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HELPING FAMILIES SAVE THEIR HOMES IN
BANKRUPTCY ACT OF 2009, AND THE EMER-
GENCY HOMEOWNERSHIP AND EQUITY
PROTECTION ACT

THURSDAY, JANUARY 22, 2009

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Committee met, pursuant to notice, at 2:23 p.m., in room
2141, Rayburn House Office Building, the Honorable John Conyers,
Jr. (Chairman of the Committee) presiding.

Present: Representatives Conyers, Scott, Watt, Lofgren, Jackson
Lee, Waters, Delahunt, Cohen, Johnson, Pierluisi, Sherman,
Wasserman Schultz, Maffei, Smith, Goodlatte, Sensenbrenner,
Coble, Lungren, Issa, King, Franks, Gohmert, Jordan, Poe,
Chaffetz, Rooney, and Harper.

Staff present: Perry Apelbaum, Staff Director and Chief Counsel,
Susan Jensen-Lachmann, Majority Counsel; George Slover, Major-
ity Counsel; Daniel Flores, Minority Counsel; and Zachary Somers,
Minority Counsel.

Mr. CONYERS. The hearing will come to order. Thank you, ladies
and gentlemen. We are delighted to have our colleagues in front of
us again who work so diligently on the subject matter.

At 1 o'clock this afternoon, we had a vote after extensive debate
on House Joint Resolution 3, a bill entitled, “Relating on the Dis-
approval of Obligations Under the Emergency Economic Stabiliza-
tion Act of 2008.”

The vote was 270 in support of the resolution of disapproval and
155 against the resolution of disapproval. And I think that reflects
accurately the mood of the American people. It so happens that we
are in the process of catching up with them.

Now, the genesis of this hearing goes back to the evening that
the then secretary of the treasury, Henry Paulson, met with the
leaders of the first branch of Government, the legislature, and he
had three sheets of paper. And here is what were on them.

The first thing was the fact that he needed new and extensive
authority never before granted a treasury secretary in the history
of this country.

The second thing that was on the second sheet of paper was that
he needed $700 billion.

And on the third sheet of paper were two other provisos, one
which said we need this money right away and the other proviso
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on the third sheet of paper said, and we want this authority that
we are asking you to legislate not to be reviewable by any court
nor even the legislative process itself.

And this was the beginning of some of the, to me, foreseeable
problems that bring us here today.

Now, we inquire under the jurisdiction of the Judiciary Com-
mittee on a very limited set of circumstances. What we are here
this afternoon to determine are some very simple questions. They
have been outlined by my staff and actually they have been recap-
tured by one of our witnesses on the second panel, Professor
Levitin.

And they boil down to these questions with regard to what we
do about the basic problem that caused the subprime mortgage
meltdown and, further, what can we do to assist the victims of this
meltdown who happen to be homeowners?

And so I offer you these suggestions: that, first, the voluntary ef-
forts to relieve the foreclosure crisis have been unsuccessful. And,
second, the bankruptcy provisions in our bills are the modification
of them to allow cram-down reopening, examination, can only be
accomplished through revising the bankruptcy law; longer terms,
less interest, making sure that the mortgage itself does not exceed
the value of the property.

And then a couple of other considerations that nothing harmful
will come through this bankruptcy modification because there will
be no further interest rates that will go higher, nor will these modi-
fications create any unjust benefits or somehow make this some
kind of an easy-escape method for undeserving mortgagors.

And so I am happy to begin this discussion with two of the lead-
ers in the Congress about how we came to this point. I am so glad
that you are with us, Congressman Miller and Congressman Mar-
shall.

I turn now to the Ranking Member from Texas, Mr. Lamar
Smith.

[The bills, H.R. 200 and H.R. 225, follow:]
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1tH CONGRESS
29 H, R, 200

To amend title 11 of the United States Code with respect 1o modilication
of certain mortgages on principal residences, and for other purposes.

IN TIIE IHOUSE OF REPRESENTATIVES
JANUARY 6, 2009
(C'ONYERS (for himself, Ms. Lixpa T. SANCHEZ of California, Mr. NAD-
1ER of New York, Mr. DELAHUNT, Mr. ScorT of Virginia, and Ms. Wa-

TERS) introduced the following bill; which was referred to the Committee
on the Judiciary

A BILL

amend title 11 of the United States Code with respect
to modification of certain mortgages on principal resi-
dences, and for other purposes.

Be il enacled by the Senale and House of Represenla-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE.

This Act may be cited as the “Helping Families Save
Their Homes in Bankruptey Act of 20097,

SEC. 2. ELIGIBILITY FOR RELIEF.
Section 109 of title 11, United States Code, is

amended—
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(1) by adding at the end of subsection (e) the
following: “Ifor purposecs of this subscetion, the com-
putation of debts shall not include the secured or
unsecured portions of—

“(1) debts sceured by the debtor’s prineipal res-
idence if the current value of that residence is less
than the secured debt limit; or

“(2) debts secured or formerly secured by real
property that was the debtor’s principal residence
that was sold in foreclosure or that the debtor sur-
rendered to the creditor if the enrrent value of such
real property is less than the secured debt limit.”;
and

(2) by adding at the end of subsection (h) the
following:

“(5) The requirements of paragraph (1) shall not
apply in a case under chapter 13 with respect to a debtor
who submits to the court a certification that the debtor
has received notice that the holder of a claim secured by
the debtor’s priucipal residence may commience a fore-
closure on the debtor’s principal residence.”.

SEC. 3. PROHIBITING CLAIMS ARISING FROM VIOLATIONS
OF CONSUMER PROTECTION LAWS,
Scetion 502(b) of title 11, United States Code, is

amended—

«HR 200 TH
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(1) in paragraph (8) by striking “or” at the
end,

(2) in paragraph (9) by striking the period at
the end and inserting ““; or”’, and

(3) by adding at the end the following:

“(10) the claim is subject to any remedy for
damages or rescission due to failure to comply with
any applicable requirement under the Truth in
Lending Act, or any other provision of applicable
State or Federal consumer protection law that was
in force when the noncompliance took place, notwith-
standing the prior entry of a foreclosure judgment.”.
4. AUTHORITY TO MODIFY CERTAIN MORTGAGES.

Section 1322(b) of title 11, United States Code, is

amended—

(1) by redesignating paragraph (11) as para-
graph (12),

(2) in paragraph (10) by striking “and” at the
end, and

(3) by tuserting after paragraph (10) the fol-
lowing:

“(11) notwithstanding paragraph (2) and other-
wise applicable nonbankruptey law, with respect to a
claim for a loan secured by a security interest in the

debtor’s principal residence that is the subject of a

«HR 200 TH
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notice that a foreclosure may be commenced, modify
the rights of the holder of such claim—

“(A) by providing for payment of the
amount of the allowed secured claim as deter-
mined under seetion 506(a)(1);

“(B) if any applicable rate of interest is
adjustable under the terms of such security in-
terest by prohibiting, reducing, or delaying ad-
justments to such rate of interest applicable on
and after the date of filing of the plan;

“(C) by modifying the terms and condi-
tions of such loan—

“(1) to extend the repayment period
for a period that is no longer than the
longer of 40 years (reduced by the period
for which such loan has been outstanding)
or the remaining term of such loan, begin-
ning on the date of the order for relief
under this chapter; and

“(i1) to provide for the payment of in-
terest accruing after the date of the order
for relief under this chapter at an annual
percentage rate calculated at a fixed an-
nual pereentage rate, in an amount cqual

to the then most recently published annual

«HR 200 TH
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vield on conventional mortgages published
by the Board of Governors of the ederal
Reserve System, as of the applicable time
set forth i the rules of the Board, plus a
reasonable premium for rigk; and
“(D) by providing for payments of such
modified loan directly to the holder of the
claim; and”.
SEC. 5. COMBATING EXCESSIVE FEES.
Section 1322(c) of title 11, the United States Code,
is amended

(1) in paragraph (1) by striking “and” at the
end,

(2) in paragraph (2) by striking the period at,
the end and inserting a semicolon, and

(3) by adding at the end the following:

“(3) the debtor, the debtor’s property, and
property of the estate are not liable for a fee, cost,
or charge that is incurred while the case is pending
and arises from a debt that is secured by the debt-
or’s principal residence cxeept to the extent that—

“(A) the holder of the claim for such debt
files with the court (aunually or, in order to
permit filing consistent with clause (i), at such

more frequent periodicity as the court deter-

«HR 200 TH
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mines necessary) notice of such fee, cost, or

charge before the carlier of—

“(i) 1 year after such fee, cost, or
charge is meurred; or

“(i1) 60 days before the closing of the
case; and
“(B) such fee, cost, or charge—

“(i) is lawful under applicable non-
bankruptcy law, reasonable, and provided
for i the applicable security agreement;
and

“(i1) 1s secured by property the value
of which is greater than the amount of
such daim, including such fee, cost, or

charge;

“(4) the failure of a party to give notice de-

seribed in paragraph (3) shall be deemed a waiver

of any claim for fees, costs, or charges described in

paragraph (3) for all purposes, and any attempt to

collect such fees, costs, or charges shall constitute a

violation of scetion 524(a)(2) or, if the violation oc-

curs before the date of discharge, of section 362(a);

and

«HR 200 TH
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7
“(5) a plan may provide for the waiver of any
prepayment penalty on a claim scceured by the debt-
or’s principal residence.”.
6. CONFIRMATION OF PLAN.

Scetion 1325(a) of title 11, the United States Code,

1s amended—

SEC.

(1) in paragraph (8) by striking “and” at the
end,

(2) in paragraph (9) by striking the period at
the end and inserting a semicolou, and

(3) by inserting after paragraph (9) the fol-
lowing:

“(10) notwithstanding subclause (I) of para-
graph (5)(B)(i), the plan provides that the holder of
a claim whose rights are modified pursuant to sec-
tion 1322(b)(11) retain the lien until the later of—

“(A) the payment of such holder’s allowed
secured claim; or
“(B) discharge under section 1328; and

“(11) the plan modifies a claim i accordance
with secction 1322(b)(11), and the court finds that
such modification is in good faith.”.

7. DISCHARGE.

Section 1328 of title 11, the United States Code, is

amended—

«HR 200 TH



R W

O 0 NN N

10
11
12
13
14
15
16
17
18
19
20
21
22

10

3
(1) in subsection (a)—

(A) by inserting “(other than payments to
holders of claims whose rights are modified
under section 1322(b)(11)" after “paid” the
first place it appears, and

(B) in paragraph (1) by inserting “or, to
the extent of the unpaid portion of an allowed
secured  claim, provided for in  section
1322(b)(11)” after “1322(b)(5)”, and
(2) in subsection (¢)(1) by inserting “or, to the

extent of the unpaid portion of an allowed secured

claim, provided for in section 1322(b)(11)” after

“1322(h)(5)”.
SEC. 8. EFFECTIVE DATE; APPLICATION OF AMENDMENTS.

(a) EFFECTIVE DATE.—Except as provided in sub-
section (b), this Act and the amendments made by this
Act shall take effect on the date of the enactment of this
Act.

(b) APPLICATION OF AMENDMENTS—The amend-
ments made by this Act shall apply with respect to cases
commenced under title 11 of the United States Code be-

fore, on, or after the date of the enactment of this Act.

O

«HR 200 TH
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111tH CONGRESS
B HL,R. 225

To amend title 11 of the United States Code with respect 1o modilication
of certain mortgages on principal residences, and for other purposes.

IN TIIE 1HOUSE OF REPRESENTATIVES

JANUARY 7, 2009

Mr. MILLER of North Carolina (for himself, Ms. LixDa T. SANCHEZ of Cali-

T«

kR W N

fornia, Mr. FRANK of Massachusetts, Mr. WATT, Mr. Enr18oN, Ms. LER
of California, Mr. COURTNEY, Mr. BLUMENAUER, Mrs. CHRISTENSEN,
Ms. Eppie BErNICE JoHNsON of Texas, Mr. BUTTERFIELD, Mr.
GRITATVA, Ms. JACKSON-LEE of Texas, Mr. STRES, Mr. CAPUANO, Mr.
HINCHEY, Mr. GEORGE MILLER of California, Mr. STARK, Mr. JOHNSON
of Georgia, Mr. Davis of Alabama, Mr. VAN IIoLLEN, Ms. WASSERMAN
Scrrerrz, Mr. CorteN, Ms. EDWARDS of Maryland, and Mr. Lewis of
Georgia) introduced the following bill; which was referred to the Com-
mittee on the Judiciary

A BILL

amend title 11 of the United States Code with respect

to modification of certain mortgages on principal resi-
dences, and for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE.

This Act may be cited as the “Emergency Homeown-

ership and Equity Protection Act”.
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SEC. 2. ELIGIBILITY FOR RELIEF.

Section 109 of title 11, United States Code, iIs
amended—

(1) by adding at the end of subsection (e) the
following: “For purposes of this subsection, the com-
putation of debts shall not inelude the secured or
unsecured portions of—

“(1) dehts secured by the debtor’s principal res-
idence if the current value of that residence is less
than the secured debt limit; or

“(2) debts secured or formerly secured by real
property that was the debtor’s principal residence
that was sold in foreclosure or that the debtor sur-
rendered to the creditor if the current value of such
real property is less than the secured debt limit.”’;
and

(2) by adding at the end of subsection (h) the
following:

“(5) The requirements of paragraph (1) shall not
apply in a case under chapter 13 with respeet to a debtor
who submits to the court a certification that the debtor
has received notice that the holder of a claim secured by
the debtor’s principal residence may commence a fore-

closure on the debtor’s principal residence.”.

«HR 225 TH
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SEC. 3. AUTHORITY TO MODIFY CERTAIN MORTGAGES.

Section 1322(b) of title 11, United States Code, 1s

amended—

(1) by redesignating paragraph (11) as para-
graph (12),

(2) in paragraph (10) by striking “and” at the
end, and

(3) by inserting after paragraph (10) the fol-
lowing:

“(11) notwithstanding paragraph (2) and other-
wise applicable nonbankruptey law, with respect to a
claim for a loan made before the date of the enact-
ment of the Emergency Homeownership and Egmity
Protection Act secured by a security interest in the
debtor’s principal residence that is the subject of a
notice that a foreclosure may be commenced, modify
the rights of the holder of such claim—

“(A) by providing for payment of the
amount of the allowed secured claim as deter-
mined under seetion 506(a)(1);

“(B) if any applicable rate of interest is
adjustable under the terms of such security in-
terest by prohibiting, redueing, or delaying ad-
justments to such rate of interest applicable on

and after the date of filing of the play

«HR 225 TH
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“(C) by modifying the terms and condi-

tions of such loan—

“(i) to extend the repayment period
for a period that is no longer than the
longer of 40 years (reduced by the period
for which such loan has been outstanding)
or the remaining termn of such loan, begii-
ning on the date of the order for velief
under this chapter; and
terest acerning after the date of the order
for relief under this chapter at an annual
percentage rate calculated at a fixed an-
nual percentage rate, in an amount equal
to the then most recently published annual
vield on conventional mortgages published
by the Board of Governors of the Federal
Reserve System, as of the applicable time
set forth in the rules of the Board, plus a
reasouable premium for risk; and

“(D) by providing for payments of such

modified loan directly to the holder of the

claim; and’.

