
themselves three or more months delinquent on their home mortgages. 

HUD is unaware of any existing attempts to estimate the number of actual 
single family foreclosures that occur in the United States. Therefore, an 
estimation technique was developed for this report. The crucial element is 
estimating a completion rate for foreclosures started. This is done by loan 
type (conventional versus government insured) and original loan-to-value 
ratios (above and below 80 percent). The weighted-average completion 
rates derived here range between 55 and 59 percent for 1981-1993.20  Using 
these ratios, the total number of single-family loan foreclosures in the 
United States can be estimated from data published by the Mortgage 
Bankers Association and the Federal Reserve Board.21  Figure 2.3 reports 
these estimates for 1981-1993. 

It appears that foreclosures have more than tripled over the past thirteen 
years, starting at 90,000 in 1981 and peaking at over 313,000 in 1992. In 
1993, national foreclosures eased to a total of around 295,000. 

20While no one in the mortgage industry tracks this information for all loans, a private insurer indicated a 76 percent 
completion rate on their above 80 percent loan-to-value mortgages, and Fannie Mae provided a 45 percent figure overall 
(this was for loans in foreclosure at one point in time), with 40 percent of foreclosure initiations being high loan-to-value 
product. A low loan-to-value completion rate of 25 percent was backed into from these numbers. For government insured 
loans we use an 85 percent completion rate for high loan-to-value loans (95 percent of insured loans) and a 40 percent 
completion rate for ones with low loan-to-values. 

21Specifically, we divide loan volume numbers reported by the Federal Reserve by average loan sizes in Mortgage 
Bankers Association (MBA) survey data (divide total survey volume by number of loans surveyed) to obtain total number 
of loans outstanding. MBA foreclosure initiation rates for government and conventional loans are multiplied by loans 
outstanding to obtain number of loans in foreclosure process. Completions are obtained by multiplying foreclosures 
initiated by weighted completion rates (see footnote 13), and are attributed to future quarters according to the frequency 
distribution of state foreclosure times (see Table 6.2). These are then aggregated into calendar years. 
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Figure 2.3 

Estimates of Annual Single-Family Mortgage Foreclosuresa 

asee footnote 14 for computation methods; aggregating quarterly foreclosures into annual.

Sources: HUD estimates using data from the Mortgage Bankers Association of America and the Federal Reserve

Board
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Chapter 3 

Loss Mitigation and the Decision to Foreclose 

Loss mitigation in the mortgage industry means attempts at avoiding 
foreclosures. Property foreclosure is the most costly means of remedying 
a mortgage default, so as default numbers have risen over the past 10 years, 
the industry has become more sophisticated in its approach to delinquent 
borrowers. During eras in which foreclosures were uncommon events, it 
was standard practice to merely turn 90-day delinquent accounts over to 
attorneys for foreclosure. While there are instances in which this still 
occurs, insurers and guarantee agencies can no longer afford that luxury. 
In the process of finding ways to avoid the costs associated with 
foreclosure, they have discovered that loss mitigation is generally a win-win 
proposition; it is in both the lender's (or insurer/guarantor) and borrower's 
best interest to negotiate a settlement short of foreclosure. 

This chapter chronicles development of default and foreclosure strategies 
of the U.S. mortgage industry in the post-Depression era. It concludes with 
a discussion of the merits of modern loss-mitigation strategies. 

3.1 History and Development: 1940-1970 

In the 1940-1970 period, there were two types of lending institutions: 
mortgage bankers, who originated government-insured loans, sold them to 
Fannie Mae, and retained the servicing rights; and depository institutions 
that originated loans to hold in portfolio and to service.22  The latter group 
was dominated by savings and loans, who were assisted in financing their 
loans by borrowing ("advances") from regional Federal Home Loan Banks. 
Private mortgage insurers entered the picture beginning in 1957.23  They 
provided portfolio lenders with the type of protection FHA and VA 
provided for mortgage bankers and Fannie Mae. National coverage by the 
new private mortgage insurers encouraged regulators to allow lenders to 
offer non-government insured loans with debt ratios above 75 percent, 

22There was also some minor activity by mortgage banks originating conventional loans and selling them to portfolio 
lenders and insurance companies. 

231957 saw the chartering of the Mortgage Insurance Guaranty Corporation in Milwaukee, Wisconsin. This was the 
dominant private firm well into the 1970s (see Rapkin, et al., 1967). There were mortgage insurers prior to 1930, but 
they consisted mainly of thinly regulated title companies that insured second trusts with reserves reinvested into real 
estate. They all collapsed and disappeared in the 1930s (see Rapkin, et al., 1967, Ch. III). 
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thereby allowing them to compete with FHA for first-time moderate-income 
buyers.24  Until allowable loan-to-value ratios climb above this level there 
is little risk of loss from foreclosure because, unless the property is badly 
damaged or a general depression exists, loans would have sufficient 
collateral to cover both the debt and selling costs. Because of this, lenders 
did not usually have systematic procedures for foreclosure avoidance. The 
basic tools, however, were there: house sales, loan modifications, short-
and long-term forbearances, and accepting voluntary conveyance of 
properties. How lenders used these tools was primarily an individual 
matter, but through experience, each came to a fairly common set of 
operating rules even though they often had no written policy manuals.25  In 
general, resolving problem loans was the responsibility of the originating 
loan officer. Separate divisions for handling troubled loans were not in 
existence until the 1974-5 recession (Dunaway, 1992, '2A.07). 

Because this was an important, yet unknown side of mortgage lending, the 
Federal Home Loan Bank Board commissioned Touche Ross & Co. to 
study how savings banks were handling seriously delinquent loans (Touche 
Ross, 1975). Touche Ross studied practices in six firms representing 
savings institutions in three States--Texas, California, and Illinois--during 
1973 and 1974. These States represent the spectrum of foreclosure law 
time frames--fast, moderate, and prolonged, respectively. Touche Ross 
found that the cost of foreclosure itself, which is a product of these State 
laws, did not influence the decision to foreclose (Touche Ross, 1975, p. 
22).26  This is because foreclosures, no matter what the law, are always 
more expensive to lenders and borrowers than are its alternatives. This fact 
is highlighted at the end of this chapter, where examples of the magnitudes 
of cost differences today are provided. 

Touche Ross found that the number one alternative suggested by lenders 
was for borrowers to sell their properties. Every lender in their survey 
expressed disappointment in how often troubled borrowers refused to heed 

24Prior to this time, portfolio lenders specialized mainly in the trade-up market where higher income households 
had sufficient equity to buy with downpayments in excess of 25 percent (see Semer & Zimmerman, 1975). The other 
option of portfolio lenders is to self-insure high loan-to-value products by increasing the interest rates. This is only 
plausible for large institutions with some geographical diversity. 

25Exceptions to this commonality have to do with the time and cost necessary to complete a foreclosure in each 
State. In States with short foreclosure periods, lenders had little incentive to attempt voluntary conveyance of deeds 
in-lieu-of foreclosure. 

26The Touche Ross study, however, counted voluntary conveyance of property (deeds-in-lieu of foreclosure) as a 
type of foreclosure. From the lender's perspective it is almost as bad because it requires subsequent property 
management and disposition. 
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this advise and allowed their properties to go to foreclosure.27  Touche Ross 
also found that portfolio lenders used short-term repayment plans of under 
3 months, and capitalized missed payments (including late charges) into 
loan balances. Lenders, however, were unwilling to either modify loans 
through extended terms or refinancing to a lower interest rate. The former 
was unacceptable because it created a scheduled item on their balance 
sheets, and the latter because it would involve breaching prudent 
underwriting standards by accepting a bad credit risk as a new loan.28 

These limitations on assisting troubled borrowers still have not been fully 
resolved even today. 

FHA-insured borrowers had no more protection against foreclosure than did 
conventional borrowers. Even though a system to provide additional 
protections had been created in 1959, it was not implemented until the late 
1970s.29  Foreclosures were a matter strictly left to the discretion of the loan 
servicers. Guidelines issued by both public and private insurers for 
mitigating foreclosures were suggestions rather than mandatory operating 
requirements. This was standard industry practice. As a result of 
protracted litigation in the 1970s, FHA was thrust to the forefront of 
mortgage insurers on the issue of having mandatory guidelines for servicers 
choosing when to foreclose. (See the Brown and Ferrell cases discussed in 
chapter 5.) 

3.2 History and Development: 1970-1985 

What might be termed the modern age of mortgage finance began in 1970. 
That year saw the issuance of the first Ginnie Mae mortgage-backed 

27Many defaulted borrowers do not believe foreclosure will actually happen to them, even up to the day of the 
auction. As each month goes by they continue to believe that they will somehow come up with the money to reinstate 
the loan (see Cook, 1983, Ch. 2). This phenomena is called post-decision bolstering, whereby individuals who have 
made a difficult decision then attempt to filter out any negative information that comes to them to maintain a belief in 
the correctness of their decision. In this case, once a borrower in default commits to saving the house, he tends to 
only accept information that bolsters that decision. The tension at the point of decision is the cognitive dissonance 
first identified by Leon Festinger (1957, 1962), and first used to explain economic decisions by Akerlof and Dickens 
(1982). The case of borrowers allowing their homes to go to foreclosure is parallel to that of entrepreneurs who allow 
their businesses to go to final bankruptcy court liquidation (see Capone and Capone, 1992, for an application to home 
builders and for other references). 

28"Scheduled items" are footnotes on balance sheets that suggest a potential liability that will denigrate the credit 
rating of the firm. Bank examiners do not look favorably on portfolio lenders retaining such unfunded liabilities. 