«HR 225 TH
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SEC. 4. COMBATING EXCESSIVE FEES.

Section 1322(c) of title 11, the United States Code,
is amended—

(1) in paragraph (1) by striking “and” at the
end,

(2) in paragraph (2) by striking the period at
the end and inserting a semicolon, and

(3) by adding at the end the following:

“(3) the debtor, the debtor’s property, and
property of the estate are not liable for a fee, cost,
or charge that is incurred while the case is pending

and arises from a debt that is secured by the debt-

or's principal residence except to the extent that
“(A) the holder of the claim for such debt
files with the court (annually or, in order to
permit, filing consistent with clause (i), at such
more frequent periodicity as the court deter-
mines necessary) notice of such fee, cost, or
charge before the earlier of—
“(1) 1 year after such fee, cost, or
charge is incurred; or
casc; and
“(B) such fee, cost, or charge—
“(i) 1s lawful under applicable non-
bankruptey law, rcasonable, and prowvided

«HR 225 TH
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6
1 for in the applicable security agreement;
2 and
3 “(i1) 1s secured by property the value
4 of which is greater than the amount of
5 such claim, including such fee, cost, or
6 charge;
7 “(4) the failure of a party to give notice de-
8 seribed in paragraph (3) shall be deemed a waiver
9 of any claim for fees, costs, or charges described in
10 paragraph (3) for all purposes, and any attempt to
11 collect such fees, costs, or charges shall constitute a
12 violation of section 524(a)(2) or, if the violation oc-
13 curs before the date of discharge, of section 362(a);
14 and
15 “(5) a plan may provide for the waiver of any
16 prepayment penalty on a claim secured by the debt-
17 or’s principal residence.”.

18 SEC.5. CONFIRMATION OF PLAN,
19 Section 1325(a) of title 11, the United States Code,

20 is amended—

21 (1) in paragraph (8) by striking “and” at the
22 end,

23 (2) in paragraph (9) by striking the period at
24 the end and inserting a semicolon, and

«HR 225 TH
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(3) by inserting after paragraph (9) the fol-
lowing:

“(10) notwithstanding subclause (I) of para-
graph (5)(B)(i), the plan provides that the holder of
a claim whose rights are modified pursuant to sce-
tion 1322(b)(11) retain the lien until the later of—

“(A) the payment of such holder’s allowed
secured claim; or
“(B) discharge under section 1328; and

“(11) the plan modifies a claim in accordance
with section 1322(bh)(11), and the court finds that
such modification is in good faith.”.

6. DISCHARGE.

Section 1328 of title 11, the United States Code, is

amended—

(1) in subsection (a)—

(A) by inserting “(other than payments to
holders of eclaims whose rights are modified
under section 1322(b)(11)" after “paid” the
1st place it appears, and

(B) in paragraph (1) by inserting “or, to
the extent of the unpaid portion of an allowed
secured  claim, provided for in  section

1322(b)(11)” after “1322(b)(5)”, and

«HR 225 TH
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(2) in subsection (¢)(1) by inserting “or, to the
cxtent of the unpaid portion of an allowed sceurced
claim, provided for in section 1322(b)(11)” after
“1322(b)(5)".
SEC. 7. EFFECTIVE DATE; APPLICATION OF AMENDMENTS.
(a) EFreCTivE DaTe.—Except as provided in sub-
section (b), this Act and the amendments made by this
Act shall take effect on the date of the enactment ot this
Act.

(b) APPLICATION OF AMENDMENTS.—The amend-

ments made by this Act shall apply with respect to cases
commenced under title 11 of the United States Code be-

fore, on, or after the date of the enactment of this Act.

O

«HR 225 TH
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Mr. SMITH. Thank you, Mr. Chairman.

Mr. Chairman, this country is faced with a foreclosure crisis of
historic proportions. Many were complicit in the creation of this cri-
sis. It was brought on largely by irresponsible mortgage policies.

These policies were implemented by lenders and encouraged by
Government entities like Fannie Mae, who were all too willing to
put profits ahead of prudence.

Their irresponsible behavior was encouraged by Congress, and
too often borrowers, spurred on by cheap credit and little or noth-
ing as a down payment, borrowed more than they could afford.

We in Congress are now considering solutions to the foreclosure
crisis. The legislation before us today represents the so-called bank-
ruptcy solution.

It is tempting to some because allowing bankruptcy courts to re-
write home mortgages does not require up-front taxpayer dollars.
In that sense, it may appear costless.

But despite their superficial attractions, the bankruptcy pro-
posals create real problems and will cost future homeowners.

My overriding concern with the bankruptcy proposals is that
they undermine personal accountability. Although an unusual
number of people took on mortgages they could not afford, the vast
majority of Americans simply did not. They took on loans for which
they assumed responsibility and continued to pay their mortgages
on time.

Americans undoubtedly want solution to the foreclosure crisis,
but I do not believe that they want proposals that amount to ab-
solving borrowers of their personal responsibility. I fear that the
broad terms of the two bills we are considering today do just that.

Both of these bills are open-ended and place no limits on who is
eligible for relief. They also give little, if any, guidance to debtors
and bankruptcy judges as to how mortgages may be modified in
bankruptcy.

Because this bankruptcy legislation is overly broad, it will send
shock waves through the mortgage lending, credit and housing
markets. This legislation will increase the risks associated with
mortgage lending and discourage investment in the mortgage-
backed securities market.

In turn, this will lead to fewer mortgages being written, and
those that are written will come with higher interest rates and
higher up-front costs. Future homeowners will pay a steep price.

Further, because many borrowers will be eligible for relief, these
bills may open the flood gates to an unprecedented wave of bank-
ruptey filings. Current estimates are that 5 million homeowners
are delinquent and another 12 to 15 million owe more than their
houses are worth.

If a significant number of these homeowners choose bankruptcy,
then bankruptcy filings could double or triple as a result. And this
legislation will unnecessarily tempt them by promising the ability
to reduce principal and interest rates.

Finally, this legislation will not supplement but compete with the
targeted loan modification programs lenders and the Government
are now using to help struggling homeowners. As a result, this leg-
islation will undermine many of those prograMs.
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Any relief should be targeted at the mortgages that are at the
heart of the current crisis. Relief must be short-lived so that we
can return quickly to the normal operation of the bankruptcy code.

Debtors and bankruptcy courts must be given concrete guidance
as to how loans are to be modified to reduce monthly payments to
affordable levels.

Finally, if bankruptcy relief is to be considered, it must be done
in a manner that does not undermine personal accountability. It
must not unfairly reward those who acted irresponsibly.

And it must not be an affront to those who did act responsibly,
borrowed only what they could afford, and have been working hard
to make their monthly payments.

Unfortunately, the legislation we consider today, in my opinion,
will create more problems than it will solve.

Mr. Chairman, thank you, and I will yield back.

Mr. CONYERS. Thank you so much.

I do not see the gentleman from Arizona, Trent Franks, here.

Mr. SmITH. He is not here.

Mr. CONYERS. He is not here.

We move, then, to the gentlelady from California, Chairwoman
of a Financial Services Subcommittee, Maxine Waters of California.

The gentlelady is recognized.

Ms. LOFGREN. Ms. Waters has asked that I precede her.

Mr. CoNYERS. Oh, I didn’t have your name down. That is——

Ms. LOFGREN. I will be brief, both because I am eager to hear
from our two witnesses, and also I am losing my voice.

I would first like to thank Congressman Miller and Congressman
Marshall for the tremendous leadership that they have exhibited
on this issue. It has been important and very wise. And I think the
country is really very much in their debt for that leadership.

I would just like to note that I think this is a time when dis-
agreements over this issue are starting to disappear, and people
are coming together in conclusion that something should be done
in this arena.

We are mindful that the Constitution itself, in Article 1, Section
8, provides for the bankruptcy laws of the United States, so we are
doing nothing that was not in the thinking of the founders when
we take a look at our bankruptcy laws.

Let me just say that I was here and worked on the 1978 bank-
ruptcy bill as a young staffer for Congressman Don Edwards, who
was the Chairman of the Committee—Subcommittee of jurisdiction.
And honestly, I could not recall that we had excluded principal
mortgages from the bankruptcy revisions.

And when that became apparent, I actually called Alan Parker—
many of you remember him—who was the general counsel for the
Subcommittee, and I said, “Why did we do that?” And he said, “Oh,
no, we didn’t do that.”

It turns out that was added in on the Senate side without a lot
of discussion. There was no huge policy issue involved. It became
part of the law, but it never really became a focus, a public policy
focus, until we had this meltdown of the mortgage market.

And that is because mortgages were a very different creature
back in the late 1970’s. And now, of course, we have subprimes and
Alternate-As and actually a collapse of the housing market.



21

We have been advised by Mark Zandi, who is a very noted econo-
mist and, I would note, the principal economic adviser to Senator
John McCain during his presidential run, that this change in bank-
ruptcy law is an important element of halting the collapse of the
housing market.

Why is that? Well, right now, we are engaged in watching not
only the subprime market collapse but the prime market as well.

And I will give you some examples from my own district, where
people who bought a $700,000 home a year ago, not with a
subprime instrument, with a—you know, equity down, 20 percent
down or more, are now faced with a neighbor next door who has
a house for sale in bankruptcy that—or a short sale at $250,000
that won’t sell.

The value of everybody’s property, including those who did noth-
ing wrong, has been depressed. And until the lending institutions
are able to put a floor under these losses, we are not going to pull
out from this disaster.

I would note that Citigroup has come out in favor of a bank-
ruptcy provision as part of this, so I do know that we can come to-
gether if there are issues—you know, I would honestly prefer to
simply repeal the provision that I think was misguided.

But I think coming together, we can come up with a provision
that perhaps limits it to existing mortgages, to work and reason to-
gether to really solve this problem for our country.

So I honor you, Mr. Chairman, for holding this very important
hearing and for all the Members who I know will work together in
good faith on behalf of the American people.

And I yield back and thank the gentlelady for yielding to me.

Mr. CONYERS. I would like now to recognize the gentlelady from
California, Maxine Waters, a longtime Member of the Judiciary
Committee, and also a Subcommittee Chair of the Finance Com-
mittee as well.

Ms. WATERS. Thank you very much, Mr. Chairman, and I do ap-
preciate that you have made this literally the first order of busi-
ness for this 111th Congress.

It is so important, and I want to remind everyone that this Com-
mittee passed H.R. 3609, the Emergency Home Ownership and
Mortgage Family—Mortgage Equity Protection Act, on December
12, 2007, and that the House failed to pass the legislation in the
110th Congress. We are way behind on this issue.

And let me give you an example why what we are doing now will
not solve the crisis that we are in. Last evening, “Nightline”
showed what they had done in looking at the loan modifications,
or lack of, by financial institutions. They stayed in my office lit-
erally for 2 days.

I implement or help to facilitate loan modifications for my con-
stituents, against the advice of the Ethics Committee. I am
bombarded with people who are losing their homes, whose homes
are about to be in foreclosure, who have tried everything that they
possibly could try to get a loan modification.

They can’t get through to the servicers. The servicers and the of-
fices—many of them owned by some of our big banks, like Wells
Fargo, Bank of America, Countrywide or the former Countrywide,
what have you.
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And so you are on the telephone waiting for hours. They play
music for you. You get cut off. “Nightline” followed through with
me on one that I was working on for a couple of hours. I sat on
the telephone for an hour with the Wells Fargo servicing company,
on and on and on.

You cannot get these modifications done one by one. All of those
counselors that are certified by HUD who work with the volunteer
program, Hope Now, are not trained in loan modifications. These
people are trained to do counseling for first-time home buyers.
They can’t get through to the servicers. The servicers don’t pay any
attention to them.

The closest we have come to doing credible loan modifications
has been with Sheila Bair of IndyMac, where she took the IndyMac
portfolio and was able to do almost 6,000 because she developed a
more systematic way of doing these modifications.

Even now, for some of the servicers who do modifications—they
don’t do what I would consider a real modification. They will some-
times extend the time of payment and load it up on the back end,
but they are not marking down interest rates.

They are not taking adjustable-rate mortgages and converting
them to 30-and 40-year loans that would reduce the amount of the
mortgage payment. And so you have this glut of foreclosed houses
just building up throughout the United States of America, much of
it now in disrepair.

And even the money that I helped to orchestrate to stabilize com-
munities is not enough. We put $4 billion out there for a stabiliza-
tion program, but still, as Zoe Lofgren just said, these houses are
in disrepair. The value is being lost. They are under water.

And so you have whole communities that are devastated, and the
homes are losing value. So we have got to do something real. We
have got to modify or change the bankruptcy law.

And I want to commend you for taking leadership, both of you—
Mr. Marshall, Mr. Miller—because I think, despite the fact we
are—because the banking industry is just so powerful. They are so
powerful they have owned this Congress for far too long. And we
have got to break this up.

Judges must have the ability to put these into the bankruptcy
proceeding and do the modifications themselves. And so I think we
are on our way. And you know, when Citigroup—and they say that
yes, it makes good sense, everybody ought to be on board to do it.

So, I am hopeful, Mr. Chairman, that we can move forward with
this. We would like to see it—Zoe and I would to see it in the stim-
ulus package. That is where we want it. We want it done quickly,
and we want it done now. So let us see how far we can get.

I thank you for being here today, my colleagues.

I thank you again, Mr. Chairman. I will continue to try and im-
plement loan modifications, but it is like dropping a little rock into
a huge ocean, and it won’t get the job done. But bankruptcy will
get it done. Thank you very much.

I yield back the balance of my time.

Mr. CoNYERS. Well, that is very informative, because the Speak-
er of the House has just come out in acceptance of the proposal
that is being made here today.
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I might put it in the record without objection. The question
was—this is dated January 22, 2009
[The information referred to follows:]

Q Madam Speaker, there is a hearing in Judiciary today on the bill that would let bankruptcy judges alter
mortgages. Where does that fit into your priority scheme and would you plan to move that any time soon?

Speaker Pelosi. Very high. Enacting bankruptey legislation is a very high priority, and we will have it either free standing
or in some piece of legislation that will become law soon.

Q Any timetable?

Speaker Pelosi. Well, in my view as soon as possible, because | never supported the original bankruptcy bill. Butin
terms of building the consensus to win the vote to have a bill signed into law. as | say, we will either put it forthfree
standing or as part of another engine leaving the station

Q This year?

Speaker Pelosi. Yes, this year, in answer to your question. The gentleman was asking does that mean this year? Yes,
this year. Because, again, the more time that goes by, more people lose the opportunity to stay in their homes. It is
urgent.

Q Do you support putting it in the stimulus?

Speaker Pelosi. | would be very open to that. | would like to get it passed as soon as possible. But there are several
other options. But | support getting it done and getting it done in a timely fashion.

Q Are you worried it could cause problems for the stimulus, either here or in the Senate?

Speaker Pelosi. No. No, | am not. But we have a lot of work to do, and, as has been indicated, we have a deadline and a
sense of urgency that we need to get the job creation part of this done. We will have a housing bill. We will have oter
legislation, or a free standing bill, but we will get it done.