29As will be discussed in Chapter 5, legislation in 1959 provided FHA with the ability to take assignment of 
mortgages into its own portfolio to allow the borrower time to cure the default, and authorized it to pay lenders any 
losses on their own attempts to allow borrower cures through forbearance periods. Regulations to implement these 
were issued in 1964, but they were not mandatory procedures for lenders and so were rarely used. 
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security, authority for Fannie Mae and Freddie Mac to securitize 
conventional loans, and the final increase in allowable loan-to-value ratios 
on conventional loans made by federally chartered institutions to 95 
percent.30 

The period 1970-1985 saw the increasing dominance of secondary-market 
guarantee agencies with respect to policies and procedures of lenders and 
servicers. Traditional portfolio lending in the conventional market gave 
way to a retail/wholesale approach where depository institutions began to 
act more and more like mortgage bankers, holding fewer and fewer loans 
in portfolio and specializing more and more in originations and servicing. 
From 1940-1980, savings institutions with community real-estate-lending 
mandates dominated the mortgage industry. Their portfolio lending 
operations in single-family mortgages held a market share of around 50 
percent of all originations in 1980. But then, as the market for securitizing 
nongovernment loans came of age, the savings bank market share fell to 27 
percent of loan originations by 1990. In 1992, with refinancings 
dominating loan originations, the market share of savings institutions 
slipped even further, dropping to 20 percent.31  Not only did they play a 
smaller role vis-a-vis commercial banks and mortgage bankers, but even 
they had cut their portfolio business down to roughly 50 percent of their 
own originations. Many who survived the industry fallout of the 1980s 
purchased mortgage-banking subsidiaries to originate loans for them. 

After 1970, mortgage bankers, who traditionally specialized in FHA/VA 
loans because of the secondary-market outlet, could take advantage of 
Fannie Mae and Freddie Mac purchases of conventional loans to broaden 
their product offerings. The growth of Fannie Mae and Freddie Mac 
securitization of conventional loans then led to sizeable increases in the 
business of the private mortgage insurers.32 

30 Fannie Mae was given authority to purchase conventional loans in section 201(a) of the Emergency Home 
Finance Act of 1970 (84 Stat. 450), the same law that created the charter for Freddie Mac, the Federal Home Loan 
Mortgage Corporation (see sec. 301 at 84 Stat. 451). Freddie Mac, in its inception, was designed to provide a 
secondary market to enhance liquidity of savings institutions. The Act further specified that any loan purchases by 
Fannie Mae or Freddie Mac with loan-to-value ratios in excess of 75 percent (relaxed in 1974 to 80 percent) must 
have private mortgage insurance. Other significant actions permitting 95 percent loan-to-value ratios with private 
insurance included the Comptroller of the Currency, acting on behalf of banks in 1970, and the Federal Home Loan 
Bank Board, raising limits for Savings Associations in 1971 (See Semer & Zimmerman, 1975). 

31HUD, Office of Housing, mortgage origination surveys. 

32The biggest break for these insurers came much earlier, in 1958. It was in that year that the savings and loans 
were attempting to convince Congress that they needed their own equivalent to FHA. The "Home Loan Guarantee 
Corporation Act" was introduced into the House of Representatives and hearings were held (see Hearings before the 
Subcommittee on Housing of the House Committee on Banking and Currency, 85th C., 2nd Sess, July 17-18, 1958), 
but vehement opposition by the Administration and others in the lending community prevented the bill from ever 
leaving the Committee. See Semer and Zimmerman (1975) and Rapkin, et al., (1967) for discussions of the history 
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The increasing presence of national players, both insurers and guarantee 
agencies, set the stage for greater standardization of the ways in which 
mortgage defaults were handled. Their influence over lender procedures 
was just beginning to crystalize in the recession of 1981-82. Lenders were 
already independently developing troubled loan departments, but this often 
meant increased efficiency in processing foreclosures rather than working 
out long-term solutions to help borrowers. Seriously delinquent accounts 
would be turned over to attorneys who would press for borrowers to cure 
their deficiencies while contracting title searches in preparation for 
foreclosure proceedings (see Dunaway, 1992, ' 2A.07). Resulting 
problems for troubled borrowers became apparent in the case of Brown v. 
Lynn (385 Fed. Supp. 986 (1974)). This case involved FHA-insured 
borrowers who were making good faith efforts to cure delinquencies, but 
who found that lender foreclosure attorneys were difficult to work with. In 
particular, these attorneys would not accept anything less than full 
reinstatement in one payment, where that payment included delinquent 
interest, principal, escrows, late fees, and all attorney's fees associated with 
collections and foreclosure processing. It was this last item that often made 
it impossible for borrowers to cure their defaults. Many court cases 
emanated from Brown, producing a lasting legacy for the operations of 
FHA (see discussion in chapter 5). 

3.3 History and Development: 1985-present 

By 1985 the mortgage industry was feeling the effects of several impinging 
events: an interest-rate mismatch from the Federal Reserve Board's October 
1979 decision to crimp the money supply to fight inflation and allow 
interest rates to freely rise;33 foreclosures coming out of the national 
recession of 1981-82 and a prolonged farm-and-industrial belt depression; 
a new economic environment in which rapid inflation could no longer be 
counted on to support troubled homeowners with low-downpayment 
mortgages; and a bevy of new and untested mortgage products developed 
to help portfolio lenders cope with volatile interest rates, but whose default 
risks were appearing to be higher than those of traditional level-payment 
mortgages.34  All of this led to higher loan defaults and then stricter and 
more standardized underwriting requirements by agencies and insurers in 

and development of the private mortgage insurers. Had the savings industry been successful in obtaining another 
government insurer, the private industry would be much smaller than it is today. 

33The issues leading up to the collapse of the savings and loan industry are well documented. See Kane (1990) for 
a historical overview. 

34These new products included innumerable variations on the theme of adjustable interest rates, payments, and 
amortization plans, as well as seller-financed interest-rate buydowns. 
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1986.35 

With the collapse of the oil-patch economy in 1986 came more defaults and 
foreclosures and even the insolvency of several private mortgage insurers. 
FHA's flagship Mutual Mortgage Insurance Fund also experienced a level 
of stress that caused Congress to raise premiums to recapitalize it.36  This 
marked the beginning of large scale efforts to understand and mitigate the 
problem of single-family foreclosures by national institutions. By 1991, as 
the foreclosure problems of the oil-patch and Northeastern States were 
passing their peaks, mortgage finance institutions had in place serious and 
wide-sweeping loss-mitigation policies with loan servicers. These basic 
approaches continue to undergo fine-tuning, but the changes that have now 
taken place are without precedent.37  In the six years from 1986 to 1991, the 
industry first developed the idea of workout specialists (who would 
understand when to step in and attempt an alternative to foreclosure), and 
then workout counselors (who would work to make the borrower a partner 
in the process). The rest of this chapter is devoted to providing a general 
view of what loss mitigation means to the mortgage industry today. 

3.4 Loss Mitigation 

Industry sources suggest that 70-80 percent of all loans arriving at 90-days 
delinquency can still reinstate without assistance. Borrowers must be 
encouraged in that direction while lenders explore other potential options. 
At that point, however, with four monthly payments and associated late 

penalties due, the ability of borrowers to reinstate loans on their own does 
start to decline.38  The greatest danger is that the borrower will give up 

35A good example of the problems of the early 1980s and the industry's response is found in The U.S. Department 
of Housing and Urban Development's 1986 Report to Congress on the Federal National Mortgage Association, 
Chapter IV. Fannie Mae's problems in the early 1980s were a result of the same factors that affected all portfolio 
lenders: interest-rate term-structure mismatch between purchased loans and funding sources, and the introduction of 
new product types in attempts to quickly address the problem of negative earnings on the loan portfolio. 

36Some of the private firms were bought out and recapitalized by others; the FHA Fund is being capitalized under 
auspices of the National Affordable Housing Act of 1990. According to the most recent actuarial review, the Fund 
had regained long-term solvency as of the end of fiscal 1992 (Price Waterhouse, 1993). 

37Even in Great Depression when foreclosures were epidemic, sympathetic lenders relied almost exclusively on 
suspension of principal payments to assist troubled borrowers (Skilton, 1943, p. 376f). 

38As an example, note that at 90-days delinquency the borrower owes 4 payments and 3 late charges. If monthly 
payments are 28 percent of gross income, late fees are 5 percent of the payment, and income taxes (including Social 
Security and State income taxes) are 25 percent of gross income, then the total amount due is equal to 1.55 months 
worth of net income. This is rarely an insurmountable problem. If the account reaches 150-days delinquency (2 more 
months), the total becomes 2.33 months of net income. But if the delinquency was due to a 50-percent reduction in 
household income, these figures jump to 3.10 (90 days) and 4.67 (150 days) of monthly net income. In this latter case, 
the increase in amount necessary to reinstate the loan when delinquency extends to day 150 can make self-curing a 
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hope or panic, and either walk away from the property or use the legal 
system to forestall what they believe to be an inevitable foreclosure. 
Workout counselors walk a fine line because they neither wish to scare the 
borrower in that direction nor make it seem too easy to get monetary 
assistance. 

When a borrower delinquency extends past day 90, the servicer must 
change from delinquency management and borrower relief to loss 
mitigation. After 3 months of loan delinquency the organization bearing the 
credit risk faces a potential for some type of loss, and foreclosure and 
property management is the most costly possibility. Loss mitigation means 
finding some resolution short of foreclosure. These resolutions are 
typically called workouts. The least costly workout options are those that 
keep borrowers in their homes; the next best are those which assist 
borrowers in getting out of the now burdensome financial responsibilities 
of homeownership. 

Perhaps the most important lesson the industry has learned concerning loss 
mitigation is to be flexible. Because each borrower's situation is unique, 
one can only establish broad guidelines to follow and then make case-by-
case decisions on which workout option to pursue. This system works well 
enough that when we asked servicers to rank reasons for why workouts do 
not work for some borrowers, insurer inflexibility came in far behind 
borrower unwillingness to cooperate. Indeed, the biggest hurdle to 
overcome is gaining borrower trust. There is currently disagreement in the 
industry on how best to do this. Some insurers and guarantee agencies will 
rely on the servicer, who has developed a relationship with the borrower 
over time, and who hopefully can draw upon that rapport to encourage 
cooperation. Others hire their own workout counselors because of a 
perception that borrowers may see their servicers as adversaries, only 
wanting them to come up with cash, and fast.39  Having workout counselors 
at the servicer and insurer levels is not a bad thing, however, because 
borrowers are not homogeneous, some trust their servicers and others do 
not.40 

The relevant question may very well be one of proportions, with insurer 
specialists being called in for cases that involve blemished histories of 

very difficult task. 

39Insurers that do not have their own counselors maintain smaller staffs of workout specialists who review the 
workout proposals made by servicer staff. 

40The issue of approaches to workout management will be discussed more thoroughly in chapter 4. 
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borrower-servicer relations. There is no one answer for the industry as a 
whole because while some servicers are nationwide and can hire and train 
workout staffs, others are small and/or local and only have part-time or 
occasional needs for workout specialists. There is room in the market for 
consulting firms specializing in this type of activity that would handle 
troubled-account workout negotiations for a fee.41 

The most critical issue in developing a strategy to assist troubled borrowers 
is determining whether or not their situation is truly one of economic 
hardship. Borrowers desiring assistance must complete a household finance 
worksheet, which is used by workout specialists to tailor a program to 
match each individual circumstance. Servicers indicate to us that this is an 
important screen to filter out non-hardship cases. Such borrowers simply 
refuse to complete the worksheet and will most likely reinstate on their own 
or else allow foreclosure to proceed. 

The remainder of this section discusses the types of workout options 
insurers and guarantee agencies presently make available for servicers to 
offer defaulted borrowers. 

Staying in the Home 

The option used for homeowners with truly temporary, one-time difficulties 
is the advance claim. Here the insurer pays the servicer the amount of the 
delinquency in return for a promissory note from the borrower. The 
mortgage loan is then made whole and the insurer can collect part or all of 
that advance from the borrower over time.42  This option is currently only 
available through private mortgage insurers. 

Forbearance 

The next option for helping keep borrowers with temporary problems in 
their homes is a forbearance plan. This is used for borrowers with a 
reduction in income who have good long-term prospects for increases in 
income that could again sustain the mortgage obligations. It is also used 
when troubled borrowers are working to sell the property on their own. 
The forbearance period can extend from 6 to 18 months or longer, 
depending on borrower circumstances. During this time borrowers may be 

41Freddie Mac has started to use these firms to handle accounts for poorly performing servicers. 

42It is called an advance claim because if the loan does go to foreclosure it will be netted out of the total claim 
amount requested by the servicer. The amount to be repaid by the borrower depends solely on the ability to pay, as 
determined by the insurer. Insurers are careful not to overburden the borrower because that would only increase the 
chance of foreclosure. Borrowers usually pay back the advance without interest charges. 
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permitted to make reduced monthly payments, but will be expected to make 
increased payments to cure the delinquency by the end of the forbearance 
period.43  These are not technically considered "workouts" by the industry 
because they are to be financed solely by the servicers, which makes them 
"relief." But they are long-run solutions which, if not in place, would 
cause homeowners to relinquish properties either in sale or foreclosure. 

Research for this study has shown that, because insurers and agencies 
typically consider these a servicer matter, they are very rare in practice, 
leading to homeowners having to give up their homes unnecessarily.44 

What makes the industry uneasy about long-term forbearances is that they 
would generally involve unemployed borrowers. Agency guidelines require 
that the borrowers show regular income to qualify for a servicer-financed 
forbearance. They are not willing to take the risk that an unemployed 
worker will find work in the area within even 3-6 months. So a borrower 
without some present source of income who defaults can either sell the 
property or risk foreclosure.45  Even in States with long foreclosure times, 
borrowers who do find new work before the foreclosure sale will have 
accumulated such a large deficiency that they no longer qualify for 
continued forbearance while they get back on their feet. 

Loan Modifications 

For permanent reductions in income, the only way to assist troubled 
borrowers to keep their homes is through loan modification. Loan 
documents can be modified in any way, but the two most common are 
interest rate reductions and term extensions. Loans with above-market 
interest rates can be refinanced to the market rate and borrowers charged 
whatever portion of the standard origination fee they can afford. If the 
interest rate is already at or below the current rate, then monthly payments 
can be permanently reduced by extending the term of the mortgage, even 
starting a new 30-year amortization schedule. 

Such modifications can be done quickly and inexpensively for portfolio 
loans, and in recent years they have become easier for those in mortgage-
backed security (MBS) pools. Fannie Mae and VA readily agree to allow 

43Very short forbearances of under 3 months duration are sometimes referred to as indulgences or repayment 
plans. The term forbearance generally carries the connotation of a significant amount of time and/or money. 

44The exceptions to this occur when insurers use their own counselors to develop workout plans. 

45Note that this is predicated upon borrower default. Those receiving unemployment insurance or other sources 
of income and can maintain their mortgage payments during periods of unemployment do not face this dilemma. 
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servicers to buy qualifying loans out of MBS pools, modify them, and then 
sell them back to the agency to hold in its retained portfolios.46 Freddie 
Mac, because it has a security structure that differs from that of Fannie 
Mae, performs the purchase itself after the servicer completes negotiations 
with the borrower.47  FHA technically allows loan modifications, but it 
lacks legal authority to purchase them from lenders.48  Ginnie Mae does not 
hold a loan portfolio, and therefore has no provisions for taking investment 
positions in modified loans. Because nearly all FHA loans are placed in 
GNMA MBS pools, modifications are then very rare for FHA borrowers. 

No mortgage security guarantee agency has yet to allow in-pool 
modifications because of fear of adverse reactions from investors who buy 
into pools with established loan coupon rates. Yet the industry has not 
closely examined the potential for in-pool loan modifications to cure 
defaults. There are two essential issues: protecting the tax-exempt status of 
pass-through conduits, and protecting investor interests. 

Pass-through security structures are established to provide tax-free conduits 
of funds to the holders of the various classes of securities written on whole 
loans or, as is often the case with REMICs, on pools of single-class MBS 
products. The Internal Revenue Service has defined non-taxable investment 
trusts to only include such organizations that have "no power under the 
trust agreement to vary the investment of the certificate holders" (26 CFR 
Ch. 1, ' 301.7701-4). Section 860F of the U.S. Tax Code explicitly 
prohibits REMIC conduits from managing the underlying loan pools. This 
includes significant modification of loans. However, IRS regulations 

46There are certain cases, however, in which Fannie Mae will not repurchase modified loans. These have to do 
with the type of servicing rather than the type of loan. 

47Freddie Mac, because it has historically held a much smaller retained portfolio than Fannie Mae, did not begin 
these efforts in earnest until December 1993. However, under guidelines issued in September 1994, their program is 
now more attractive to servicers than is Fannie Mae's. With Freddie Mac, servicers do not have to provide warehouse 
funding for loans repurchased from security pools. This difference stems from the fact that Freddie Mac is the pooler 
of loans for its PC security pools, while Fannie Mae will securitize pools formed by third parties. The authorities for 
purchasing loans in default out of security pools lies with the pooling entity or their designee. For the borrower, the 
difference is invisible. To them the loan gets modified and stays with its original servicer regardless of who initiates 
the repurchase. The loan will also become a part of the guarantee agency's portfolio in either case. The only 
difference for the borrower would be if the required warehouse funding decreased the servicer's willingness to engage 
in a loan modification. Fannie Mae has effectively dealt with this issue by providing cash incentives for servicers to 
initiate loan workout plans rather than allow defaulted loans to proceed to foreclosure. The servicer also has an 
incentive to modify qualifying loans because it then gets to retain the servicing rights. Chapter 4 covers such servicer 
issues in more detail. 

48FHA can only repurchase the loan for purposes of taking assignment. This is a complicated process that 
removes the loan from the servicer as well as the investor. Assignment does not modify the terms and make the loan 
whole, but rather provides a 36 month period of forbearances on the original mortgage contract. The issues 
surrounding FHA authorities to assist borrowers in default are discussed more fully in chapter 5. 
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expressly exclude from this prohibition any modifications involving "default 
or a reasonable foreseeable default."49  At-risk loans can then be modified 
in any form necessary and still remain in the MBS pool that supports the 
REMIC securities, without jeopardizing the tax-exempt status of the trust.50 

The second issue for guarantee agencies is what effect such a policy would 
have on security prices and, subsequently, the cost of credit to borrowers. 
This would require discussions with investment bankers on security 
structures and per pool limits that might need to be imposed to provide 
required investor safeguards. Such a change would necessitate a new 
security prospectus, so it could only be made for new issuances and not for 
outstanding MBS products. 

The importance of a well functioning secondary market for mortgage loans 
requires that the issues involved here be studied carefully before 
recommendations can be made. Very clear tradeoffs would face investors 
should in-pool modifications be used to prevent loan terminations. The first 
tradeoff is that modifications lower yields but the resulting termination 
prevention increases the duration of the pool, providing a counter effect. 
Consideration would need to be given to the number of loans per pool that 
would potentially be affected. Candidates for loan modifications are 
borrowers with long-term income reductions, but who can maintain their 
homes with smaller mortgage payments. They cannot refinance because of 
their loan default. The number of loans that meet this criterion will be 
highest during times of low interest rates, when other loans are refinancing. 
When contract interest rates are reduced to market levels, modification in-
lieu-of-termination saves the transactions costs of reinvesting, however, it 
also removes the freedom to choose an alternative investment vehicle. 
Again, a distinct tradeoff. Investor perceptions of the balance between these 
will be important for determining acceptability of in-pool modifications. 
Investors will also want to know the stability of modified loans. Fannie Mae 
has extensive experience with taking modified loans into its retained 
portfolio, and could provide valuable information on their performance. 

49See IRS Regulations '1.860G-2(b)(3)(i) for REMICS and Rev. Rul. 73-460 (1973-2 C.B. 424) and Rev. Rul. 
78-149 (1978-1 C.B. 448) for single class MBS. 

50What is prohibited by the IRS is managing (i.e., changing) the assets in the pool via buying and selling, 
particularly when such actions could be construed as taking advantage of changes in market conditions to improve the 
value of the investments. 
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Other Options 

Some large servicers have agency contracts that give them sole 
responsibility for dealing with defaulted loans. Servicers with these 
recourse agreements must be equipped to hold loans in portfolio. But 
taking recourse on loan sales has lost its allure because risk-based capital 
requirements count partial-recourse loans the same as portfolio loans, i.e., 
they are treated as though the servicer retains all credit risk rather than just 
a portion. When recourse does exist, servicers must buy loans out of pools, 
make the modifications, and then either continue to fund them from internal 
sources of capital or attempt to sell these "new" loans into the secondary 
market. Such a sale will be difficult because the borrowers now have bad 
credit histories and may not meet agency underwriting criteria for MBS 
pools. So in the case of lender recourse, the final decision on modifications 
lies with the servicer and not the guarantee agency. 