Mr. CONYERS. And I now turn to a former Subcommittee Chair-
man of the Judiciary, Melvin Watt of North Carolina, who is now
a Subcommittee Chairman on the Finance Committee.

Mr. WATT. Thank you, Mr. Chairman. And I see both of the wit-
nesses at the table looking at their watches and wondering when
they are going to get to testify, so I am very much aware

Mr. MILLER. I have no where to go that is more important than
being here.

Mr. WATT [continuing]. That you want to move this on. I do want
to pick up where my colleague on financial services, Maxine Wa-
ters, left off because we do have the unique blessing or curse of
serving on both the Judiciary Committee and the Financial Serv-
ices Committee. And not only do I want to commend these two gen-
tlemen, who have taken the lead on this bankruptcy bill, but I
want to commend her for the tremendous amount of work that she
has done on this whole foreclosure issue to try to effect some solu-
tions short of bankruptcy, in addition to supporting the bankruptcy
provision.

She is absolutely right. We are regularly, because of our position,
in either friendly or sometimes not so friendly conversation with fi-
nancial institutions. And about a year and a half ago or more, I
said to the folks in the financial services, the lenders, some of them
that they needed to line up and support this for several reasons.

First of all, when you have a foreclosure in a lot of states, and
there is a public sale, that is all they—the lender can get. There
is a provision under North Carolina law, for example, that you
can’t go and get anything beyond that foreclosure amount. And it
is not at all to be above 40 percent when you sold a foreclosure.
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Now it is down to about 20 percent or 10 percent, Mr. Marshall
probably has more information on that. And they ain’t getting
much in a foreclosure sale. They would actually get more, I think,
if these loans were restructured and rewritten in the bankruptcy
courts, and I just think they would—the lenders would be better
off. So their position was short sighted.

Second, it just seemed to me that their concern about this was
overstated, and I did share one concern, which I have expressed
publicly, and I think we need to address, and I am sure Mr. Mar-
shall will address it, one of the concerns they have had is that it
will encourage people to go into bankruptcy.

And I have that concern because I don’t want to rush anybody
into bankruptcy solely for the purpose of restructuring, but the
threat of going to bankruptcy, I think, is important. Bankruptcy
has some negative impacts that go well beyond—so we don’t want
to be in a position of encouraging people into bankruptcy. But I
think that can be dealt with in the legislation.

And finally, over the last month or so, those same people that I
talked to a year and a half or two, are coming back to me and say-
ing, “Yes, you did suggest to us that this was a good idea and
maybe it is not such a terrible idea.” So maybe we are coming full
circle. I think we are going to get there pretty soon. We just need
to keep pushing, and I applaud the Chair for having the hearing
today and for that purpose. Because it is part of that push to keep
the pressure on to do this. And with that, I yield back, Mr. Chair-
man.

Mr. ?CONYERS. Thank you. Did Bill Delahunt have his hand up
or not?

Mr. DELAHUNT. I will be very brief, Mr. Chairman.

Mr. CoNYERS. All right.

Mr. DELAHUNT. I would just echo the sentiments expressed by
my colleagues. I think the speaker responded to those questions
with a clear sense of urgency. And I would just say, if we don’t
move quickly that we are going to be accused of fiddling while
Rome is burning.

This financial crisis that we are in at this point in time was pre-
cipitated by the mortgage crisis. I think what is clear is that no
voluntary program has worked to date. And will not work because
the order of magnitude is such that it is going to take time. We
don’t have any time left. And if you don’t believe that, watch the
Dow Jones today and yesterday and the day before. If we really
want to precipitate a free fall in terms of a financial crisis, then
let us just sit here and debate and not move expeditiously on the
bills that are put forth by our two esteemed colleagues.

And by the way, Mr. Chairman, their proposals will not cost the
taxpayers a single dime. I think that is very important to discuss
or to mention. And that the public should be aware of that.

This is not authorizing the expenditure of $700 billion or $350
billion. This is an effort to resolve the mortgage crisis, the housing
crisis, if you will. And until that happens, because that crisis has
infected all of our economy, we are not going to solve the problems
of an economic meltdown that we are currently facing.

And with that, I yield back.

Mr. CoNYERS. Okay. Thank you very much.
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Ste;re Cohen, have you given up any opportunity to make a com-
ment?

Mr. COHEN. Many times in the past, but not today, Mr. Speaker.

Mr. CONYERS. The gentleman is recognized.

Mr. CoHEN. Thank you, Mr. Chairman. And I apologize for being
late. As I explained as I was coming in, I was speaking on the floor
on H.R. 104, something dear to this Committee, the bill that the
Chairman put in to study the possible abuses of the Bush-Cheney
administration, a commission to look at that, which I think is im-
portant.

I appreciate the gentleman who came forward with this bill and
the others who have come forward with similar bills. And I was
very proud to be a member of our democratic caucus when caucus
members from throughout the range of the caucus spoke up in
favor of this type of law and putting it in the stimulus package.

Mr. Chairman, I most appreciate Speaker Pelosi and appreciate
her response. But Speaker Pelosi always speaks of what Dr. Martin
Luther King spoke about, and that is the fierce urgency of now.

And I believe the fierce urgency of now not only requires us to
pass these bills out, but to see to it that they are part of the stim-
ulus package. Because that is the bill that we know is going to
pass. That is going to pass.

If we have this as a free standing bill, we don’t know when it
will pass or if it will pass because senators will have more reason
to vote simply against this bill. In the stimulus package, there will
be things in there for their constituents and they know, as Mr.
Delahunt well said, that we are in an economic crisis and we need
to act. And there are enough republicans in that senate, in addition
to the democrats, to pass this because they know the financial
structure of our country is in the balance. They may not pass the
bankruptcy bills as stand-alone measures. So I would urge us to do
all we can, and I know the Chairman will, to include it.

What we have seen so far in the TARP is helping out folks that
are in essence the officers who sent people into battle. But the cas-
ualties, which are the homeowners, have not been treated. The cas-
ualties are still laying out there in the field of combat and not hav-
ing any regard, any treatment whatsoever, or anybody apparently
interested in their condition. And every day that we go, we miss
people.

Memphis, my home, has one of the highest levels of subprime
mortgage lending in the country and Tennessee has the highest per
capita bankruptcy filings in the country. There are 7.6 bank-
ruptcies per 1,000 people in Tennessee, and that is the highest. I
don’t know exactly the number of foreclosures, but each day we go
by, there are people losing their homes. And how can you expect
people to get jobs or to feel comfortable spending money if they and
their families are put out of their homes?

The Congressional budget office estimated a similar bill would be
a net $17 million gain to our budget in savings and increased reve-
nues if we pass such a bill. So I appreciate the Chairman giving
me some time. I appreciate the sponsors. And I join with them in
whatever efforts we can make to see to it that homes are put on
the same level as yachts, as secondary vacation homes, as air-
planes and commercial real estate and can be modified in bank-
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ruptcy. That is because they are even more important and should
be put at least on that level where they can be saved for people
and not lost.

Thank you, Mr. Chairman.

Mr. CoNYERS. Hank Johnson is exercising his prerogatives as
new Subcommittee Chairman from Georgia, and he will be the last
lt\)/Iember to make a comment before our distinguished witnesses

egin.

Mr. JOHNSON. Thank you, Mr. Chairman. And I will say that my
first term of Congress, I did a lot of listening and I plan on con-
tinuing to do that during this second term. But I would be remiss
not to speak out in favor of both of these pieces of legislation, both
of which I am a co-sponsor of.

The need in my state and in my district for this kind of assist-
ance is almost overwhelming. In the fourth district of Georgia,
which is the second most affluent African-American majority dis-
trict in the Nation, we have been targeted for many years by pred-
atory lenders who, despite the fact that residents are eligible for
prime loans, they have been targeted aggressively with these high
cost predatory loans, with exorbitant interest rate swings and of
course our real estate market has been good. We have put a lot of
people into homes. In fact, the home building market has been a
great economic stimulus for the economy of the State of Georgia.

Now, with the foreclosures having ravaged our area and the
home building market being decimated, the State of Georgia is now
looking at a $2 billion deficit. And so things are quite tight.

The genesis of the financial meltdown crisis that we are in now
arose from the mortgage-backed securities that had been sold
throughout the world to investors and that became worthless.

And it became worthless due to the fact that so many properties
had been foreclosed upon. And this trend of foreclosures, ladies and
gentlemen, 2008, 2.3 million houses went into foreclosure. Eight
hundred sixty thousand of those were actually repossessed, and
those numbers are expected to climb this year. And so it continues,
this problem of foreclosures contributing or being the cause of this
economic meltdown. We must stop the meltdown, and we must do
so quickly and effectively. And instead of—this is what we call in-
stead of trickle-down economics, which has not worked, this is re-
building the economy from the ground up.

And so, you know, I believe that both pieces of legislation will
deal with this fundamental issue that impacts the world economy.
And I think that it is a shame that if you are a millionaire, and
you had, say, seven properties, you may have more properties than
you even know of, more homes. And you get into trouble and you
file bankruptcy and you can modify the terms of the mortgages on
all of your other properties. You can select that suppose where your
principle residence would be. That might be the one that has the
lowest balance on the principal owed. And then you can get adjust-
ments on all of your other properties.

Why is it that just a regular common man or woman is not able
to have in bankruptcy their adjustment for their primary residence,
their only home? Why is it that a millionaire, who made choices
and should be personally responsible and accountable for over-
spending be able to get relief under the Bankruptcy Act when reg-
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ular people who only own one residence are barred? It just doesn’t
make sense, so the time is now for so many reasons for us to deal
with both pieces of legislation.

I was privileged to hear an eloquent and persuasive statement
from my Georgia colleague Professor Marshall and Attorney Mar-
shall, by the way, on this issue in a Democratic caucus meeting
where he strongly advocated for inclusion of this legislation or idea,
this legislative idea, in the economic stimulus package. And I sup-
port that also, but if we need to do in a stand-alone, let us go
ahead and do it right away.

I commend the speaker of this Committee for showing that this
a priority, and I look forward to supporting this legislation.

Mr. CoNYERS. Brad Miller is the distinguished representative
from North Carolina, who sponsored in the last Congress legisla-
tion to protect homeowners from predatory mortgage lending. He
has earned a Master’s degree at the London School of Economics
and a law degree from Columbia University, and we welcome him
at this time.

STATEMENT OF THE HONORABLE BRAD MILLER, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF NORTH
CAROLINA

Mr. MILLER. Thank you, Chairman Conyers.

Chairman Conyers, Ranking Member Smith, Members of the
Committee, thank you for this opportunity to address pending leg-
islation to empower bankruptcy courts to modify home mortgages
just as bankruptcy courts already can modify every other kind of
secured debt.

The mortgage industry treats that peculiarity in the law as if it
were brought down from Mount Sinai on stone tablets, but Ms.
Lofgren remembers correctly. It was just a sloppy political com-
promise in the Senate in 1978, and that nonsensical quirk in the
law is now responsible for much of the paralysis in our Nation’s re-
sponse to the foreclosure crisis, and we are just beginning to see
the effects of the foreclosure crisis.

The Census Bureau estimated that 69.2 percent of American
families owned their own homes in the second quarter of 2004, and
67.9 percent owned their own homes in the third quarter of 2008.
That is a fairly slight drop to this point, but the number will go
much, much lower.

Credit Suisse now estimates that 8.1 million families will lose
their homes to foreclosure in the next 4 years, and the number will
rise to 10.2 or as many as 10.2 million families if the recession be-
comes more severe, a frighteningly real possibility.

In 2006, about 2.5 million families were under water or owed
more on their mortgages than their homes were worth. Moody’s
now estimates that 12 million homeowners are under water & and
the number will rise to 14.6 million by the fall if the climb in home
values reaches 10 percent, an additional 10 percent, as Moody’s ex-
pects.

Homeowners who owe more on their homes than their home is
worth are stuck. They can’t sell their house to pay off their mort-
gage. They can’t refinance, and they almost certainly can’t qualify
for any other kind of credit. Even if homeowners can make their
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current monthly payments, they have no wiggle room if anything
goes wrong, if anyone in the family gets seriously ill, or if anyone
loses their job, or if they go through a divorce.

Foreclosures are contributing to the decline in home values. The
decline in home values is contributing to the foreclosure crisis, and
both are contributing to the decline in the economy. Vacant fore-
closed homes are stigmatizing neighborhoods and pushing down
homevalues, and priced-to-sell foreclosed homes are flooding real
estate markets around the country. Half the homes on the market
in the bay area of California are foreclosures.

Families that lose their homes to foreclosure lose their member-
ship in the middle class, probably forever, and almost all middle
class homeowners are seeing their life savings evaporate with the
collapse in their home’s value.

A homeowner who has seen his home decline in value by 20 or
30 percent is going to be in no hurry to buy a new car. If 10 million
families lose their homes to foreclosure in the next 4 years, nothing
else we do to revive the economy is going to work.

Ms. Waters was correct. Voluntary modifications are not even
touching the problem. Three quarters of the voluntary modifica-
tions that the industry claims are just payment schedules with no
reduction in principal or interest. Half the modifications in Novem-
ber were forbearance agreements that allowed the homeowner to
catch up back payments and actually resulted in a higher monthly
payment than the original mortgage.

If a homeowner defaulted on a lower monthly payment, what are
the chances that homeowner can make a higher monthly payment?
Industry has one explanation after another for why there are so
few real voluntary modifications, but after a while it all just sounds
like “the dog ate my homework.”

One explanation that critics of the financial industry offer is that
the industry is facing millions of mortgages in default, but they are
paralyzed, consumed by the fear that they are not getting as much
as possible out of each homeowner in default. One witness to that
on the second panel criticizes the legislation, both Mr. Conyers’ bill
and mine, as one-size-fits-all.

Mr. Chairman, Members of the Committee, with 10 million fami-
lies facing foreclosure, we can’t afford a lot of elaborate, individual-
ized tailoring. We know exactly what will happen in foreclosure—
in bankruptcy rather. It may not be in this bill, but there is a
wealth of case law. We know exactly what the court will do.

It will result in predictable, orderly, sensible modifications. The
court will limit the amount of debt secured by the home to the
value of the home. Any indebtedness that exceeds the value of the
collateral is not really secured by the collateral anyway, and the
court would treat that portion of the debt as unsecured, which it
really is.

Now, the court would then set a term for the mortgage and set
an interest of prime plus maybe 1 percent. Those terms make per-
fect sense. It is what industry should be doing voluntarily already.

The legislation does not help homeowner who bought too much
house. It does not help homeowners who live beyond their means.
It only helps homeowners who can afford their house but not their
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mortgage. It does not help speculators. Mortgages on investment
property can already be modified in bankruptcy.

A year ago, I spent hours—I spent time and energy refuting each
argument by the financial industry against this legislation. Many
of you remember those arguments. They said that their lawyers
told them the legislation was unconstitutional and would never
survive a court challenge. If their lawyers told them that, they
need to get some new lawyers.

A year ago, union members were reluctant to question the finan-
cial services industry. They believed what the financial industry
said. After all, the financial industry made 40 percent of all cor-
porate profits in America in 2007, so those guys must be really
smart.