The last option currently in use for helping troubled borrowers retain their 
homes is the concurrent purchase of the loan by the insurer and the 
provision of an extended forbearance. The loan then becomes the sole 
responsibility of the insurer, which then acts as loan servicer and investor 
and can make modifications at any time. Because these often involve worst-
case loans, with significant borrower hardship and lesser likelihood for ever 
achieving full reinstatement of the loan, they can be costly and are only 
offered by government agencies. VA calls this "refunding" while FHA 
refers to it as taking "assignment" of loans from the lender/servicers. This 
option is used only as a last resort before lender/servicer foreclosure. VA 
will also use refunding to modify loans of conscientious borrowers. 
Programs of FHA and VA are discussed more fully in chapter 5. 

Relinquishing Rights to the Property 

In many cases borrowers are better off getting out of their existing homes. 
There may be a need to find employment elsewhere, a divorce settlement 
that requires selling the property, reduction in income that necessitates 
moving to lower cost housing, or a borrower has died and the estate's assets 
must be liquidated. Whatever the reason, there are three options currently 
available. The first is selling the home with a loan assumption. This is 
valuable if the mortgage carries a below-market interest rate that would 
make its sale more attractive, and in cases in which the assumption permits 
the purchaser to obtain a higher loan-to-value ratio than could otherwise be 
attained.51  Credit agencies will waive the due-on-sale clause of fixed-rate 

51Some private insurers will pay an advance claim to lower the mortgage balance to where the loan-to-value ratio 
is at or below 100 percent for the purchaser/assumptor. This is a loss mitigation tool that can be very cost effective. 
The purchase price will be more than that of an REO (real estate owned) property, and all of the costs of foreclosure 
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mortgage contracts as needed to assist troubled borrowers sell their 
properties and avoid foreclosure. 

Preforeclosure Sales 

Borrowers who must move, and who have negative equity in their 
properties may be eligible for short- or preforeclosure sales. Here the 
insurer or guarantee agency helps the borrower market the home for sale 
and covers any loss at the time of settlement. Borrowers can be asked to 
contribute to the loss according to their abilities. This has become the 
number one loss mitigation tool of the 1990s. Industry sources indicate that 
preforeclosure sale prices are generally at least 5 percent higher than those 
for homes with foreclosure labels on them, and all of the costs and 
uncertainties associated with foreclosures and property management are 
eliminated. Borrowers avoid the indignity of a foreclosure and can 
potentially escape any discharge-of-indebtedness income that would 
otherwise be subject to taxation after a foreclosure (see chapter 7).52 

Preforeclosure sales also affect some borrowers who would rather retain 
their homes, but are currently without income. Because the properties have 
little or no positive equity cushion, offering forbearances to such 
unemployed borrowers is fairly risky for the insurer or guarantor. Other 
than the previously mentioned programs of FHA (assignment) and VA 
(refunding), the Pennsylvania Housing Finance Authority (Authority) is 
currently operating the only ongoing effort to take a risk with such 
borrowers.53  The Authority provides cash assistance in the form of a loan 
cure and monthly mortgage supplements for up to 3 years. It then 
capitalizes the forbearance amounts into a second lien on the property. The 
experience of this program and its lessons for the mortgage industry and 
national public policy are discussed in chapter 5. 

Deeds-in-Lieu 

The last option short of foreclosure is for the borrower to voluntarily 
convey property rights to the lender/servicer. As this involves the 
homeowner signing over the deed to the property, it is called a deed in-lieu-

and property management are avoided. 

52Historically, the Internal Revenue Service did not require that lenders report any debt discharge resulting from 
lender assisted property sales while it has required this for deed transfers and foreclosures. Interim regulations issued 
in December 1993 do, however, require reporting on all effective debt discharges. This is discussed more in chapters 
6.4 and 7.3. 

53Connecticut recently passed legislation to establish a similar program. 
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of foreclosure, or simply a deed-in-lieu. It has several advantages over 
foreclosure for homeowners but significant risks for lenders. Borrowers 
get out with less damage to their credit rating, may have a reduced or 
eliminated deficiency judgment, and stop accruing property-tax liabilities. 
Still, there are several reasons why it is the last option pursued for 
borrowers.54  First, it is more costly to the borrower in terms of credit 
rating. Second, there are moral-hazard problems with using deeds-in-lieu 
in regions where there have been widespread property-value declines. Once 
word spreads that borrowers in these areas can readily turn over their keys 
to the bank, it can reach epidemic proportions. A third consideration is 
that, unlike a foreclosure, a deed-in-lieu does not eliminate any junior liens 
on the property. Secondary-lien holders must agree to be bought out, 
usually at quite nominal rates, before a clean title can result.55  Then fourth, 
the property must be managed and marketed just as with a foreclosure. 

Thus the value to the servicer and insurer of taking a deed-in-lieu rather 
than foreclosing depends on the length of time it takes to process a 
foreclosure in each particular State. The deed-in-lieu allows a potentially 
faster way to obtain property titles, especially in States with lengthy 
foreclosure time frames. It also prevents the backlash of last-minute 
bankruptcy stays during foreclosure processing, but it is more susceptible 
to post-transfer bankruptcy annulment. If a borrower can, subsequent to a 
bankruptcy filing, prove that this transfer caused an insolvency, or occurred 
at the time of an insolvency, and that the value of the property was greater 
than the debt, bankruptcy courts may choose to annul the transfer of title.56 

Mortgage insurers and credit agencies have used their nationwide 
experience to develop profiles matching workout options to typical 
borrower situations. As an example, profiles used by one private insurer 
have been replicated in Tables 3.1 and 3.2. Table 3.1 is a decision tree 
showing the process involved, and Table 3.2 details the typical cases 
eligible for each workout. 

3.5 The Foreclosure Decision 

Servicers must generally prove to insurers and credit agencies that they 
have provided a good-faith attempt at helping borrowers to cure loan 
defaults before initiating foreclosure. Still, the burden of proof remains on 

54See Boneparth (1991) for a discussion of the legal issues surrounding use of deeds-in-lieu. 

55See Dunaway (1992, vol.1, Ch. 5) for a complete discussion of the downside of deeds-in-lieu. 

56See chapter 6 for more detail of the use of bankruptcies by homeowners in foreclosure. Dunaway (1992, 
15.04(6)) can be consulted on the issue of post-transfer bankruptcy annulments. 
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the alternative to foreclosure, which must prove itself worthy of 
consideration. Insurers and credit agencies generally must approve 
applications for workouts but not servicer denials of workouts to borrowers 
in default. In addition, the agencies concentrate their loss mitigation efforts 
in areas of the country experiencing the worst problems, so that servicers 
in other areas have less incentive to pursue workouts. There are some 
notable exceptions to this situation, such as Fannie Mae grading servicer 
performance in curing defaults against regional averages, and both Fannie 
Mae and Freddie Mac waiving approvals if there will be no cost to them. 
In addition, VA and some private insurers rely on their own workout 
counselors to develop loss mitigation plans, thereby avoiding the potential 
issue of a servicer not making good-faith efforts at loss mitigation. 
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Table 3.1


Workout Process Decision Tree


Understand the Problem 
• Reason for default • Borrower's financial capabilities • Property value 

Analyze the Problem 
• Confirm reason for 

default and determine 
borrower's intention 

• Financial statement, 
tax returns, check 
stubs, and credit 
report 

• Current appraisal, 
Broker's Price 
Opinion 

• Deficiency rights 

Resolve the Problem 
HARDSHIP 

' ( 
NON-HARDSHIP 

' ( 
Willingness, but no ability 

� 
Willingness with potential ability 

� 
No willingness, but ability 

� 
• Pre-Sale, Deed in Lieu • Modification, Forbearance, 

Repayment Plan 
• Foreclosure with deficiency 

� � 

• Foreclosure • Pre-Sale, Deed in Lieu with or 
without contribution 

� 
• Foreclosure, foreclosure with 

deficiency 

Source: Mortgage Guaranty Insurance Corporation 
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Table 3.2


Workout Option Borrower Profiles


Option Description Borrower Profiles 

Temporary 
Indulgence 

Short-term forbearance 
either to cure loan or until 
house sells. 

Eproperty sale pending 
Ecash expected soon 
(e.g., insurance 
settlement) 

Eassistance from social 
agency expected 

Repayment Plan/ 
Advanced Claim 

May be servicer initiated 
or, if arrearage is 
substantial, insurer makes 
servicer whole and takes 
promissory note from 
borrower. 

Enew job pending or 
strike ending so that 
soon regular 
payments can begin 
plus repay 
arrearages over time 
Eloan must be brought 
current for a needed 
modification but 
borrower does not have 
the funds 

Forbearance Borrower can make 
reduced or even no 
payments for a period of 
time. There is evidence 
for ability to fully recover. 

Etemporary reduction in 
income, with 
of increase in the near 
future 
Einsurance settlement 
pending 
Edeath of a primary 
contributor toward 
mortgage payment 

Loan Modification Restructure note terms so 
that monthly payments are 
permanently reduced. 

Eborrowers who can 
make regular payments 
but who have no ability 
to repay arrearages 
Ecurrent period of 
negative cash flow 
requires that borrower 
reduce debt service 

expectation 
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Option 

Table 3.2 
(continued) 

Description Borrower Profiles 

Preforeclosure Sale Property sale to avoid 
foreclosure and where 
insurer or guarantor must 
contribute cash to make 
the investor whole. 

Eborrower cannot 
maintain mortgage or 
must move, but sale 
proceeds will not cover 
the mortgage balance 
and borrower has 
insufficient other funds 
to pay off loan 

Deed-in-Lieu of 
Foreclosure 

Lender accepts voluntary 
conveyance of property 
title from borrower to 
avoid foreclosure. 

Eborrower cannot 
maintain the loan nor 
sell property 
Edeath of borrower 
Eafter a Chapter 7 
bankruptcy liquidation 

Source: Mortgage Guaranty Insurance Corporation 
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Insurers are not always more lenient with borrowers than are servicers. 
While insurers say that small servicers often do not do enough to help 
borrowers, large servicers say that insurers often do not accept enough of 
their workout proposals. The crux of the matter is that it is always a 
judgment call. Both the servicer and insurer--and often the credit agency 
too--are looking at the same set of facts, and each must weigh these facts 
against their own experience to attach a probability of success to the 
workout plan. There is no one right answer. Because there is no guarantee 
of success, and many borrowers go from one workout option to another 
before a cure is secured, each workout specialist attempts to balance the 
probability of success they will attribute to the borrower against the 
minimum probability of success their organization is willing to accept. 
Every offer of a workout involves risk. Loss mitigation is risk 
management, and each firm has its own tolerance for risk based on its own 
experience and financial ability to absorb potential losses. Those bearing 
the most credit risk--usually the insurer--can be expected to be most risk 
averse. This may be different in the case of government insurers--FHA and 
VA--because they have social mandates and do not have to cover all costs.57 

A failed workout that leads to eventual foreclosure is always more costly 
than foreclosure without any attempt at a workout. 

There is a tension between wanting to give servicers time to develop an 
optimal workout program and the desire not to delay foreclosure. All 
attempts at a workout must cease once a judicial request of foreclosure is 
filed because the failure of that workout could jeopardize the legal standing 
of the case to foreclose.58  If they did not cease, the servicer would not be 
considered acting in good faith during the workout negotiations or not 
truthful about the need to accelerate the note.59  But delays in initiating 
foreclosure are costly. The insurer will have to pay interest on the 
outstanding debt for a longer period of time and there is increased exposure 

57The issue of a government agency having to break even is a difficult one. While the FHA Mutual Mortgage 
Insurance Fund, which supports nearly all of the single-family owner-occupied loans insured by FHA, is required by 
law to be capitalized to cover its risks, workout decisions are made by field office staff who do not have direct 
fiduciary responsibilities for the portfolio and who were, until 1994, not under the direct authority of FHA 
headquarters. 

58Not all States require judicial action to process a foreclosure. As will be discussed in Chapter 6, some allow a 
power-of-sale foreclosure, in which case the servicer simply files or posts an intent to foreclose at the courthouse and 
advertises the property for sale. There are States, like Maine, that expressly permit lenders to work toward borrower 
reinstatement even during judicial foreclosure proceedings (see West, Maine Revised Statutes Annotated, Title 14, 
'6200). 

59If the lender/servicer has allowed late payments in the past, then not accepting them in the present case is 
sufficient grounds for a borrower to plead with the court for an estoppel of foreclosure, claiming the lender did not 
have the right to accelerate the note. 
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to property damage and deterioration. Homeowners facing foreclosure and 
eviction do not continue to maintain properties and they sometimes cause 
deliberate damage. Abandoned properties lack maintenance and are subject 
to vandalism.60 

The amount of tension between providing time to develop a workout and 
conserving time-to-foreclosure is in direct proportion to the length of 
foreclosure timetables in each State. Insurers and credit agencies have, 
however, avoided State-specific limits on when servicers must initiate 
foreclosures, although they do give State-by-State guidelines as to how long 
it should take to actually complete a foreclosure. 

3.6 The Cost Effectiveness of Workouts 

Contrary to popularly held myths, mortgage finance institutions lose money 
on nearly all foreclosures. Not only that, but they lose more on a 
foreclosure than they do on any workout option. In addition, the 
lender/servicer has already incurred costs of servicing the delinquency and 
processing the foreclosure, which make the opportunities for profit even 
more remote.61  Foreclosure auctions are not operated so as to promote 
access to owner-occupant buyers or to maximize potential sale price. 
Properties purchased by third-party investor are bought for less than market 
value because they rehabilitate, manage, and market the properties, and 
they must contend with the "foreclosed" label that discounts potential sale 
prices by at least 5 percent. Foreclosure is therefore only pursued when 
evidence suggests that no other option is workable.62  Finding alternatives 
to foreclosure is a positive-sum game that benefits both borrowers and 
lenders.63  When borrowers are unwilling to cooperate with these efforts it 

60A middle-ground position on the issue of when to start foreclosure is taken by Freddie Mac. It requires 
servicers to hedge their positions by doing the preparatory work for foreclosure filings while pursuing workouts with 
borrowers. That generally means hiring an attorney and completing a title search on the property. The title search 
can take 4-to-6 weeks, so the underlying assumption is that either a workout will be in place or foreclosure is certain 
by the end of that time. The cost effectiveness of this strategy is a function of the frequency of workout success and 
the attorney and title search fees. Immediate foreclosure initiation does restrict the opportunities for employing 
second-best workout strategies when a first option fails. Still, a title search is necessary for preforeclosure sales and 
deeds-in-lieu, since any second-lien holders must be made aware of the sale or else they must not exist if there is to be 
a voluntary conveyance of title. 

61U.S. General Accounting Office (1991) provides an aggregate picture of the costs involved in taking and 
disposing of foreclosed properties for the Federal insurers, FHA, VA, and the FmHA. 

62This does not include loan repurchases (VA refundings and FHA assignments) performed for social-safety-net 
reasons rather than for direct loss mitigation. 

63Dunaway (1992, at 2.02 and 2A.01) discusses the incentives borrowers and lenders have to negotiate a 
settlement short of foreclosure. 
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is often due to lack of financial hardship or a repeated history of defaults 
and foreclosures. 

Studies purporting to show how mortgage finance organizations profit from 
foreclosures are misleading. The most prominently cited study is that by 
Wechsler (1985). The shortcomings of this work include mixing 
commercial and residential properties, picking a time frame in which 
foreclosed properties were sold with high rates of inflation (1980), and 
ignoring all of the costs associated with holding and selling properties. 
Wechsler acknowledged his profit estimates may be overstated, but only in 
(two) footnotes.64 This subtle confession was not picked up by others citing 
his work as evidence that foreclosures are profitable opportunities for 
lenders. Profits on individual foreclosures, when they do occur, nearly 
always result from lender efforts to rehabilitate properties prior to 
disposition.65 

Table 3.3 replicates a standard cost sheet provided by a lender/servicer. 
This shows that even on loans with 20 percent downpayments in markets 
with no price depreciation, foreclosures are costly. The lack of any general 
market price appreciation shown there is to compensate for the effect of the 
"foreclosed" label on the property value. Losses escalate for high loan-to-
value mortgages, declining housing markets, and States with expensive and 
time consuming foreclosure originated, loss rates, as a percent of 
outstanding loan balance, range from 30 to 60 percent. 

64These are note 194 on p. 885 and note 201 on p. 886. In Wechsler's survey of lenders, they all claimed to 
never make a profit on foreclosures (see note 19 on p. 853). 

65One portfolio lender that provided HUD with firm data for this study showed that out of 81 properties taken into 
inventory (62 foreclosures, 19 deeds-in-lieu) over a 5-year period (1986-90), 11 netted a profit. The average profit on 
each of these was $1,842, whereas the average loss on the other 71 was $18,634. 
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Table 3.3 

Typical Cost of Foreclosure 

Values at Loan Origination 
House Price $ 100,000 
Loan Amount 80,000 

Values at Loan Default (36 months after origination) 
House Value (after rehabilitation) 100,000 
Loan Amount (9%, 30 yr., fixed rate loan)  78,200 
Gross Equity 21,800 

Expenses That Are Independent of Holding Period 
Property Rehabilitation (8% of full house value) 8,000 
Attorney, Title, and Transfer Fees (3.2%) 3,200 
Realty Commission on Final Sale (6%) 6,000 
Contribution Toward Buyer Closing Costs (3%)  3,000 
Total Cost 20,200 

Add Expenses That Vary With Holding Periods 
Minimum holding period: 5 months from delinquency 
to foreclosure, 3 months from foreclosure to 
property disposition 

Lost interest 4,692 
Property taxes, hazard insurance, 
and maintenance (0.21%/mn)  1,680 

Holding Period Costs  6,372 
Total Cost  26,572 
Loss on Foreclosure $ 4,772 

Average Holding Period: 10 months from delinquency 
to foreclosure, 5 months from foreclosure to 
property disposition 

Lost interest 8,798 
Property taxes, hazard insurance, 
and maintenance (0.21%/mn)  3,150 

Holding Period Costs 11,948 
Total Cost  32,148 
Loss on Foreclosure $10,348 

Long Holding Period: 18 months from delinquency 
to foreclosure, 7 months from foreclosure to 
property disposition 

Lost interest 14,663 
Property taxes, hazard insurance, 
and maintenance (0.21% per month)  5,250 

Holding Period Costs 19,913 
Total Cost  40,113 
Loss on Foreclosure $18,313 
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Attempted workouts are risky. If they succeed, there are cost savings over 
foreclosure, but if they fail and foreclosure must be pursued anyway, 
default resolution has greater costs. That means that the entire decision 
about whether or not to offer foreclosure alternatives, from the credit-risk-
bearing firm's perspective, comes down to understanding two probabilities: 
the break-even probability of workout success and the probability of an 
individual borrower succeeding in a workout. A break-even probability 
tells how many workout offers must succeed for the total cost of all 
workouts (successes and failures) to equal the cost of immediate foreclosure 
on all loans.66  If the individual's success probability exceeds the break-even 
level, then it is financially prudent to offer that person a workout. This 
concept has been formalized by Ambrose and Capone (1993, 1996). There 
are indications that the mortgage industry is beginning to understand its 
importance. In its 1989 audit of the VA workout program, the U.S. General 
Accounting Office (GAO) calculated the break-even probability of 
"refunding" loans (becoming the lender/servicer) to be 20 percent.67 

Actually, their calculation was the inverse of this, what might be called the 
support ratio: each successful refunding saves enough money (vis-a-vis 
straight foreclosure) that it can support 3.9 failures, a 3.9:1 support ratio. 
United Guarantee Residential Insurance Company estimates a 25 percent 

break-even probability on their short-term repayment plans, and profitably 
offers long-term repayment (beyond 6 months) with success rates as low as 
10 percent. That implies support ratios of 3:1 and 9:1, respectively.68 

Whitacre (1992) calculates from the actual experience of mortgage bank 
Carl I. Brown Company that the break-even probability for FHA on 
forbearances is just 7 percent. The implied support ratio for forbearance 
attempts on FHA loans is then over 13:1.69 

66A break-even probability is calculated as the ratio of the cost savings of a successful workout to the increase in 
cost of a failed workout to a successful one: 

cost of immediate foreclosure - cost of successful workout 
cost of failed workout - cost of successful workout 

See Ambrose and Capone (1993) for a more detailed discussion. 

67U.S. G.A.O. (1989, p. 40, note j). 

68Long term plans can have a lower break-even probability than short term plans because they have a larger cost 
difference between success and failure. That does not mean that the long term plan is always the best one to pursue. 
The choice depends on individual borrower probabilities of success under each plan. 