If you think that still, go home this weekend and ask the people
you represent how much credibility they think the financial should
still have with Congress. I think Mr. Conyers is right. The vote we
had just a short while ago on TARP tells us a great deal, speaks
volumes of what Americans now think about the financial industry
and the conduct that got us in the mess we are in.

We spent a year and a half, a precious year and a half, a year
and a half we could not afford to waste, on failed efforts to encour-
age voluntary modifications. We have offered industry carrot after
carrot. It is time for a stick.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Miller follows:]

PREPARED STATEMENT OF THE HONORABLE BRAD MILLER, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF NORTH CAROLINA

Chairman Conyers, Ranking Member Smith, members of the Committee, thank
you for this opportunity to address pending legislation to empower bankruptcy
courts to modify home mortgages, just as bankruptcy courts already can modify
every other kind of secured debt. The mortgage industry treats that peculiarity in
the law as if it were brought down from Mount Sinai on stone tablets. In fact, it
appears to have been just a sloppy compromise in the Senate in 1978, and that non-
sensical quirk in the law is now responsible for much of the paralysis in our nation’s
response to the foreclosure crisis.

We are just beginning to see the effects of the foreclosure crisis.

The Census Bureau estimates that 69.2 percent of American families owned their
own homes in the second quarter of 2004, and 67.9 percent owned their own homes
in the third quarter of 2008. The number will go much, much lower.

Credit Suisse now estimates that 8.1 million families will lose their homes to fore-
closure in the next four years, and the number will rise to 10.2 million families if
the recession becomes more severe, a frighteningly real possibility.

In 2006, about 2.5 million families were “underwater,” or owed more on their
mortgages than their homes were worth. Moody’s now estimates that 12 million
homeowners are underwater, and the number will rise to 14.6 million by the fall
if home values decline another ten percent, as Moody’s expects.

Homeowners who owe more on their home than their home is worth are stuck.
They can’t sell their house and pay off their mortgage, they can’t refinance, and they
almost certainly can’t qualify for any other kind of credit. Even homeowners who
can make their current monthly payments have no wiggle room if anything goes
wrong, if anyone in the family gets seriously ill, or if anyone loses their job, or if
they go through a divorce.

Foreclosures are contributing to the decline in home values, the decline in home
values is contributing to the foreclosure crisis, and both are contributing to the de-
cline in the economy. Vacant foreclosed homes are stigmatizing neighborhoods and
pushing down home values, and priced-to-sell foreclosed homes are flooding real es-
tate markets around the country. Half of the homes on the market in the Bay Area
of California are foreclosures.

Families that lose their homes to foreclosure lose their membership in the middle
class, probably forever. Almost all middle-class homeowners are seeing their life’s
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savings evaporate with the collapse in the value of their home. And a homeowner
who has seen his home decline in value by 20 or 30 percent is in no hurry to buy
a new car.

If ten million families lose their homes to foreclosure in the next four years, noth-
ing else we do to revive the economy is going to work.

Voluntary modifications are not even touching the problem. Three quarters of the
voluntary modifications that industry claims are just payment schedules with no re-
duction in the principal or interest. Half of the modifications in November were for-
bearance agreements that allowed the homeowner to catch up back payments, and
actually resulted in a higher monthly payment than the original mortgage. If a
homeowner defaulted on a lower monthly payment, what are the chances the home-
owner can make a higher monthly payment?

Industry has one explanation after another for why there are so few real vol-
unt?{ry modifications, but after a while it all just sounds like “the dog ate my home-
work.”

One explanation that critics of the financial industry offer is that the industry is
facing millions of mortgages in default, but they are paralyzed, consumed by the
fear that they are not getting as much as possible out of each borrower in default.
One witness today criticizes the legislation before this committee as “one size fits
all.” Mr. Chairman, with ten million families facing foreclosure, we can’t afford a
lot of elaborate, individualized tailoring.

We know exactly what will happen in bankruptcy. It will result in predictable,
orderly, sensible modifications. The court will limit the amount of debt secured by
the home to the value of the home. Any indebtedness that exceeds the value of the
collateral is not really secured anyway, and the court would treat that portion of
the debt as unsecured. The court would then set a term and an interest rate of
prime plus maybe one percent.

Those terms make perfect sense. It is what industry should already be doing vol-
untarily.

The legislation does not help homeowners who bought too much house. It only
helps homeowners who can afford their house but not their mortgage. It does not
help speculators. Mortgages on investment properties can already be modified in
bankruptcy.

I spent a lot of time and energy a year ago refuting each argument by the finan-
cial industry against this legislation. Many of you remember those arguments. They
said their lawyers told them the legislation was unconstitutional and would never
survive a court challenge. If their lawyers told them that, they need to get some
new lawyers.

But a year ago, many members were reluctant to question what the financial in-
dustry said. After all, the financial industry made 40 percent of all corporate profits
in 2007, so those guys must be really smart.

If you still think that, go home this weekend and ask the people you represent
how much credibility they think the financial industry should have with Congress
now.

We've spent a year and a half on failed efforts to encourage voluntary modifica-
tions. We've offered industry carrot after carrot. It is time for a stick. This legisla-
tion is the stick.

Mr. CoNYERS. Thank you, Mr. Miller, for your excellent work.

Now, Jim Marshall of Georgia is known as a military man. He
interrupted his education at Princeton to join the infantry combat
mission in Vietnam. He came back, thank goodness, and subse-
quently obtained his law degree from Boston University, and we
welcome him here this afternoon.

TESTIMONY OF THE HONORABLE JIM MARSHALL, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF GEORGIA

Mr. MARSHALL. Thank you, Mr. Chairman, Members of the Com-
mittee.

I guess I ought to start by adding to what the Chairman de-
scribed as my background, the fact that I have spent years as a
bankruptcy lawyer, bankruptcy law professor, taught creditor’s
rights courses, advised banks, had written extensively in this area
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and have been married for many, many years to a Chapter 13
trustee, who handles one of the largest volumes of Chapter 13
cases in the country. So I am extremely—oh, and I have done a lot
of Chapter 11s. My expertise is in business bankruptcy, typically
representing lenders, sometimes representing debtors.

When Dan Miller came to me as the subprime crisis was
unwinding a couple of years ago and suggested that we permit
modification of mortgages and Chapter 13, I said I wouldn’t sup-
port it.

Largely, Mr. Smith, I wouldn’t support it for the reasons that you
described, and I have got 30 years of background in this subject
matter. It took me about 2 months of thinking about it before I re-
alized that probably a modified version of what Mr. Miller is sug-
gesting is absolutely necessary under our circumstances, national
circumstances, and it can be enacted in a way that doesn’t hold out
all the problems that you, I think, correctly have identified as the
things to be worried about with regard to legislation like this.

It should only apply to preexisting loans. It shouldn’t apply pro-
spectively.

That eliminates, probably altogether, but certainly diminishes
substantially the worry that the consequence of this will be to in-
crease costs for everybody who wants to get a mortgage in the fu-
ture because it doesn’t really threaten future mortgages.

When I made my proposal and not in the form of written legisla-
tion but sort of an outline to different folks a couple of years ago,
I not only suggested retroactivity. I suggested that it be limited to
certain types of loans, that they be subprime, Alt-A, maybe con-
strained to a certain period of time.

The reason I was absolutely convinced that we need today move
and move quickly is because there really is no other mechanism
available to us to address this crisis. Whether you are interested
in helping out the homeowners, or you are interested in helping out
the rest of us, the folks who didn’t drag us into this mess, the peo-
ple who were not irresponsible borrowers, the people who were not
irresponsible lenders but who are caught up in all of this, seeing
our home values plummet, jobs disappear, the economy in tatters,
if you are interested in helping and you are interested in focusing
on what dragged us into all of this mess, let us get the parties that
dragged us into this to resolve their problem between themselves
without having a whole bunch of houses on the market, foreclosed
on, vacant, dragging down the portfolio of values for all of the lend-
ers that I used to represent, causing them to have all kinds of prob-
lloemi meeting capital requirements, having FDIC come in and close

anks.

It is a tidal wave that is slowly sweeping the country causing
misery and tragedy to a whole bunch of folks when it wasn’t nec-
essary and, certainly, could have been slowed down if we had just
been a little bit more open minded to the only mechanism that is
really available to slow it down; and that is modification of these
notes in a Chapter 13 setting.

Now, why won’t it work out in Chapter 13? It is pretty simple.
Most of these folks who get to the point where they have got to
modify their mortgage, they have got credit card issues, alimony
issues, child support issues, hospital bill issues. They have got
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many, many other creditors. The amounts, relatively, are fairly
small. There is effectively no such thing as custom modification
and workouts in consumer cases because the amounts are too small
to put the effort into it for the industry.

So it is a—apparently, somebody is going to be dismissive of
Brad’s proposal. I would modify Brad’s proposal. But it is the indi-
vidual who is dismissive on the notion that this is a one-size-fits-
all problem. Yes, it is a one-size-fits-all problem from the perspec-
tive of the industry because these are consumer cases.

And so you cannot expect to take taxpayer dollars, put them into
homeowner relief or mortgage relief or what have you and expect
it is going to have much effect because these folks have other debt
problems that aren’t going to get resolved even if their home mort-
gage debt problem does get resolved. A small percentage, yes. But
the vast majority, no.

The efforts that we have made so far to try and help folks whose
properties are going to go into foreclosure, who are going wind up
homeless, who are going to wind up out of the middle class and,
perhaps, as Brad suggests, never to return to the middle class. The
program we have come up with so far, they are just not going work
for the reasons I just described. It is too big a problem.

Now, Chapter 13 is a very fair process for all parties concerned.
It is one that has safely and effectively modified loans in all kinds
of other circumstances except primary residences. And the bank-
ruptcy process generally deals with this modification problem time
and time again.

Mr. Smith, I found myself agreeing with the items that you listed
as reasons to be concerned. And I would like to quickly just address
those different items.

First, you identified one reason to be fairly comforted by the
prospect of making this change in our law. And that is, in effect,
it says to the parties who are dragging us into this, the lenders,
call it the debtors and the creditors, you deal with this among your-
self. Don’t let it play out in our neighborhoods across the country.
You are going to settle this thing, and we are going try and keep
more people in—you are not going to drag down the portfolio val-
ues of all these banks that are innocent. You are not going drag
down the value of my house. I am innocent.

So it is attractive that no taxpayer dollars need to be used in
order to accomplish that. And what taxpayer dollars are used can
be blended into the realities that would then exist under the cir-
cumstances of modification. There is no reason to suggest that
somehow a program permitting loan modification in Chapter 13
would undermine our other efforts, just supplement them and actu-
ally diminish the necessity for them, which is very attractive to me.

There should be no long-term increase in mortgage rates if it is
only retroactive and, in fact, there is scholarship out there that
suggests that there wouldn’t be an increase in mortgage rates any-
way; that the impact is too small; that there are others that differ.

Yes, there will be a lot of bankruptcy filings. I think there is a
very legitimate concern. And it is a concern that the bankruptcy
system could get overwhelmed. And that is something that this
Committee needs to be thinking about.
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How do you simplify the process? How do you make valuation
easy and more reliable? Is this going to be full relief for appraisers,
you know, many of whom are responsible for dragging us into this
by giving high valuations to start out with? Because they will all
be testifying in bankruptcy courts and running the clock at the
time—full relief for lawyers, full relief for trustees.

Some attention must be given to trustee fees here. If payments
are made outside of the bankruptcy plans and there is a huge in-
crease in volume, there may not be enough money in the system
to handle that. So there are issues that need to be focused on in
light of the fact that this would increase dramatically the amount
of filing. There is no doubt about that.

But this system is set up to handle exactly this problem. We
don’t have any other system that is set up to handle it, and there
is no other system that can handle it. You can’t do it voluntarily.
And the industry itself is not going to be able to deal with this.

And the final thing, I wholeheartedly agree on personal responsi-
bility. There is all kinds of scholarship out there that clearly indi-
cates that people don’t take out loans thinking, as a fallback, I am
going file bankruptcy if I can’t pay this thing. There is lots of schol-
arship to that effect.

But what worries me more than the concern about personal re-
sponsibility and somehow undermining personal responsibility is
that bankruptcy judges are human. Humans err. They are not per-
fect. They are going to make mistakes where valuation is con-
cerned. And I don’t think it is fair for a debtor to get a windfall
just because a judge made a mistake on valuation or for unsecured
creditors who then might get some payments that they wouldn’t
otherwise have gotten to get a windfall.

And so I have thought and I proposed a couple of years ago that
inaddition to this being retroactive, that what we ought to have is
what is referred to sometimes as a claw-back position. Basically,
the idea is that, at least initially, when the judge makes a valu-
ation determination, that is fine; it is final. We move on. There is
an appeal right? But most creditors are not going to appeal. There
is just not enough money in it.

We move on. But the creditor, actually, for a certain period of
time gets 100 percent of the upside if that property is sold. And
gradually rights transfer, equity transfers to the debtor. It seems
to me that that is one way to reduce the number of filings that are
just sort of—well, I am going take a shot at maybe getting a re-
duced price on my house. And it is a way to reduce any likelihood
at all that somehow personal responsibility is going to be under-
mined and people are going to be filing in order to take advantage
of the bankruptcy process instead of just being up front and
straight in their relationships with their creditors.

There are a number of other issues here, Mr. Chairman. You are
going to have to worry about eligibility for Chapter 13. Right now,
as eligibility is currently defined, there are going to be some folks
who are not eligible that you would probably want to be eligible if
you are going to offer this areas a solution to our national problem
or one of the—part of the solutions there.

There ought to be restraints on the judge’s ability to modify
loans. There should be a cap on the number of years. There should
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be some limitation on what the judge can do as far as interest rate,
et cetera, is concerned. Most judges aren’t going to get carried
away, but it would be good if the legislation covered those things.

Trustee compensation, I have already mentioned that. The valu-
ation process somehow injecting speed, simplicity, and diminishing
costs—those are important, also. And the final thing I would say
is that I have never been one to appreciate the ways in which, in
bankruptcy law, people like me can sort of get you. Find a technical
problem and, as a result of having found that technical problem
with your paperwork or your filing or you didn’t throw three rocks
over your left shoulder at the right time in order to truly establish
your rights, all of a sudden, you are not properly secured.

And it seems to me we ought to ask the industry to identify ways
in which the mortgage-backed security process and securitization of
debt generally has caused problems with enforcement. And we
ought to invite the industry to suggest language that could be in-
cluded in this bill that would assist the creditor in getting to an
equitable solution here so that both sides are fairly treated.

Bankruptcy courts are courts of equity. We should long ago—a
year and a half ago—have permitted bankruptcy courts to have the
authority to modify, with certain limitations that take care of some
of the problems that Mr. Smith has correctly identified. And we
ought to do it as quickly as we can.

Thank you, Mr. Chairman.

Mr. CoNYERS. Thank you very much, both of you.

I successfully restrained the Members of the Committee who
have dozens of questions that they would like to put to you now.
But as you know, our custom is that we do not enter into the ques-
tion process with our distinguished colleagues who come before us.