69Purely lender initiated forbearances were allowed with FHA loans from 1975-1991. The Carl I. Brown 
forbearances were principally done in the late 1980s. FHA program experience will be discussed in more detail in 
Chapter 5. 
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While workout attempts are risky, only a minority of them need to succeed 
for such operations to be profitable to the credit risk bearers. The key to 
success lies in the abilities of workout specialists to categorize defaulted 
borrowers within cohorts according to their perceived chances of success. 
Unfortunately, industry data collections with reference to post-default 
events is still in its infancy. It will be several more years before a 
systematic study of borrower success probabilities can be undertaken. 

All borrowers with individual probabilities of success in excess of a firm's 
break-even probability can be profitably offered workouts. But this 
decision involves probabilities and so it requires a large enough number of 
workout offers to assure that a program will be profitable. The smaller the 
program--in terms of numbers of foreclosures handled each year--the 
greater must be the difference between the average-probability-of-success-
of-workout-offers and the break-even-probability, to protect against the 
possibility of losses from a workout program.70 That is, because this 
decision involves probabilities rather than certainties of events, large 
numbers of workouts are needed to eliminate the risk that actual experience 
may prove workouts to be a losing venture. 

The point is that it is profitable to offer workout alternatives to all 
borrowers whose probabilities of successful completion are greater than a 
level that would make the expected costs of trying the workout equal to the 
expected cost of an immediate foreclosure. Such an "eligibility" criterion 
first presupposes that the borrower is suffering a true financial hardship, 
and then requires incentives for the borrower to want the workout to be 
successful.71  Because there is strong evidence that break-even probabilities 
tend to be well below 50 percent, borrowers whose chances of success are 
less than 50-50 should still be given a workout opportunity. As noted 
above, this depends upon the credit-risk bearer having enough defaulted 
loans that the observed frequency is very close to the theoretical 
probability. Thus national insurers and agencies are in prime positions to 
remove this risk from small lenders and servicers. This is especially true 
because, even for larger lenders and servicers, defaults and foreclosures in 

70For example, let us take a firm that has three defaults in a year. Their individual success probabilities are 30 
percent and the break-even probability is 25 percent. If only one succeeds they will save money by offering workouts 
rather than immediate foreclosure. But each has an independent probability of success of 30 percent. The probability 
that none will succeed and there will be even greater losses than under immediate foreclosures is 34.3 percent (via a 
binomial distribution). This may be too much of a risk for a small firm to take. If, however, the firm has 100 
defaults per year, with the same probabilities, then there is only an 11.3 percent chance that work attempts would not 
pay for themselves. If the firm with a 25 percent break-even probability and 100 defaults per year limited workout 
attempts to individuals with 40 percent chances of success, then the probability of net losses falls to 0.06 percent. 

71If there is no true hardship, then borrowers can reinstate on their own and do not need supplemental help by the 
insurer or credit agency to maintain or sell the home. 
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healthy markets will be relatively few. By dealing with larger total 
numbers of defaulted loans, the national organizations can profitably offer 
workouts even to households with success probabilities very near the break-
even levels. 

The Ambrose-Capone study is instructive as it simulates break-even 
probabilities for four major types of workouts: loan modifications, 
forbearances, preforeclosure sales, and deeds-in-lieu. It also takes into 
consideration uncertainties with respect to foreclosure and property sale 
times, looks at a number of economic environments and initial loan-to-value 
ratios, and accounts for borrower opportunities to cure defaults.72 Their 
results are shown in Figures 3.1 and 3.2, which can be summarized in the 
following points:73 

"	 In circumstances in which housing prices are either stable or have 
experienced some decline, modifications have the lowest break-even 
probabilities (18-25 percent). That means that lenders can take the 
most chances with these workouts. Each success can cover losses 
from around 4 failures so that the support ratio is 4:1. 

"	 Depending on house price changes, forbearance break-even 
probabilities range between 22 and 33 percent, preforeclosure sales 
between 28 and 38 percent, and deeds-in-lieu between 28 and 50 
percent. Their support ratios are then around 3:1, 2:1, and 1.5:1, 
respectively.74 

"	 In areas where there has been no housing-market downturn, 
preforeclosure sales have the lowest break-even probability (20 
percent), and modifications have the highest (42 percent). Deeds-
in-lieu and forbearance break-even rates are each around 30 percent. 

72The economic environments used are based on house price appreciation before and after default: normal (15 
percent before, 5 percent per year after); stagnant (none before or after default); beginning to decline (0 percent 
before, -10 percent per year after); middle of downturn (-10 percent before, -10 percent per year after); market 
bottom (-20 percent before, 0 percent after); and initial recovery (-20 percent before, 5 percent per year after). 

73These are for loans where the initial downpayment was 10 percent. Break-even rates for 5 percent 
downpayment loans will be a few percentage points higher, and those on 20 percent downpayment loans will be a few 
percentage points lower. Foreclosure time frames include possibilities for delays and extend from 2 months to 18 
months, with a mean time of 6 months. Simulations done with the Ambrose-Capone model show that for options that 
keep borrowers in their homes, break-even probabilities only rise by 5-to-10 percentage points in quick foreclosure 
States (consistent 2 month period to complete foreclosure). But break-even levels for deeds-in-lieu and preforeclosure 
sales rise substantially when foreclosures can be consummated quickly, with deeds-in-lieu break-even rates rising by 
40 percent and those for preforeclosure sales rising by 20 percent. 

74Ambrose and Capone use a 6 month no-payments forbearance that starts at day 120. 
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"	 Lenders are best off waiting until day 120, rather than day 90, to 
negotiate workouts. This is because of the high chance of self cure 
in the 90-120 day period. Initiating workouts while cure rates are 
still high increases the break-even probabilities of each workout 
option. For borrowers with no chance of curing their loans, break-
even probabilities fall dramatically. Modifications can have break-
even rates as low as 7-to- 12 percent, implying support ratios of 
13:1 to 7:1. (This is not shown in Figures 3.1 and 3.2.) 
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Figure 3.1 

Break-Even Success Probabilities for Workout Options 
In Various Economic Climatesa 

aDefinitions of these six climates are provided in footnote 46. 
Source: Ambrose and Capone (1993) 

Figure 3.2 

Workout Option Support Ratios Implied by Break-Even Success Ratesa 

aA support ratio gives the number of failures that can be financed by the savings from one success. 
Source: HUD calculations using Ambrose and Capone (1993) model 
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The only cases in which the Ambrose-Capone model shows that lenders could 
actually make money on successful workouts--rather than just mitigate losses--was 
for 20 percent downpayment loans in normal housing markets (continuous 
appreciation of prices), and only for successful deeds-in-lieu and preforeclosure 
sales. Failure of these options is still more costly than immediate foreclosure, and 
so financial risk in offering them continues to exist. 

3.7 Protecting Borrower Equity 

Borrowers who allow their loans to go into default have three things at risk: 
their investment in the house, their credit rating, and a potential tax 
liability. Equity in the property may have very little to do with the actual 
investment made by the homeowner. That investment value of a home 
depends on local market conditions. Money spent on owner-occupied 
housing--downpayment, purchase costs, maintenance and improvements-­
can only be recaptured if there has been sufficient price appreciation.75  In 
a market with moderate house-price appreciation, a borrower with only a 
5 percent down payment can have enough equity in the home to cover the 
8-10 percent total selling costs within 2 years. It will take several more 
years before the initial investment can actually be recouped. If there has 
been little or no appreciation in market price, then that same homeowner 
after 2 years would have negative net equity, and they would have to pay 
money at closing to sell the house on their own. 

Once a homeowner is in default on the mortgage, the only way to protect 
any positive net equity is to cure the default. Long-term workout options 
offered to troubled borrowers cannot fully protect that investment, even if 
they keep the borrower in the home. A long-term forbearance will cause 
the homeowner to accrue an additional indebtedness that could erode all 
equity in the property. It may or may not be best for the household 
involved, depending on the alternatives. If the monthly mortgage payment 
is about the same as an alternative rental payment, then the forbearance 
saves selling and moving costs.76  But if there are substantially less 
expensive housing alternatives, then a house sale and household move could 
be best. The second long-term option for keeping a home is loan 
modification. This is a form of capitalizing delinquencies into 
mortgage balances. They should generally be less costly to a homeowner 
than selling the house. The other long-term solutions, preforeclosure sales 
and deeds-in-lieu, are only offered if there is already negative equity in the 

75Also, the costs of most major remodeling efforts are not fully recovered in the increased value of the house. 

76Tax deductions from interest and property taxes could disappear under a forbearance plan, either because the 
lender is advancing them or the household has insufficient income to take advantage of them. So gross monthly 
payments need to be measured against alternative rental housing costs. 
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property. 

Loan foreclosures are mostly a problem of declining house values. One 
lender that contributed to this study expressed a view that many defaulted 
borrowers with negative equity in their homes make rational economic 
decisions: if the delinquency is greater than the cost of moving, they allow 
foreclosure and move. Many other mortgage market participants related to 
us that this phenomenon is exacerbated in States that do not allow 
deficiency judgments. In those States, the borrower cost-benefit calculation 
also includes free rent from staying in the mortgaged property until 
foreclosure and eviction, which only serves to increase the chance of the 
borrower allowing lender foreclosure.77 

Loan workouts benefit borrowers by substantially reducing the credit cost 
associated with foreclosure. A foreclosure stays on credit records for at 
least 7 years. In addition, a foreclosure combined with a bankruptcy filing 
will severely damage access to affordable credit. It is this, along with the 
threat of deficiency judgments or taxation of debt discharge resulting from 
uncollected debt in foreclosure, that prevents most nonhardship cases from 
allowing foreclosure.78 These factors also give those with true hardships 
valuable incentives to negotiate solutions with their lender/servicer. 

77The increase in foreclosure when cost to borrowers is reduced was verified by Jones (1993). 

78Deficiency judgments are discussed more thoroughly in chapter 6.4; taxation of debt discharge is covered in 
chapter 7.3. 
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Chapter 4 

Insurer and Guarantee Agency

Relationships With Loan Servicers


The types of workout options used for single-family mortgages are now 
fairly standard across insurers and guarantee agencies.79  Their 
application, however, depends on the sophistication of servicer workout 
departments and incentives given by the insurers and agencies to assure 
that their policies are carried out. How to provide these incentives is an 
area in which the mortgage industry is still working toward consensus. 
This chapter begins with an exposition of what is happening today with 
regard to servicer relations, and then continues with sections on the 
perspectives of loan servicers and portfolio lenders. The chapter ends 
with a discussion of what changes in workout programs servicers would 
most like to see. 