Mr. MARSHALL. Mr. Chairman, if I could offer all Members who
would like to at all further with me about this in an informal set-
ting or in a formal setting—it doesn’t matter to me. I am happy
to do it. As I said, I was originally a no. It took me a couple of
months of thinking about our circumstances and how we could
work this out to conclude that we really ought to do it. And I would
be happy to share my—respond to questions in another setting at
any time.

Mr. MILLER. And, Mr. Chairman, I would, too. I have had many,
many conversations. Ms. Lofgren has also played an important role
in trying to work compromises on this. My caution is that that
process not slow things down. We need to act quickly.

Mr. Chairman, thank you. I think we would be both willing to
take questions. Thank you for relieving us of that.

Whatever else I may accomplish as a Member of Congress, I
think I can now claim fairly to be the only Member of Congress
who has succeeded in persuading Jim Marshal to change his mind
about anything.

Mr. CONYERS. Your message is very well received. Thank you,
both.

Ms. JACKSON LEE. Mr. Chairman?

Mr. CONYERS. I am sorry.

The next witness is Professor Adam Levitin from George Wash-
ington University, who will be followed by David Certner of the
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AARP. And the final witness is Matt Mason, associate director of
the United Automobile Workers GM Legal Services.

Professor Levitin is really from Georgetown University Law
School. My error. He has presented us with one of the longest
statements for the record that I have encountered because it was
in very small print and it still went to 27 pages, which will be duly
entered into the record.

He specializes in bankruptcy and commercial law. He has prac-
ticed business and finance and restructuring in the department of
Weil, Gotshal, and Manges in New York, and is an adviser to the
Congressional oversight panel supervising the Troubled Asset Re-
lief Program.

All of your statements will be entered into the record. And I
want to invite you, Professor Levitin, to begin our discussion.

TESTIMONY OF ADAM J. LEVITIN, ASSOCIATE PROFESSOR OF
LAW, GEORGETOWN UNIVERSITY LAW CENTER, WASH-
INGTON, DC

Mr. LEVITIN. Mr. Chairman Conyers, Ranking Member Smith,
and Members of the Committee, good afternoon. My name is Adam
Levitin, and I am an associate professor of law at Georgetown Uni-
versity Law Center.

I am here this morning to testify in support of H.R. 200 and H.R.
225. 1 think it is interesting to look back at where we were, where
we were standing a year ago. A year ago, the idea of modifying
mortgages in bankruptcy looked radical to many people.

But then 6 months ago, who would have thought that this Con-
gress would have approved the single largest expenditure in U.S.
government history? The $700 billion Troubled Asset Relief Pro-
gram, the TARP.

Today, bankruptcy modification not only looks like the only free
meal in town, but it is also, by far, the most moderate response
that can possibly deal with the foreclosure crisis. And it is truly the
only serious option on the table.

Our choices today are bankruptcy modification or nothing. And
it is important to realize doing nothing is a choice, and it is a very
bad choice.

I wish to make two points in my oral testimony. First, permitting
bankruptcy modification of mortgage will have only a minimal im-
pact on mortgage credit. And second, bankruptcy modification is
the only guaranteed method for dealing with obstacles to loan
modification created by securitization.

Bankruptcy modification will only have a de minimus impact on
mortgage credit. Mortgage costs will not go up for prospective bor-
rowers, and mortgage credit availability will not be reduced except
at the very margins.

For the average borrower, there will likely be almost no impact.
This is because lenders would typically lose less in bankruptcy
modification than in foreclosure.

Indeed, by definition, the bankruptcy code guarantees a secured
creditor, like a mortgage creditor, at least as much of a recovery
as in foreclosure—namely, the value of the property.
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Now, basic economic theory posits that lenders will charge more
when faced with larger potential losses. And I think you will hear
more from Professor Mayer about this.

Professor Mayer and I are on the same page about this, but Pro-
fessor Mayer focuses on what I believe is the wrong question. The
question is not the trade off between bankruptcy losses and no
losses.

Instead, the relevant question when trying to gauge the economic
impact of bankruptcy modification on future mortgage credit is
whether loan modification would result in larger losses for a lender
than foreclosure. It won't.

There is no evidence that bankruptcy modification losses would
be larger in foreclosure. I have conducted the only research to date
that examines the foreclosure modification trade off.

Currently, foreclosure losses for lenders are running at around
55 percent of loan value. Bankruptcy modification, even in lenders’
worst-case scenarios, like Riverside and San Bernardino, Cali-
fornia, would only result in an average 23 percent loss of loan
value.

As foreclosure losses are greater than bankruptcy modification
losses would be, lenders will not price against bankruptcy modifica-
tion.

Unfortunately, parts of the lending industry, including the Mort-
gage Bankers Association, have been touting some bogus claims to
Congress and to the public. They have been arguing that bank-
ruptcy modification would result in a 150-point across-the-board in-
crease in mortgage interest rates.

Let me be very clear about this: The Mortgage Bankers Associa-
tion’s 150-basis-point number is false. It is grossly irresponsible.
And it is dis-provable.

It is a number that they, the Mortgage Bankers Association, has
continually changed its calculation of this number, so it is a bit of
amoving target, and I am not quite sure which calculation I should
be taking aim at today.

And I see that my time is running down. I refer you to my writ-
ten testimony for a detailed refutation of this number.

So here is the key question. If modification is really a better out-
come for foreclosure—than foreclosure for lenders, why aren’t we
seeing lots of meaningful, voluntary loan modifications?

The answer lies with securitization and the contractual and in-
centive problems it creates. Securitization separates beneficial own-
ership of mortgage loans from the servicing of the loans. This cre-
ates several problems for modifications. I will mention two of them
briefly.

First, mortgage servicers’ contracts frequently limit their ability
to perform modifications. Servicers are often banned from writing
down principal, reducing interest rates, so forth. This is true for
Fannie Mae and Freddie Mac loans as well as for private
securitizations.

These contractual obstacles can only be reduced with the unani-
mous consent of the mortgage-backed security holders. That would
be impossible to get in most cases. The only way to cut through
these contracts is bankruptcy modification.



37

Likewise, securitization also creates economic incentives for fore-
closure. If you want to understand why we are seeing such dismal
voluntary efforts at loan modification in the private market, you
need to follow the money, and that trail leads to mortgage
servicers.

Many mortgage servicers are able to make more money in fore-
closure than they do with a loan modification, even if the modifica-
tion is in the interest of the investors.

I want to conclude by emphasizing that bankruptcy modification
is the only guaranteed method for dealing with the contractual and
incentive problems for loan modification created by securitization.
It costs taxpayers nothing, and it will not create moral hazard.

Unless the problems created by securitization are addressed, we
will not be able to abate the flood of foreclosures, and we will not
be able to stabilize financial markets.

I strongly urge Congress to pass legislation permitting all mort-
gages to be modified in bankruptcy. Thank you, and I look forward
to your questions.

[The prepared statement of Mr. Levitin follows:]
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Mr. Chairman, Ranking Member, Members of the Committee:

1 am pleased to testify in support of both H.R. 200, the Helping Families Save
Their Homes in Bankruptcy Act of 2009, and HR. 225, the Emergency Homeownership
and Equity Protection Act, legislation proposed by Representatives Conyers and Miller
that would significantly help ease the nationwide foreclosure crisis and stabilize financial
markets.

There are four major points T wish to make in my written testimony:

1. Voluntary, private-market efforts to address the foreclosure crisis have all
failed.

2. Bankruptey is the onfy method that can fully address the contractual and
incentive problems created by securitization.

3. Bankruptcy modification of mortgages will not result in higher mortgage
interest rates or less credit availability.

4. Bankruptcy modification of mortgages does not create moral hazard or
unjust windfalls.

L VOLUNTARY PRIVATE MARKET EFFORTS TO ADDRESS THE FORECLOSURE
CRrisis HAVE FAILED

A. The Foreclosure Crisis and the Financial Crisis

The United States is in the midst of an unprecedented home foreclosure crisis. At
no time since the Great Depression have so many Americans been in jeopardy of losing
their homes. Over a million homes entered foreclosure in 2007' and another 1.7 million
in the first three quarters of 2008% Over half of a million homes were actually sold in
foreclosure or otherwise surrendered to lenders in 2007, and over seven hundred
thousand were sold in foreclosure in the first three quarters of 2008 alone.® At the end of
the third quarter of 2008, one in ten homeowners was either past due or in foreclosure,
the highest levels on record.! Already nearly 20% of homeowners have negative equity

! RealtyTrac, Press Release, U.LS. Foreclosure Activity Increases 73 Percent In 2007, Jan. 29,
at
vy yealty rae.com/ConteniManagemeni/pressrelegse aspx ? Chonnell D=9& Hem ID=3988& ucenil =64

2 HOPE Now, Workout Plans (Repayment Plans — Modifications) and Foreclosure Sales, July
2007 - November 2008, at
hitp:/Awww hopenow.com/upload/data/filles/HHOPHY20NOW 4201, 0ss% 20Mitigation ¥a20National % 201 dat
a%20Tuly %2007%620t0% 20Noy See also Chris Mayer et al., The Rise in Morigage
Defanlts, 23 J. ECON. PERSPECTIVES — (2009) (forthcoming) (1.2 million Ioruulosuru starls in first hall of
2008).

? K-mail from Daren Blomquist, Realty'I'tac, Ine. to author, March 7, 2008 (on file with author).

1 Mortgage Bankers Association, Press Release, Delinquencies Increase, Foreclosure Starts Flat in
Latest MBA National Delinqueney Survey, Dee. S, 2008,
athitp:www. mbaa.org NewsandMediaPressCenter/ 66626 Im. 2.97% of all onc-to-four family
residential mortgages outstanding were in the toreclosure process in the first quarter of 2008, and 6.99%
were delinquent. Jd. See also Vikas Bajaj & Michael Grynbaum, About 1 in 11 Morigageholders Face
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in their homes,’ and by the time the housing market stabilizes, 40% of homeowners will
have negative equity positions.” By 2012, Credit Suisse predicts, around 8.1 million
homes, or 16% of all residential borrowers could go through foreclosure.” Tn other words
one in every nine homeowners—and one in six households who have a mortgage—will
lose their home to foreclosure.

Chart 1: Percentage of 1-4 Family Residential Mortgages in Foreclosure Process®
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The sheer number of foreclosures should be alarming because foreclosures create
significant deadweight loss.” Historically, lenders are estimated to lose 40% - 50% of
their investment in a foreclosure situation,'’ and in the current market, even greater losses
are expected.!! Borrowers lose their homes and are forced to relocate, often to new
communities. Foreclosure is an undesirable outcome for borrowers and lenders.

Problems, N.Y. TimMLS, June 6, 2008, Because of the steadily increasing level of homeownership in the US,
see US. Census Burcau, [lousing Vacancies and Ilomeownership (CPSAIVS), Table 14, higher
pereentages of past due and forcelosed mortgage means that an even greater pereentage of Amcricans are
directly aftected by higher delinquency and foreclosure rates.

* James R. Hagerly, Nevada Has Highest Percentage of * Under Water” Households, WALL ST. 7.,
Oct. 30, 2008: see also James R. Hagerly & Ruth Simon, Housing Pain Gauge: Nearly I in 6 Owners
“Under Warer”, WALL ST. ], Ocl. 8, 2008.

 Ruth Simon, Rescue Includes Steps to Help Borrowers Keep Homes, WALL ST. J., Scpt. 20,
2008.

? Credit Suisse, Foreclosure Update: over 8 million foreclosures expected, Tixed Income
Rescarch, Dee. 4, 2008. Even Credit Suisse’s best-case scenario still involves 6.3 million foreclosures. 7d.

¥ Mortgage Bankers Association National Delingueney Surveys.

? Anthony Pennington-Cross, The Value of Foreclosed Property, 28 ). OF REAT, ESTATFE. RESEARCH
194-95 (2006) (surveying estimates of deadweight loss on foreclosure).

° Comments of Treasury Scerclary Henry  Paulson, Ask the Whitce House, at
http://www whitchouse gov/ask/20071207 html.

W Kitch Ratings, Revised Loss Fxpectations Jor 2006 and 2007 Subprime Vintage Collateral,
Residential Mortgage Criteria Report, Mar. 25, 2008.
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Foreclosures also have major third-party externalities. When families have to
move to new homes, community ties are rent asunder. Friendships, religious
congregations, schooling, childcare, medical care, transportation, and even employment
often depend on geography.'> Homes root people in strong networks of community ties,
and foreclosures destroy these key social bonds.

Foreclosures also depress housing and commercial real estate prices throughout
entire neighborhoods. There is, on average, a $3, OOO property value decline for each of
the closest fifty neighbors of a foreclosed property.”> The property value declines caused
by foreclosure hurt local businesses and erode state and local government tax bases."
Condominium and homeowner associations likewise find their assessment base reduced
by foreclosures, leaving the remaining homeowners with higher assessments."

Foreclosed properties also impose significant direct costs on local governments
and foster crime.'® A single foreclosure can cost the city of Chicago over $30,000."
Moreover, foreclosures have a racially disparate impact because African-Americans
invest a higher share of their wealth in their homes™ and are also more likely than
financially similar whites to have subprime loans."

© See Phillip Lovell & Julia lIsaacs, 7he Impact of the Morigage Crisis on Children, al
httpe/Avrww firstfocus.net/Dovwnload/] fousingandChildrent INALL.pdf (estimating two million children will
be impactled by Toreclosures, based on a projection ol (wo and quarter million loreclosures).

" Dun Immergluck & Geoll Smith, The External Costs of Foreclosure: The Impact of Single-
Family Mortgage Foreclosures on Property Values, 17 1IOUSING POLICY DEBATE 57 (2006); Mark Duda &
William C. Apgar, Mortgage Foreclosures in Atlanta:  Patterns and Policy Issues, A Report Prepared for
NeighborWorks America, Dc:u:mbcr 2005, at
www.nw org/Netw ork/meighborw orksprogs/foreclo eclosure 1205, pdl, Amy
Ellen Schwartz et al., Does Federally Subsidized Rental Housing Dep/ ess Neighborhood Property Values?,
NYU Law School Law and Economics Rescarch Paper No. 05-04; NYU Law School, Public Law Rescarch
PPaper No. 05-02 (Mar. 2005).

“ Laura Johnston, Vacant Properties Cost Cleveland $35 Million, Stucdy Says, CLEVELAND PLAIN
DEALER, Feb. 19, 2008: Global Insight, The Mortgage Crisis: Economic and Fiscal Implications for Metro
Areas, Report Prepared for The United States Conference of Mayors and The Council for the New
American City, 2007, al
hitp/Awww vacaniproperiies. org/reseurces/documentsUSCMm ot gagereport pdl.

' Christine Haughney, Collateral Foreclosure Damage for Condo Owners, N.Y. TIMES, May 15,

2008.

% Dan Immergluck & Geoft Smith, 7he Impact of Single-Family Morigage Foreclosures on
Neighborhood Crime, 21 HOUSING Stubiis, 851 (2006), William C. Apgar & Mark Duda, Collateral
Damage:  The Municipal Impact of Today’s Morigage Foreclosure Boom, May 11, 2005, at
http s, 995hope orglecnient/pd A pgar_Duda_Swdy Short, Version,pdl.

Y William C. Apgar et al., The Municipal Cost of Foreclosures: A Chicago Case Study, Feb. 27,
2005, omeownership Preservation Foundation Ilousing Finance Palicy Research Paper Number 2005-1,
903Shope.org/econtent/pdt/Apear Dwda Smdy Tull Version.pdf.

“ MELVIN L. OLIVER & THOMAS M. SHAPIRO, BLACK WEALTH, WHITE WEALTH: A NEW
PERSPECTIVE ON RACIAL INEQUALITY 66 (2006) (housing cquity accounted for 62.5% of all black asscts in
1988, but only 43.3% of white assets, even though black homeownership rates were 43% and white
homeownership rates were 65%). See also Brian K. Bucks, Arthur B. Kennickell, & Kevin B. Moore,
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The foreclosure crisis has also been at the root of a larger financial crisis.
Because most residential mortgages are securitized into widely held securities,
unprecedented default rates in the residential mortgage market affect not just mortgage
lenders, but capital markets globally. The marketwide impact of defaults on mortgage-
backed securities have been amplified by poorly understood and complex derivative
products that are bought and sold by financial institutions, which now find themselves
insufficiently liquid or undercapitalized. This in turn has led to a global credit crisis as
financial institutions have become hesitant to contract not knowing their counterparties’
ultimate solvency.

As long as foreclosures continue at unabated rates, mortgage defaults will
continue to rise as foreclosures depress real estate prices, fueling the cycle. Until housing
prices stabilize, we will not see stability in the financial system, and housing prices
cannot stabilize unless the tide of foreclosures is stemmed. In short, foreclosure is an
inefficient outcome that is bad not only for lenders and borrowers, but for society at
large.

B. Loss Mitigation Options on Defaulted Loans

Foreclosure, of course, is never mandatory. Tt is only one possibility among a set
of loss mitigation options for a lender confronted with a defaulted loan. A lender always
has the option of forbearing or of modifying the terms of a non-performing loan so that it
can perform under less onerous terms”’ Indeed, so long as the losses from a
modification would be less than those from foreclosure, modification is the efficient
economic outcome for a non-performing loan. Given the sizeable losses lenders incur in
foreclosure, one would expect lenders to be making significant modifications to loans,
including reduction of principal and interest.

homeowners, wealth is disproportionately invested in the home.); Kai Wright, The Subprime Swindle, THE
NATION, July 14, 2008.

1% Bob Tedeschi, Subprime Loans’ Wide Reach, N.Y. TiMLs, Aug. 3, 2008; Mary Kane, Race and
the Ilousing Crisis, THE W ASHINGTON INDEPENDENT, July 25, 2008.

" Refinancing, a traditional route of dealing with non-performing loans, is generally not possible
because so many defaulting homeowners have negative equity. Other loss mitigation methods, such as
short sales, however, have been widely used.
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Chart 2: Workouts to Foreclosures by Type, HOPE Now Alliance Members,!
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Chart 3: Loan Modifications, Repayment Plans, and Foreclosures in National
Banks’ and Federal Thrifts’ Servicing Portfolios, 2008>
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Yet, to date, there have been relatively few voluntary, private modifications of
non-performing loans. As Chart 2 shows, the workouts performed by the HOPE Now
Alliance have failed to keep pace with foreclosures. Chart 3 presents a similar picture for
a select group of national banks and federal thrifts that comprise around 60% of the total

2 HOPE Now, HOPL NOW Loss Mitigation Nationsl Data Tuly 07 to November 08, a/
hitp://www hopenow.com/uplead/da SHOPEYS20NOW% 201 0ss%20Mi G ganon%20Nativmal 96200t
a%20July )7%2010%:20November%2008 pdf, Author’s Calculations.

= Office of Comptroller of the Currency and Office of Thritt Supervision, OCC and O1S
Mortgage Metrics Report, Sept. 12, 2008, at http/iwww.oce.treas. gov/ftp/release/2008-105a pdf.
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servicing portfolios nationwide. Moreover, as both Charts 2 and 3 show, most of the
workouts have been repayment plans, in which the arrearage is simply reamortized into
the remaining term of the loan or tacked on at the end, thereby increasing or at best
holding steady the borrower’s monthly payments. While repayment plans are sensible
solutions to temporary disruptions in the borrower’s cash flow, they are wholly
inadequate responses to the key problems of the current mortgage market—payment reset
shock and negative equity. Payment reset shock from an adjustable rate mortgage or
negative amortization trigger in an option-ARM can only be addressed by modifications
that freeze or lower monthly payments, which requires a reduction in the interest rate or
principal of the loan. Likewise, negative equity positions can only be corrected through
principal write-downs.

Even among the modifications, the vast majority fail to reduce monthly payments,
making them near worthless.” As the State Foreclosure Prevention Working Group has
noted,

one out of five loan modifications made in the past year are currently
delinquent. The high number of previously-modified loans currently
delinquent indicates that significant numbers of modifications offered to
homeowners have not been sustainable.... [M]any loan modifications are
not providing any monthly payment relief to struggling homeowners.
...[Ulnrealistic or “band-aid” modifications have only exacerbated and
prolonged the current foreclosure crisis.”*

The failure of existing loan modification programs is not surprising—most loan
modifications do not change monthly payments or even increase monthly payments.
Less than 20% of voluntary loss mitigation efforts rarely reduce monthly mortgage
payments according to a study by Professor Alan White of Valparaiso University Law
School ?*  Likewise, the Center for Responsible lending estimates that under 20% of
HOPE Now loan modifications result in lower monthly payments. 2

Unrealistic modifications have been a problem not just for the subprime loans
examined by the State Foreclosure Prevention Working Group, but also for the
predominantly non-subprime loans held in Fannie Mae’s portfolio or securitized by
Fannie Mae, the vast majority of loan workouts have been through Fannie’s “HomeSaver
Loan” program, which involves making defaulted homeowners a new unsecured loan for

# Testimony of Massachusells Altomey General Martha Coakley belore the U.S. House Financial
Services Committee, Sept. 17, 2008 (noting that “virtually none” of the loan modifications reviewed by her
olfice reduced monthly payments)

* State Foreclosurc Prevention Working Group, Analysis of Subprime Mortgage Servicing
Performance, Data Report No. 3, Sept. 2008, at
hitp/Awww . esbs.ore/Content/NavigationMenu/Home/SIPWGReport3 . pdf, at 3.

= Alan M. While, Deleveraging American Homeowners: December 18,2008 Update to August
2008 Report. Valparaiso University  School of Law (December 18, 2008) available at
hittp/Awww hastingsgronp.com/ Whiteupdate pdf;. Alan M. White, Rewriting Contracts, Wholesale: Data on
Voluntary Mortgage Modifications from 2007 and 2008 Remiltance Reports, TORDIAM URBAN L.J. (2009)
available at hidp: 5

* Sonia Garrison et o, Continued Decay and Shaky Repairs: The State of Subprime Loans
Today, Center for Responsible [Lending, Jan. 2009,
at http/fvww responsiblelending.org/pdfs/continued_decav_and shaky _repairs.pdf.
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up to $15,000 to cover the deficiency on their mortgage loan. The HomeSaver program
thus increases financially distressed homeowners’ debt burdens while masking non-
performing loans. At best, HomeSaver is a bridge-loan program that buys time until a
modification can be done, but given that Fannie Mae is carrying the HomeSaver Loans
on its books at about 2% of their face value,” it clearly expects near universal default and
no recovery on these loans.

The federal government’s foreclosure prevention programs have even more
dismal results. The FHA’s FHASecure program, which was intended to let borrowers
with non-FHA adjustable rate and interest-only mortgages refinance into fixed-rate FHA
loans has only helped has only helped a few thousand delinquent homeowners,? not the
240,000 predicted.” Likewise, the HOPE for Homeowners program, established by
Congress in July 2008 to permit FHA insurance of refinanced distressed mortgages, and
predicted to help 400,000 homeowners, had as of mid-December 2008 attracted only 312
applications,”® and not actually refinanced any mortgages," in part because of its reliance
on private market cooperation to do voluntary principal write-downs.*

Similarly, the Streamlined Loan Modification Program (SMP) adopted by the
GSEs (in conservatorship) is set up to fail® The SMP does not require any
modifications, but instead merely sets a target for modified loan payments (principal,
interest, taxes, insurance) to be no more than 38% of gross monthly income (front-end
DTI). Putting aside whether it makes sense to do modifications based only on front-end
DTT, ignoring back-end DTI (total monthly debt payments to gross monthly income), the
SMP’s front-end DTI target is grossly inadequate and has already been rejected as
resulting in unsustainable loan modifications by leading elements of the mortgage
servicing industry have already abandoned as resulting in unsustainable modifications.
Litton Loan Servicing, a Goldman Sachs affiliate, uses 31% front-end DTI as its initial
target,” FDIC has proposed a general modification program using a 31% front-end DTI

¥ Kale Barry, Lending Model Gets Reworked at Fannie Mae, AM. BANKER. Nov. 11, 2008 ($301
million in HomeSaver loans being carried at $7 million fair market valuc)

> Michael Corkery, Morigage 'Cram-Downs' Loom as Foreclosures Mount, WATI ST. I, Dec. 31,
2008.

* See, e.g.. Press Release, US Dep’t of Housing and Urban Development, Bush Administration (o
Help Nearly Onc-Quarter of a Million Homeowners Refinance, Keep Their Homes; FHA to implement
new “FI11ASecure™ refinancing product (Aung. 31, 2007), available at
hitp/Awww hud. govmew s/aelease cim?eontent=pr07-123.clm: Press Release, US Dep’t of Housing and
Urban Development, FHA Helps 400,000 Families Find Mortgage Relicl; Refinancing on pace to help
hall-million homeowners by year’s end (Ocl. 24, 2008), available at
hitp/Awww hud. govinews/release.efm?content=prO8-167.cfm.

* Dina ElBoghdady, HU:D Chief Calls Aid on Morigages a Failure, WAsH. POST. Dec. 17, 2008
at AL, at hitp:/~Avsvw.washingtonpost.com/wo-dvo/content/article/2008/12/16/AR20081 21603177 html.

3 Tamara Keith, Despite Program, No Ilope for ITomeowners, National Public Radio, Dec. 17,
2008, at hitp://www.npr.org/templates/storv/story. php7storvId=98409330.

2 Adam I. Levitin, Flaws in the FHA Housing Bill, WAL ST. ., July 11, 2008.

* The SMP standard has also been adopted voluntarily by the HOPE Now alliance of servicers is
an entirely volunlary program.

* Oversight of the Emergency Economic Stabilization Act: Examining Financial Institution Use
of Funding Under the Capital IPurchase Program: Ilearing Before the Senate Comm. on Banking, llousing,
and Urban Affairs, 110th Cong. (Nov. 13 2008) (testimony of Gregory Palm), available
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target,” and Bank of America/Countrywide’s settlement with the state Attorneys General
requires use of a 25%-34% front-end DTI standard®® The GSEs’ own initial
underwriting guidelines suggest a maximum 25%-28% front-end DTI*” Tf the GSEs do
not believe that 38% DTI is prudent underwriting for a loan to begin with, it is not clear
why they would use 38% DTT as a modification target, especially as most loans already
have a front-end DTI of less than 38%.%* Only around 10-15% of prime loans and alt-A
and 25-30% of subprime loans are already above this threshold.* SMP consists largely
of suggesting a standard so low that most troubled loans already comply with it.

All voluntary foreclosure mitigation efforts to date have failed, as have federally-
sponsored efforts, which have been reliant on private market cooperation. As the State
Foreclosure Prevention Working Group has noted, “[n]early eight out of ten seriously
delinquent homeowners are not on track for any loss mitigation outcome,” and “[n]ew
efforts to prevent foreclosures are on the decline, despite a temporary increase in loan
modifications through the [second quarter] of 2008.*

11, BANKRUPTCY MODIFICATION IS THE ONLY WAY TO ADDRESS THE OBSTACLES
TO MORTGAGE MODIFICATION CREATED BY SECURITIZATION

A major factor complicating private, voluntary loan modification efforts is
securitization. The vast majority, somewhere upwards of 80%, of residential mortgages
are securitized. Understanding securitization is key to understanding why private,
voluntary efforts at mortgage modification will inevitably fail and why bankruptcy
modification presents the only sure method of preventing preventable foreclosures.

Securitization transactions are technical, complex deals, but the core of the
transaction is fairly simple. A financial institution owns a pool of mortgage loans, which
it either made itself or purchased. Rather than hold these mortgage loans (and the credit
risk) on its own books, it sells them to a specially created entity, typically a trust (SPV).
The trust pays for the mortgage loans by issuing bonds. The bonds are collateralized
(backed) by the loans now owned by the trust. These bonds are so-called mortgage-
backed securities (MBS).

Because the trust is just a shell to hold the loans and put them beyond the reach of
the financial institution’s creditors, a third-party must be bronght in to manage the loans.
This third-party is called a servicer. The servicer is supposed to manage the loans for the

3:/fbanking senate govipubliv/index. efm?FuscAction=Heanngs LiveStream&Hearngid=1d438de7d-
b-cd[57494 1 fa3, al minutes 143-144.
FDIC, FDIC Loss Sharing Proposal to Promote Affordable Loan Modifications, arz
http/Aawvw fdic.pov/consumers/loans/lnanmod/index him] (proposed Nov. 14, 2008).

 Stipulated Judgment & Injunction, California v. Countrywide Fin. Corp., No. LC083076, Cal.
Sup Ct, LA County, NW District. Oct. 20, 2008, at 14, available at
hitp://ag.ca povioms_attachments/press/pdfs/ni 618 ow_judement.pdf

~ Freddie Mac Single-Family Seller/Servicer Guide Section Section 37.15.

* Admittedly, DTI reporting is of questionable accuracy.

* Merrill Lynch, MBS / ABS Special Report, Loan Modifications: What Investors Need to Know,
Nov. 21, 2008, at 7. Reliance on DTI is itsclf questionable; loan performance secms to corrclate better to
loan-to-value ratio than front-end D'I'l. /e

0 State Foreclosure Prevention Working Group, supra note 24, at 2.
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benefit of the MBS holders. The servicer performs the day-to-day tasks related to the
mortgages owned by the SPV, such as collecting payments, handling paperwork,
foreclosing, and selling foreclosed properties. These servicers are the entities that
actually consider loan modification requests. Confusingly, the servicer is often, but not
always, a corporate affiliate of originator; most of the major servicers are subsidiaries of
bank holding companies: Countrywide Home Loans (Bank of America); CitiMortgage
and CitiFinancial (Citigroup); Select Portfolio Servicing (Credit Suisse); Litton Loan
Servicing LP (Goldman Sachs); Chase Home Finance and EMC Mortgage (JPMorgan
Chase), Wilshire Credit (Merrill Lynch); Wells Fargo Home Mortgage and Homeq
Servicing (Wells Fargo).

Securitization creates numerous obstacles to voluntary loan modifications, but
they may be reduced to three broad categories: contractual, practical, and economic.*!

A. Securitization Creates Contractual Limitations on Private Mortgage
Modification

Securitization creates contractual limitations on private mortgage modification.
These limitations cannot be bypassed except through bankruptcy modification or a taking
of MBS holders’ property rights.