4.1 Approaches to Servicer Relations in Loss Mitigation 

Each insurer and guarantee agency depends vitally on the performance 
of loan servicers to assure protection of their collateral interests and 
homeowner equity. There are many opportunities for overlapping 
relationships because any one servicer may handle loans insured and/or 
guaranteed by a number of these secondary market players. Information 
on new approaches to loss mitigation and loan workouts can, therefore, 
spread fairly quickly through the industry. In addition to these 
interrelationships, there are industry trade publications that often 

79As used here, insurers refer to FHA, VA, and the private mortgage insurers. Guarantee agencies is used 
only to refer to Fannie Mae and Freddie Mac. Ginnie Mae does not intervene in cases of loan defaults except when 
the solvency of a security issuer is at stake. Even in those circumstances, FHA indemnifies Ginnie Mae for losses 
on individual loans. 
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highlight new approaches to handling nonperforming loans.80 

Among the seven agencies and insurers contacted for this study, there 
are two general approaches to servicer relations with a third now 
emerging (see Table 4.1). Typically, either the servicer has primary 
responsibility for developing workout offers or the agency/insurer takes 
this upon itself. In each case, servicers are given very similar 
instructions on when workout options are allowed and when to process 
a foreclosure. These have been developed since at least 1986 and are 
now firmly in place. As loan servicers increase in their sophistication 
with workouts, a third approach is emerging. This is where the servicer 
not only makes a recommendation on workout plans but is actually given 
authority to implement plans without agency approval. The success of 
this hinges on providing the proper financial incentives for servicers to 
look after the insurer or guarantor's interests. 

Servicers do not bear much of the cost of foreclosures, so they do not 
have the same level of incentives to promote workouts as do those who 
bear primary credit risk. However, in working with nonperforming 
loans, servicers face direct operating costs that are not covered by 
insurance claims.81  They will only incur these costs of continuing to 
forbear while attempting a workout solution as long as they do not 
exceed the value of future servicing rights to the mortgage. The insurer 
or guarantee agency, on the other hand, is looking at the prospect of 
large and immediate losses in foreclosure. So the servicer and insurer 
have separate and distinct financial interests. 

There is then a classic principal-agent, or agency problem in which what is 
in the best interest of the servicer may not be in the best interest of the 
insurer. Agency, as it is used in this context, refers to one who acts as an 
"agent" of another. The classic example of an agency problem is that of a 
firm's manager who acts as an "agent" of the owners, with the fiduciary 
responsibility to maximize the owners' equity in the business. The agency 
problem is then one of establishing the proper incentives so that the 

80These include Real Estate Finance Today and Mortgage Banking, two publications of the Mortgage Bankers 
Association of America; Savings & Community Banker, the magazine of the Savings & Community Banker 
Association; and American Banker, published by the American Banking Association. There are also many 
mortgage market publications not affiliated with trade groups. 

81Working with delinquent loans involves a good deal of direct servicer activity. The cost of this monitoring is 
covered only by the usual servicing fee on all loans. Ginnie Mae, because it pools more risky FHA and VA loans, 
provides a higher servicing fee than do Fannie Mae and Freddie Mac. FHA only reimburses servicers for two-
thirds of foreclosure expenses (attorneys, court costs, appraisals, title searches, etc.), and only reimburses unpaid 
interest at the government debenture rate rather than the mortgage note rate. 
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Table 4.1 

General Approaches to Insurer/Guarantor Relations With Servicers 

Approach Class: I II III 

Description of 
Approach: 

Servicer develops 
plan subject to final 
review and approval 
by agency and/or 
insurer (agencies 
require that insurers 
give approval first). 

Agency/insurer uses 
own workout staff to 
develop plan for 
servicer to 
implement. 

Servicer given 
latitude to develop 
plan with minimum 
approvals by 
agency. 

Interpretation: Agency problem can 
be controlled but not 
completely overcome 
with proper 
incentives. 

Agency problem 
cannot be overcome 
in a cost-effective 
manner. 

Either no agency 
problem exists, or it 
has been fully 
resolved. 

Agencies/insurers 
using approach: 

Fannie Mae 
Freddie Mac, 
Mortgage Guaranty 
Insurance Corp., 
FHA (pre 1995). 

VA, General Electric 
Mortgage Insurance 
Corp., United 
Guaranty Insurance 
Corp, Freddie Mac 
using workout 
contractors for 
caseload of small 
servicers. 

FHA (1995), 
Fannie Mae 
experimenting 
(1995). 
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manager will truly seek the owner's best interest.82  In the case at hand, we 
note that mortgage insurers and guarantee agencies are trying three different 
methods for controlling agency problems with servicers. A simple 
classification scheme is outlined in Table 4.1. 

There is no one right way of approaching this relationship and, because 
emphasis on workouts is still relatively new, it will likely be a few more 
years before one approach dominates or some blending of them emerges. 
On one hand, it has yet to be shown whether small, local servicers can be 
expected to develop the same workout expertise as larger national ones, and 
whether that expertise can be sustained during a period of normal house-
price appreciation when defaults are relatively rare. It might be that it is 
more cost effective for the national organizations to maintain loss mitigation 
staffs and perhaps reduce servicing fees accordingly.83  In Chapter 3 it was 
mentioned that it might also be possible to require small servicers to 
contract out loan workout functions if they cannot justify having trained 
staff in house. 

On the other hand, incentives for servicers to act so as to maximize the net 
return from loss mitigation efforts have not been fully exploited. For 
example, only the new insurer, Amerin Guaranty Corporation, is 
experimenting with a system that directly rewards lenders for minimizing 
claims.84  While this approach affects underwriting as well as delinquency 
monitoring, it could easily be expanded to provide a type of "profit 
sharing" on the cost savings from loss-mitigation efforts over-and-against 
the average cost of loans that go to foreclosure. This could then be a test 
of whether agency problems could be effectively eliminated. In 1995, 
Fannie Mae began to test such a system with the loans it guarantees. 

The following section provides examples of how the industry is working to 
resolve agency problems with servicers. 

82See Jensen and Meckling (1976) for the seminal work outlining this universal problem among all firms. 
Ambrose and Capone (1993) provide a more detailed look at this for servicers and insurers. 

83This would be fairly straightforward for the guarantee agencies, but would require some creative innovations by 
insurers to vary premiums by servicer. 

84Amerin's strategy is to charge insurance premiums to the lender rather than to the borrower. Lenders with 
better than expected performance across their insured portfolios earn reduced out-year premiums. This is a new and 
somewhat controversial approach. Public policy questions exist with respect to possible lender incentives to 
circumvent community lending requirements in order to minimize insurance costs. 
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4.2 Innovations 
Class I 

Class I organizations act as if agency problems can be controlled with 
proper incentives. They do not act as though the problem has been 
overcome because they still scrutinize servicer workout requests and must 
give final approval before the servicer can make an offer to a borrower.85 

Both Fannie Mae and the Mortgage Guaranty Insurance Corporation 
(MGIC) have well developed training programs to teach servicer personnel 
how to think and respond to typical distressed-borrower situations. 
MGIC's program, Preserving Homeownership, was finalized in 1991 and 
provides a full-day of instruction on borrower counseling, matching 
workout plans to borrower needs/situations, and Fannie Mae and Freddie 
Mac guidelines. It is complete with case studies that review tax returns, 
household finances, and use of Fannie Mae and Freddie Mac reporting 
forms.86 

Fannie Mae is at the vanguard of testing various incentives for servicers to 
initiate workouts. Their initial philosophy was best spelled out in a 
mortgagee letter dated May 17, 1991.87  There, Fannie Mae introduced the 
carrot-and-stick approach in which they would offer monetary payments for 
completion of foreclosure alternatives and, at the same time, rate each 
servicer's use of workouts against the performance of others in their 
regions. By midyear 1993 they had reached the goal of having servicers 
prevent one out of four potential foreclosures, and surpassed 50 percent 
foreclosure avoidance in 1994. While industry data on historical 
performance is sketchy, these were clearly precedent setting 
accomplishments. In 1995, Fannie Mae embarked on the next generation of 
servicer relations that will may one day put them squarely in Class III (see 
comments below). 

Rather than attempting special incentives for servicers, Freddie Mac 
traditionally chose to encourage fast cooperation by borrowers by requiring 
that servicers initiate foreclosure at 90-days delinquency. In the 90-120 day 
period, property-rights-terminating workouts and foreclosures are processed 
on parallel tracks, with borrowers given rights to reinstate the mortgage up 

85Fannie Mae and Freddie Mac now have exceptions for instances in which there will be no cost to them and the 
insurer and borrower will cover all losses. 

86MGIC is now in the process of releasing a revised Preserving Homeownership II. 

87See Engelstad (1991). 
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to 5 days before foreclosure.88  This, however, is now changing. In 1994 
the Corporation staffed a new Single Family Loss Mitigation Department 
with responsibility for designing and implementing workouts and corporate 
strategy toward servicer incentives. It has also initiated its own program of 
servicer training in loss mitigation techniques, and has recently introduced 
more complete incentives for servicers to avoid foreclosure. Its current goal 
is that workouts increase from 30 percent to 50 percent of cases in which 
borrowers cannot cure their defaults. 

Class II 

Class II organizations generally operate in a way indicating that agency 
problems cannot be mitigated in a cost-effective manner. While they rely 
heavily on servicers to at least initiate and gather financial information from 
defaulted borrowers, they do not rely on them to propose any specific offers 
of workout assistance. While some large servicers have sophisticated loan-
workout programs, many smaller ones still do not even consider workouts 
important. General Electric Mortgage Insurance Corporation (GEMICO) 
has found that as they expand their servicer training on how to handle 
delinquents, servicers send them more borrower financial packages to 
analyze. Because emphasis on workouts is all very new to servicers, it is 
taking time to get training to all who need it. GEMICO has also developed 
a computer system to flag loans that may benefit from a workout but were 
not given workout-information packets by servicers. 