Servicers carry out their duties according to what is specified in their contract
with the SPV. This contract is known as a “pooling and servicing agreement” or PSA.
Although the decision to modify mortgages held by an SPV rests with the servicer, and
servicers are instructed to manage loans as if for their own account, PSAs often place
restrictions on servicers’ ability to modify mortgages. Almost all PSAs restrict
modifications to loans that are in default or where default is imminent or reasonably
foreseeable in order to protect the SPV’s pass-thru REMIC tax and off-balance sheet
accounting status.

A fourth category—Ilegal obstacles—in the form of REMIC tax provisions and Financial
Accounting Board standards, arc no longer a significant obstacle to modifving sceuritized loans. There arc
potentially adverse tax and accounting consequences if servicers engaging in too many voluntary
modilications. Residential MBS are structured o enjoy pass-thru REMIC (Real Dstale Morlgage
Investment Conduit) status under the Intemal Revenue Code, 26 U.S.C. §§ I860A et seq., which cnables
the MBS to avoid double taxation of income. REMIC rules generally preclude wide-scale modification of
securitized loans or their sale out of securitized pools, and these REMIC rules are turther reflected in the
contract with the servicer. The IRS has relaxing application of REMIC rules to mortgage loan modilication
programs. See Rev. Proe. 2008-28, 2008-23 LR.B. 1054.

Likewise, accounting slandards under SFAS 140 indicale thal o many modilications would
result in the scrvicer/originator having to take the sceuritized loans back onto its balance shect. SEC Staff,
however, have indicated that thev do not believe that moditications of imminently defaulting loans would
require on-balance sheet accounting. Letter from Christopher Cox, SEC Chairman to Rep. Bamey [rank,
Chairman of Commitice on Financial Scrvi United States House ol Representatives, dated July 24,
2008, ar http/Avww house gov/apps/list/press/ ot ¢_response072507.pdl; Letter from
Conrad Ilewitt, Chief’ Accounting, SEC to Mr. Amold Ilanish, Chaimman of the Committee on Corporate
Reporting, I'inancial Executives International and Mr. Sam Ranzilla, Chairman of the Professional Practice
Exceutive Committee, The Center for Audit Quality, American Institute of Certificd Public Accountants,
dated Jan.8, 2008, at hty see.gov/info/accountants/staffletters/hanishG10 pdf.

2 See 26 U.8.C. § 1860A et seq. (REMIC treatment); SFAS No. 140 (oft-balance sheet accounting
treatment).
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PSAs often further restrict modifications: sometimes the modification is
forbidden outright, sometimes only certain types of modifications are permitted, and
sometimes the total number of loans that can be modified is capped (typically at 5% of
the pool). Additionally, servicers are frequently required to purchase any loans they
modify at the face value outstanding (or even with a premium). This functions as an anti-
modification provision.

No one has a firm sense of the frequency of contractual limitations to
modification for residential MBS (RMBS). A small and unrepresentative sampling by
Credit Suisse indicates that almost 40% of RMBS PSAs have limitations on loan
modification beyond a near universal requirement that the a loan be in default or
imminently defaulting before it may be modified.® The Credit Suisse study, however,
did not track all types of modification restrictions, such as face-value repurchase
provisions, so the true number of restrictive PSAs is likely higher. Nonetheless, there are
still a large number of homeowners whose mortgages are held by securitization trusts
with restrictive PSAs. This includes both private-label securitizations and GSE
securitizations; some Fannie Mae securitizations, for example, prohibit any reductions in
either principal or interest rates.**

Tt is virtually impossible to change the terms of a restrictive PSA in order to allow
the servicer greater freedom to engage in modifications. The PSA is part of the indenture
under which the MBS are issued. Under the Trust Indenture Act of 1939,45 the consent of
100% of the MBS holders is needed in order to alter the PSA in a manner that would
affects the MBS’ cashflow, as any change to the PSA’s modification rules would.

Practically speaking, it is impossible to gather up 100% of any MBS issue. There
can be thousands of MBS certificates from a single pool and these certificate holders
might be dispersed world-wide. The problem is exacerbated by collateralized mortgage
obligations (CMOs), second mortgages, and mortgage insurance. MBS issued by an SPV
are typically tranched—divided into different payment priority tiers, each of which will
have a different dividend rate and a different credit rating. Because the riskier tranches
are not investment grade, they cannot be sold to entities like pension plans and mutual
funds. Therefore, they are often resecuritized into what are known as CMOs. A CMO is
a securitization in which the assets backing the securities are themselves mortgage-
backed securities rather than the underlying mortgages. CMOs are themselves then
tranched, and the senior tranches can receive investment grade ratings, making it possible
to sell them to major institutional investors. The non-investment grade components of

“ Credit Suisse, The Day Afier Tomorrow: Payment Shock and Loan Modifications, Fixed
Income Rescarch, April 5, 2007, at 5.

See, e.g., Federal National Mortgage Association, Single-Family Master Trust Agreement for
Guaranteed Mortgage Pass-Through Certificates evidencing undivided beneficial interests in Pools of
Residential Morlgage Loans, June 1. 2007, § 5.3(4). at
http/Awww fanniemac.com/mbs/pdt/singlefamilvtrustagreement Tunc2007 pdf (“For so long as a Mortgage
Loan remains in a Pool, the Mortgage I.oan may not be modified it the modification has the etfect of
changing the principal balance (other than as a result of a payment actually received from or on behalf of
the Borrower), changing the Mortgage Interest Rate (other than in accordance with any adjustable rate
provisions statcd in the Mortgage Documents), or delayving the time of payment bevond the last scheduled
payment date of that Mortgage [.oan.”).

15 U.8.C. § 77ppp(b).
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CMOs can themselves be resecuritized once again into what are known as CMO’s. This
process can be repeated, of course, an endless number of times.

The upshot of this financial alchemy is that to control 100% of an MBS issuance
in order to alter a PSA in any way that would affect cash flows, one would also have to
own 100% of multiple CMOs to alter the CMOs’ PSAs and of multiple CMO?s to alter
the CMO?s” PSAs. Given that there were 6,815 private-label securitizations from 2001
thru 2007, not counting many more agency securitizations, and then numerous
resecuritizations and re-resecuritizations, the scope of the obstacle to voluntary
modification of PSAs to permit greater servicer discretion is considerable.*

The impossibility of modifying PSAs to permit modification on a wide scale is
further complicated because many homeowners have more than one mortgage. Even if
the mortgages are from the same lender, they are often securitized separately. If a
homeowner is in default on two or three mortgages it is not enough to reassemble the
MBS pieces to permit a modification of one of the mortgages. Modification of the senior
mortgage alone only helps the junior mortgage holders, not the homeowner. In order for
a loan modification to be effective for the first mortgage, it is necessary to also modify
the junior mortgages, which means going through the same process. This process is
complicated because senior lenders frequently do not know about the existence of the
junior lien on the property.

A further complication comes from insurance. An SPV’s income can exceed the
coupons it must pay certificate holders. The residual value of the SPV after the
certificate holders are paid is called the Net Interest Margin (NIM). The NIM is typically
resecuritized separately into an NIM security (NIMS), and the NIMS is insured by a
financial institution. This NIMS insurer holds a position similar to an equity holder for
the SPV. The NIMS insurer’s consent is thus typically required both for modifications to
PSAs and modifications to the underlying mortgages beyond limited thresholds. NIMS
insurers’ financial positions are very similar to out-of-the-money junior mortgagees—
they are unlikely to cooperate absent a payout because they have nothing to lose.

Thus, the contractual structure of securitization creates insurmountable obstacles
to voluntary, private modifications of distressed and defaulted mortgages, even if that
would be the most efficient outcome.

B. Practical Obstacles to Voluntary Modification

There are a range of practical difficulties that impede voluntary modification
programs. Mortgage servicing is largely a highly scalable, automated transaction
processing business of collecting payments and remitting them to investors. Loan
workouts, however, involve consider manpower and discretion. Servicers have built their
businesses around transaction processing and lack sufficient personnel to handle a large
volume of customer contacts. Servicers lack the trained loan officers necessary to handle
the volume of requested modifications, which are essentially the underwriting of a new
loan. Servicers often have trouble contacting financially distressed borrowers, and when
they do, their loan workout overtures are viewed with suspicion because they follow
months of dunning calls and dunning letters. And the computer software that servicers

“® Inside Mortgage Finance MBS Database.
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use to do their net present value calculations to compare returns from foreclosure or
successful modifications may use obsolete inputs, such as assuming that housing prices
are rising, which will lead servicers to wrongly believe that foreclosure is the best loss
mitigation outcome.

C. Economic Disincentives for Servicers to Engage in Voluntary Modifications

Securitization also creates serious incentive misalignment problems that can lead
to inefficient foreclosures. Mortgage servicer compensation structures create a situation
in which foreclosure is often more profitable to servicers than loan modification.
Therefore servicers are incentivized to foreclose rather than modify loans, even if
modification is in the best interest of the MBS holders and the homeowners.

Servicers receive three main types of compensation: a servicing fee, which is a
percentage of the outstanding balance of the securitized mortgage pool; float income
from investing homeowners mortgage payments in the period between when the
payments are received and when the are remitted to the trust; and ancillary fees. When a
loan performs, the servicer has largely fixed-rate compensation. This is true also when a
loan performs following a modification.

Thus, if a servicer modifies a loan in a way that reduces monthly payments, the
servicer will have a reduced income stream itself. This reduced income stream will only
last as long as the loan is in the servicing portfolio. If the loan is refinanced or redefaults,
it will leave the portfolio. Generally servicers do not expect loans to remain in their
portfolios for very long. For example, a 2/28 ARM is likely to be refinanced by year
three, when the teaser rate expires, and move to another servicer’s portfolio. Moreover,
for non-GSE RMBS, servicers are not compensated for the sizeable costs of loan
modification. Thus, when a servicer modifies a loan, the servicer loses servicing and
float income (which it will not have long into the future anyhow) and incurs expenses.

When a servicer forecloses, servicer compensation shifts to a cost-plus basis. The
servicer does not receive any additional servicing fee or float revenue from the loan, but
does receive all expenses of the foreclosure, including any fees it tacks on, such as
collateral inspection fees, and process serving fees, etc. These fees are paid off the top
from foreclosure recoveries, so it is the MBS holders, not the servicer, that incur the loss
in foreclosure.*® The fees servicers can lard on in foreclosure can be considerable, and
there is effectively no oversight of their reasonableness or even authorization.* MBS
holders lack the ability to monitor servicer decisions, and securitization trustees do not
have the responsibility to do so. Servicers are essentially able to receive cost-plus-
percentage-of-cost compensation when foreclosing. The incentive misalignments from

“ Adam J. Levitin & Tara Twomey, Not Everyone Loses in Foreclosure:  Principal-Agent
Conflict in Mortgage Backed Securities, working paper, Nov. 17, 2008 (on file with author).

*® Servicer income in foreclosure is offset in part by the time-value of advancing payments owed
on defaulted loans to the (rust until foreelosure.  These payments are recoverable by the servicer, but
without interest.

“ Katherine M. Porter, Mishehavior and Mistake in Bankrupicy Morigage Claims | 87 TEX. L.
REV. (2008).
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this form ot compensation are so severe that it is flatly prohibited for federal government
contracts.*

The choice between modification and foreclosure is a choice between limited
fixed-price income and a cost-plus contract arrangement with no oversight of either the
costs or the plus components. For mortgage servicers, this creates a very strong incentive
to foreclose on defaulted loans rather than modify them, even if modification is in the
best interest of the MBS holders.”' The principal-agent conflict between RMBS holders

and mortgage servicers is a major factor inhibiting voluntary loan modifications.

III.  PERMITTING MODIFICATION OF ALL MORTGAGES IN BANKRUPTCY WILL NOT
RESULT IN HIGHER MORTGAGE RATES OR L.ESS CREDIT AVAILABILITY

Traditionally, bankruptcy is one of the major mechanisms for resolving financing
distress. Bankruptcy creates a legal process through which the market can work out the
problems created when parties end up with unmanageable debt burdens. Although the
process can be a painful one for all parties involved, bankruptcy allows an orderly forum
for creditors to sort out their share of losses and return the deleveraged debtor to
productivity; a debtor hopelessly mired in debt has little incentive to be economically
productive because all of the gain will go to creditors. Moreover, the existence of the
bankruptcy system provides a baseline against which consensual debt restructurings can
occur. Thus, for over a century bankruptcy has been the social safety net for the middle
class, joined later by Social Security and unemployment benefits.

The bankruptcy system, however, is incapable of handling the current home
foreclosure crisis because of the special protection it gives to most residential mortgage
claims. Debtors may generally modify all types of debts in bankruptcy—reducing
interest rates, stretching out loan tenors, changing amortization schedules, and limiting
secured claims to the value of collateral (“strip down” or “cram down”). Under current
law, debtors can modify mortgages on vacation homes investor properties, and
multifamily residences in which the owner occupies a unit.*> Debtors can also currently
modify wholly unsecured second mortgages on their principal residences,” as well as

D See 41 11.8.C. § 254(b); 10 U.S.C. § 2306(a)

1 Alternatively, il a servicer modifies a loan in a way (hat guarantees a quick redelault, it might be

cven more profitable.  This might explain why so many modifications have resulted in Aigher monthly
payments and why a large percentage of foreelosures have been after failed modification plans. See Jay
Brinkmann, Mortgage Bankers Association, An Kxamination of Morigage Foreclosures, Modifications,
Repmmenr Plans, and Other Loss Vmg( on Activities in the Third Quarter of 2007, at 10, at
hitip:/Awww e I alResouree/59454 LowmnModificationsSurvey pd{
(ncarly 30% ol foreclosure sales in the lhlrd qudrlLr 0l 2007 involved failed repayment plans).
.g.. In re Scarborough, 461 F.3d 406, 413 (3d Cir. 2006) (permitting strip-down on two unit
property in which the debtor resided); Chase Manhattan Mortg. Corp. v. Ihompson (In re Thompson), 77
Ted. Appx. 57, 58 (2d Cir. 2003) (permitting strip-down on three unit property in which the debtor resided):
Lomas Morlg., Inc. v. Louis, 82 F.3d 1 (Ist Cir. 1996) (permitting strip-down on three unil property in
which the debtor resided).

# Kverv tederal circuit court of appeals to address the issue has held that modification, including
strip-down, of wholly unsecured second mortgages on principal residences is peritted.  See, e.g. Ziumer
v. PSB Lending Corp. (In e Zimmer), 313 F.3d 1220, 1227 (9th Cir. 2002): Lanc v. W. Inlerstate Bancorp
(In re Lanc), 280 F.3d 663, 669 (6th Cir. 2002); Pond v. Farm Spceialist Realty (Zn re Pond), 252 F.3d 122,
126 (2d Cir. 2001); Tanner v. FirstPlus Fin., Inc. (Jn re Tanner), 217 F.3d 1357, 1360 (11th Cir. 2000);
Bartee v. 'I'ara Colony [lomeowners Ass'n (/n re Bartee), 212 F.3d 277, 288 (Sd’ Cir. 2000); McDonald v.
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loans secured by yachts, jet-skis, snowmobiles, jewelry, household appliances, furniture,
cars, trucks, or any other type of personalty.**

The Bankruptcy Code, however, forbids the modification of mortgage loans
secured solely by the debtor’s principal residence.®®  Single-family owner-occupied
property mortgage loans must be cured and then paid off according to their original
terms, including all fees that have been levied since default, or else the bankruptcy
automatic stay will be lifted, permitting the mortgagee to foreclose on the property. As a
result, if a debtor’s financial distress stems from an unaffordable home mortgage,
bankruptcy is unable to help the debtor retain her home, and foreclosure will occur.