An additional role for insurer counselors occurs when there is animosity 
between servicer and borrower due to past or present difficulties. As a 
"neutral" third-party, the insurer can often more easily gain trust and 
develop a workout solution. This tactic is used successfully by the United 
Guaranty Residential Insurance Company (UGI) and the VA. UGI notes 
that, because servicers process foreclosures, borrowers see them rather than 
the insurer as the adversary. Coming in as a borrower advocate also allows 
the insurer to process workouts when borrower circumstances change late 
in the foreclosure process. This is a valuable role for the insurer. If the 
servicer worked on ways to reinstate the borrower while processing a 
foreclosure it would jeopardize the legal case for foreclosing. In addition, 
private insurers gain leverage to encourage servicer participation by 
sometimes contacting the appropriate guarantee agency to solicit its support 
for a workout. 

Servicer counselors may tire of hearing the same old stories from a 
borrower and not want to give them another chance. Because they do not 

88As mentioned in chapter 3, the servicer would jeopardize the foreclosure by simultaneously offering incentives 
to reinstate the loan. So with Freddie Mac loans, these must all be accomplished before the 90-day mark. 
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bear the direct costs of foreclosure but do incur servicing costs on recurrent 
delinquencies, it is easier for them to want to go to foreclosure. The 
insurer's counselors are not wearied by the past relationship and can 
perhaps look at the costs and benefits of a workout more objectively. In the 
case of the VA, there is a pre-existing and ongoing relationship between 
agency and military personnel that gives its counselors an enhanced ability 
to elicit borrower cooperation. 

It is interesting that MGIC started with a Class II approach in the mid 
1980s, but then switched to Class I. It discovered that the more counseling 
it did, the less effort servicers put into delinquency management of their 
loans, choosing instead to put their resources to work on other 
nonperforming loans. This may have been due to the staffing crisis that 
occurred when the oil patch economy went bad in 1986 and delinquencies 
escalated. Whatever the cause, MGIC has since developed a highly-
respected Class I program. In some cases it even sends its workout 
guidelines directly to troubled borrowers. 

Class III 

As mentioned earlier, Fannie Mae is poised to enter Class III.89 It is 
certifying servicers for delegated endorsement of workout plans without any 
prior approvals from Fannie Mae. Financial incentives will make loss 
mitigation a clear profit center for servicers, thus giving them a direct stake 
in the outcome of each case. New computer systems will allow faster 
approval of workout requests by servicers not certified for delegated 
endorsement, and will expedite Fannie Mae's internal reviews of servicer 
performance. 

FHA is also in the process of moving from Class I to Class III status. A 
severe staffing crisis and government budget restrictions have led to 
providing servicers with broader authority. They now have complete 
authority to authorize preforeclosure sales and make positive 
recommendations on assignment applications. HUD staff only intervene to 
grant program exceptions and to review negative assignment 
recommendations.90  However, FHA cannot upgrade to require that 
servicers analyze other foreclosure avoidance and loss-mitigation efforts 
until it has the authorities to use them. 

89Fannie Mae's new policy is spelled out in Engelstad (1995). 

90Because of the entitlement status of loan assignment for borrowers who meet the technical qualifications, HUD 
must provide its own review of servicer recommendations against taking assignments. The role of loan assignment vis-
a-vis other loss mitigation techniques is a product of a long statutory and judicial history--one that will be discussed 
fully in chapter 5. 
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FHA takes a different tact from others with respect to providing monetary 
incentives. While private insurers require that borrowers put some of their 
own cash into workout agreements, FHA does not; it offers cash incentives 
to encourage borrowers to make workouts successful. Payments to 
borrowers are a relatively new invention and are available for deeds-in-lieu 
and preforeclosure sales. The preforeclosure sale payments made by FHA 
vary with the quickness of the sale, and deed-in-lieu payments are a flat 
$500. It is not that defaulted borrowers walk away with cash in their 
pockets. Rather, these are used by borrowers to make their expected 
contributions to cover miscellaneous transactions costs. With respect to 
preforeclosure sales, borrower incentive payments help to finance the 
closing costs of property sale. These include prorated taxes, buyer discount 
points and property repairs. While other agencies and insurers may 
implicitly provide the same level of debt relief, HUD has a unique approach 
of giving some cash to borrowers so they can actively assist in the process 
of selling or transferring the home. FHA then avoids the private insurer 
problem of gaining initial cooperation from the borrower. 

At the same time, FHA discourages foreclosures by making them costly to 
servicers. FHA will only repay servicers for two-thirds of out-of-pocket 
costs (attorneys, title searches, court costs, etc.), and does not fully 
reimburse interest costs paid by the servicer through Ginnie Mae on 
securitized loans.91  The attempt to overcome the agency problem by 
making servicers bear a portion of the foreclosure costs did not work for 
FHA in the past because the only viable alternative to foreclosure was 
assigning loans to HUD. Assignment acceptances were out of the control 
of servicers and in the hands of HUD field offices.92  This should change 
as servicers are given more responsibility and are held more accountable for 
promoting loss mitigation and foreclosure avoidance. 

Wrap-Up 

There is no one right way for all credit-risk-bearing agencies to manage 
servicer performance. All approaches, however, include at least one of 
these essential elements in the process: training servicer personnel, making 
financial incentives to mitigate agency problems, giving borrowers 
incentives to quickly cooperate with servicers, and providing workout 
counselors who can mediate between servicer and borrower when that 
relationship is strained or not functional. The innovations introduced since 
1986 are all valuable, and each is bearing fruit. One reason each agency 
and insurer can successfully specialize in one or two facets of the process 

91FHA does, however, reimburse all expenses if the loan is assigned to HUD. 

92Issues surrounding HUD assignments are discussed in chapter 5. 
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is that servicers interact with many or all of them and learn from each type 
of relationship. Specialization in the secondary market may then serve to 
increase the efficiency of the overall mortgage-market's program of 
providing alternatives to foreclosure. 

The lines of demarcation between Classes are not solid. For example, VA 
allows servicers to establish forbearances without their approval, a Class III 
characteristic. MGIC will, when necessary, allow its counselors to step in 
and mediate problems between servicers and borrowers, a Class II attribute. 
General Electric Mortgage relies more and more on major servicers to 
perform comprehensive pre-screening of workout proposals before 
submitting them to its in-house staff, giving them a stake in Class I type 
efforts. Detailed data on the value of each approach and each borrower 
option is generally not available today. Many organizations just started 
collecting data on servicer use of workouts in 1992, and all are still refining 
their data collection efforts to better understand these issues. Although it 
will be a number of years before the industry fully understands the costs 
and benefits of the various facets of servicer relations, the commitment to 
understanding the many dimensions of loss mitigation and foreclosure 
prevention is clearly there. Thus the innovations spoken of here should 
lead to more innovations and new approaches to servicer relations in the 
near future.93 

The largest strides made over the past 5 years have been in identifying 
profiles of the types of borrowers that can benefit from each type of 
workout (see Chapter 3). Presently, insurers and guarantee agencies are 
working to teach servicers to think about workouts as good things for all 
parties involved. The next step should be to take borrowers fitting each 
workout profile and attempt to rank them according to their perceived 
chances of success. Only then can the system maximize net social benefits 
from having workout programs by expanding the pool of troubled 
homeowners who can avoid foreclosure while enhancing industry profits in 
the process. 

4.3 The Servicer Perspective 

The first sections of this chapter dealt with insurer and credit-agency 
perspectives on motivating servicers to protect their interests. Now we turn 
to the servicer perspective on the flexibility granted to them to provide 

93One exception among the seven agencies and insurers contacted for this study is United Guaranty Residential 
Insurance Corp. They have a system that provides a good understanding of the success probabilities of various 
workout offers and the resulting cost effectiveness of its workout staff. Servicers also report that they keep very close 
track of the resolution of all delinquencies. Some have even been thinking about the break-even success probabilities 
outlined in chapter 3 (see Whitacre, 1991). The research community is likewise just beginning to focus on this issue. 
Clauretie (1987) was an early advocate of such research, and Ambrose and Capone (1993) may have been the first to 
systematically look at the issue of to what extent it is profitable to extend workout offers to defaulted borrowers. 
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workout options for troubled borrowers. The MBA solicited input for this 
study from 10 member firms whose serviced portfolios range from $50 
million to $24 billion. Some are subsidiaries of depository institutions, 
while others are traditional mortgage bankers that only service loans owned 
by other investors. Many of these have successfully implemented their own 
workout departments. In addition to these members of the MBA, input was 
received from a savings bank turned mortgage banker ($1 billion in 
portfolio loans and $4 billion in loans serviced for others), and a traditional 
community lender originating loans only for portfolio.94  The following is 
a compilation of information received from these twelve firms. 

Borrower Responsiveness 

Servicers have found borrowers to be fairly responsive to their counseling 
efforts. They report that making telephone contact and establishing a one-
on-one rapport garners much better response than just mailing form letters. 
During the first stages of contact, the servicer is trying to understand what 
the borrower wants to do (stay or leave the house) and what resources are 
available for self-curing the loan. Once the delinquency progresses past day 
90, and workout options are explored, from 65-90 percent of borrowers still 
in arrears cooperate in finding a solution. The two most commonly 
mentioned reasons for noncooperation were lack of financial hardship-­
shown in refusal to complete financial worksheet--and hostile divorces. 
Servicers believe that they, in tandem with the insurers and credit agencies, 
have developed workout approaches to a level where they can discern 
between borrowers with real hardships and those without them nearly 90 
percent of the time. Approximately 5 percent of those who eventually 
receive workout offers refuse them because they want more assistance than 
the insurer is willing to offer. 

Insurer and Guarantee Agency Standards 

All servicer respondents indicated that there exists no agency problem in 
their relationships with insurers because they approach workout operations 
from the perspective of a portfolio lender. Indeed, the line between 
servicer and lender is blurred today by depository institutions that maintain 
mortgage bank subsidiaries. Their servicing portfolios are often larger than 
their investment portfolio, and they claim to treat all defaults alike. Some 
go so far as to submit workout proposals they believe are sound, even 
knowing that they will likely be rejected by the insurer/guarantor. In the 

94In the course of research for this study, HUD solicited input from trade groups representing portfolio lenders 
with community-banking mandates. Unfortunately, they were not able to provide information that would make it 
possible to discern any differences in approaches they use from those used by traditional mortgage bankers who do not 
bear the credit risk of holding whole loans. 

57





















































































































































































