The Bankruptcy Code’s special protection for home mortgage lenders reflects an
economic assumption that preventing modification of home mortgage loans in
bankruptcy limits lenders’ losses and thereby encourages greater mortgage credit
availability and lower mortgage credit costs, which in turn encourage homeownership.*®
Underlying the economic assumption embedded in the Bankruptcy Code’s anti-
modification provision is another assumption—that mortgage markets are sensitive to
bankruptcy modification risk. All existing empirical evidence, however, indicates that
these assumptions are incorrect. Mortgage markets are indifferent to bankruptcy
modification risk.’’

A, All Empirical Evidence Indicates that Mortgage Markets Are Indifferent to
Bankruptcy Modification Except at Margins

There is a simple way to test for market sensitivity to bankruptcy modification:
compare mortgage interest and insurance rates on property types for which the mortgages
may currently be modified in bankruptcy with the rates on properties on which the
mortgages may not be modified in bankruptcy. Courts have interpreted the Bankruptcy
Code’s mortgage anti-modification provision to apply only to single-family principal
residence mortgages.”® Thus, single-family principal residence mortgages may not be
modified in bankruptcy; all other mortgages may be modified in bankruptcy. One would
expect that if the market were sensitive to bankruptcy modification, there would be a risk
premium for mortgages on the types of property that can currently be modified in

Maslter Fin., Inc. (Zn re McDonald), 205 F.3d 606, 608 (3d Cir. 2000), In re Lam, 211 B.R. 36 (Sth Cir.
BAP), appeal dismissed, 192 F.3d 1309 (9th Cir. 1999),

* Until 2005, loans secured by all vehicles could be stripped-down. Since October 17, 2003,
purchase money loans secured by motor vehicle may not be stripped-down in their [irst (wo-and-a-hall
years, and other purchase money sccured loans may not be stripped-down in their first year. 11 U.S.C. §

325(a)(9) (hanging paragraph).

11 USC. § 1322(b)(2). Cf 11 US.C. § 1123(b)(5) (parallel residential mortgage anti-
moditication provision for Chapter 11). Section 1322(b)(2) provides that a plan ot reorganization may
“modify the rights of helders of secured claims, other than a claim secured only by a security interest in
real property that is the deblor’s principal residence...”  Sinee 2005, scetion 101(13A) of the Bankruptey
Code has defined “debtor’s principal residence” as “a residential structure, including ineidental property,
without regard to whether that structure is attached to real property and...includes an individual
condominium or cooperative unit, a mobile or manufactured home or trailer.” 11 U.S.C. § 101(13A). State
law, however, still determines whal is “real property.”

* Nobelman v. Am. Sav. Bank, 508 U.S. 324 (1993) (Stevens, J., concurring).

" Mortgage servicers, however, may not be, as discussed above in section 11.C.

* See supra note 52.
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bankruptcy—mortgages on vacation homes, multifamily homes, and investment
properties—and that this premium would not exist for single-family owner-occupied
principal residence mortgages, which cannot be modified.

In an article forthcoming in the Wisconsin Law Review ™ 1 tested this hypothesis
using three different pricing measures in mortgage markets: effective mortgage interest
rates (annual percentage rates or APRs), private mortgage insurance rates, and secondary
mortgage market pricing from Fannie Mae and Freddie Mac. In each market I examined
rate variation by property type in order to isolate the expected risk premium for
bankruptcy modification risk on non-single-family owner-occupied properties. All three
measures indicate that mortgage markets are indifferent to bankruptcy modification risk,
at least in terms of pricing; the variation in rates in each market does not track with
bankruptcy modification risk.

In a companion article-in-progress, coauthored with Joshua Goodman of
Columbia University, I test the impact of permitting cramdown historically in the period
before 1993, when it was permitted in many judicial districts. This historical evidence
shows scant evidence of market sensitivity. Historically, in a very different mortgage
market, we only detect a 12 basis point average impact on interest rates from cramdown,
and no impact on credit availability. Current market data, however, suggest no impact
whatsoever from any ability to modify mortgages in bankruptcy. Taken together, the
evidence in these articles suggests that permitting modification of mortgages in
bankruptcy would have no overall impact on mortgage costs or availability, except at the
margins. Marginal, high-risk borrowers might find credit slightly more expensive, but all
available evidence indicates that there will be no impact on creditworthy borrowers.

These empirical finding comport with economic theory. If foreclosure losses are
greater than bankruptcy modification losses, the market will not price against bankruptcy
modification. Evidence from a variety of historical and contemporary sources indicates
that lenders’ losses from bankruptcy modification would be less than from foreclosure.
Indeed, by definition a lender cannot do worse in bankruptcy than in foreclosure;
bankruptcy law provides that a secured lender must receive at least what the lender would
receive in foreclosure, namely the value of the collateral.

B. The Relevant Comparison: Bankruptcy Losses Versus Foreclosure Losses

The comparison between loss severities in bankruptcy modification and loss
severities in foreclosure is a crucial one that many economists miss.”” Most economists
who have examined bankruptcy modification are inexpert in bankruptcy, mortgage
foreclosure or both. As a result they inappropriately view bankruptcy modification as an
alternative to no lender loss whatsoever, and therefore conclude that because lenders
would incur losses from modification of mortgages in bankruptcy, they will react by
increasing cost of mortgages for other borrowers.

¥ Adam J. |evitin, Resolving the Foreclosure Crisis: Modification of Morigages in Bankrupicy,
2009 Wisc. L. Rev. (forthcoming).

% See e.g., Helping Families Save Their Ilomes: The Role of Bankrupicy Law. Ilearing Before the
S. Comm. on the Judiciarv, 110th Cong. 1 (2008) (tcstimony of Dr. Christopher J. Mayer), available at
http:/fjudiciary senate. gov/hearings/testimony.cfm?1d=3598&wit_id=7543 (“Ecomomists often point out
that there is no such thing as a tree lunch.”).
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The problem with this analysis is that the relevant comparison for a lender is not
between losses from bankruptcy modification and no losses. Instead, the tradeoff is
between losses due to modification in bankruptcy and losses due to foreclosure. Basic
price theory of demand economics says that the mortgage market will respond to this
trade-off by pricing against the outcome that results in smaller losses.®"

So which loss will be smaller? Bankruptcy modification losses will generally be
less than foreclosure sale losses. By definition a lender cannot do worse in bankruptcy
than in foreclosure. The adequate protection provisions of the Bankruptcy Code protect
lenders from pre-plan confirmation losses due to depreciation,®” and the Bankruptey Code
requires that a secured creditor must receive at least what the creditor would receive in
foreclosure, namely the value of the collateral ©

There is, of course, the possibility that bankruptcy judges’ valuations of property
will be lower than foreclosure sale returns. But there is absolutely no evidence to support
this belief. My own empirical research indicates that losses due to cramdown would
generally be in the 20%-25% range,” which is less than typical foreclosure losses and far
less than foreclosure losses in the current market.

In any case, to the extent that bankruptcy judges’ valuations would sometimes be
lower than foreclosure sale prices, it will be offset by higher returns on modified loans for
creditors in some cases. As long as losses in bankruptcy are no greater than those in
foreclosure, there should not be any effect on mortgage credit from allowing bankruptcy
modification. At worst, then, bankruptcy imposes a time delay on the lender. If this
delay is only pre-plan, it is de minimis, and potentially helpful, depending on the housing
market. And if a plan fails and results in a delayed foreclosure, the losses from the delay
would be offset by the additional monthly payments under the plan. Bankruptcy
modification will generally result in a lender receiving at least as much as in foreclosure,
and often more.

The relevant economic question is one of bankruptcy losses versus foreclosure
losses, not the straw man comparison between bankruptcy losses and no losses. There is
no empirical evidence supporting a conclusion that permitting modification of mortgages
in bankruptcy would have anything other than a de minimis impact on the cost or
availability of mortgage credit, except for the most risky borrowers. At best, bankruptcy
modification will have no impact, and at worst it will have a de minimis impact on the

! This conclusion is consistent with Karen M. Pence, Foreclosing on Opportuumniny: State Laws and
Morrgage Credit, 88 REV. OF ECON. & STAT. 177 (2006). Dr. Pence’s arlicle does not address the question
of bankruptcy modification loss versus foreclosure loss. Instead, it deals with the impact of judicial versus
non-judicial foreclosure on mortgage credit availability. DDr. Pence finds that there is lower credit
availability in states that require judicial foreclosure, which is more cumbersome and therefore more
expensive than non-judicial foreclosure. The key o understanding Dr. Penee’s [indings 1s that it is loss
severity duc to delay, not delay per sc, that affeets eredit availability. Thus, while bankruptey is a longer
process than foreclosure, as long as it results in smaller loss severities than foreclosure, it will not reduce
credit availability.

“11U.S.C.§§ 361, 362(d).

FUIUS.C. § 1325(a)(5).

5 Adam J. Levitin, Resolving the Foreclosure Crisis: Modification of Morigages in Bankrupicy,
2009 Wisc. .. REv. (forthcoming).
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cost and availability of credit and ensure more prudent and sustainable underwriting
standards.%®

C. The Mortgage Bankers Association’s Claim Regarding the lmpact of
Bankruptcy Modification Is Patently False and Disprovable

The Mortgage Bankers Association (MBA) has claimed that permitting
modification of mortgages in bankruptcy will result in an effective 200 basis point
increase in interest rates on single-family owner-occupied properties (“principal
residences”).*® The MBA figure has varied over the course of the MBA’s lobbying effort
against bankruptcy reform, shrinking by a quarter to 150 basis points in more recent
lobbying materials. The MBA’s methodology for calculating the figure has also
changed.*” Regardless of size or calculation, the MBA figure is patently false and is the
result of a cherry-picked comparison.

The MBA figure is derived from a comparison of the current interest rate spread
between mortgages on single-family principal residences and on investor properties.®®
The MBA reasons that because single-family principal residence mortgages cannot be
modified in bankruptcy while investor property mortgages can, then the entire difference
in mortgage prices for these property types is attributable to bankruptcy modification risk
for the investor properties.

The MBA’s claim is demonstrably false. First, the MBA engages in questionable
calculations of the price spread. It includes not only the current additional interest rate
premium for investor properties of 37.5 basis points, but also amortizes the higher down
payments and points generally required on investor properties in order to achieve the 200
(or 150) basis point figure.®

% Adam I. Levitin, Helping Homeowners: Modification of Mortgages in Bankruptcy, 3 Harv. L &
Pol’y Rev. (online) (Jan. 19, 2009), ar http:www.hipronime.com/Lavitin_{{1L.PR_G11909.pdf, at 9.

% Statement of David G. Kittle, CMB, Chairman-Llect, Mortgage Bankers Association, Before the
Subcommittce on Commereial and Administrative Law, Committee on Judiciary, United Stated House of
Representatives, Oct. 30, 2007, Hearing on “Straightening Out the Mortgage Mess: How Can We Protect
Ilome Ownership and Provide Relief to Consumers in Financial Distress? — Part 1" at
hitp:/Audi i house, sovimedia/pdlyK1tHe07 1030 . pdl at 3.

% Jd. The MBA has vacillaled in the size of its ¢laim. More recent MBA press releases have
claimed only an increase of 150 basis points, without explaining the 50 basis point deeline from the 200
basis point figure teatured in Mr. Kittle’s Congressional testimony. Mortgage Bankers Association, Press
Release, MBA’s “Stop the Cram Down Resource Center” Puls a Price Tag on Bankruptey Relorm, Jan. 15,
2008, at hitp:/Awww.mortgagebankers org/NewsandMedia/Pre ter/59343. him

Noltably, in response (o a request [rom U.S. Representative Brad Miller (D-N.C.), [or clarilication
of its claim, the MBA changed its explanation of the 150 basis point incrcased cost of mortgages claim
arguing (without providing any evidence or methodology for the derivation of its numbers) that 70-85 basis
points would be due to higher default incidence rates, 20-25 basis points would be due to higher loss
severily rates, 10 basis points would be due 1o the administrative costs imposed by bankrupley, and 50-60
basis points would be duc to market uncertainty and increased political risk. Stephen A. O°Connor, Senior
Vice President of GGovernment Atffairs, Mortgage Bankers Association, l.etter to Rep. Brad Miller, dated
April 18, 2008.

S Kiule, supra nole 66, al 3.

® Id The MBA’s amortization of the higher down payments typically required on investor
properties is debatable. l.enders bear no risk on down payments, unlike on interest payments. Down
payments receive different tax treatment than interest payments for borrowers. And down payments create
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Even accepting the MBA’s inflated numbers, however, the idea that the entire
spread in mortgage rates between single-family owner-occupied properties and investor
properties being due to bankruptcy modification risk is preposterous.”

The MBA then cherry-picks its evidence to support its lobbying position. The
MBA could have also compared interest rates spreads between mortgages on single-
family owner occupied properties and mortgages on other property types that can
currently be modified in bankruptcy—mortgages on multifamily properties or vacation
homes. As it turns out, there is no rate spread; conforming mortgages on vacation homes
and multifamily properties are currently priced the same as single-family principal
residences. Only investor property mortgages are priced higher. The same holds true for
private mortgage insurance premiums, there is no additional premium for multifamily
properties at any of the seven major private mortgage insurers, even though multifamily
property mortgages can be modified in bankruptcy. The pattern also holds true for
Fannie Mae and Freddie Mac delivery fees—Fannie and Freddie do not demand
discounts that track the difference in bankruptcy modification risk. This means higher
interest rates on investor properties must be attributed to non-bankruptcy risk factors
entailed in lending against an investor property.

There are many non-bankruptcy risk factors that explain the pricing spread on
mortgages between investment properties and single-family owner occupied properties.
The higher interest rates and points required on investor properties are explained by
higher default rates on investor properties, the greater likelihood of investor properties
being non-recourse, and the more limited secondary market for investor property
mortgages. Investor properties have inherently greater default risk in part because an
investor has the additional rent or mortgage expense that an owner-occupier does not.
Investor properties also carry a variety of tenant risks—vacancy, nonpayment, and
damage. Because investor properties mortgages are often financed through rental
payments, tenant risk adds to the default risk. There are myriad risk factors for investor
properties that single-family owner-occupied properties do not have. The MBA, of all
organizations, should recognize that most, if not all, of the price spread between investor
property mortgages and single-family owner-occupied mortgages is due to factors other
than bankruptcy modification risk. Yet the MBA contends that the entire price-spread is
due to differences in bankruptcy modification risk. 1f the MBA revealed a non-cherry-
picked comparison in its lobbying materials, its spurious 150 or 200 basis point claim
would fall apart.

cquity in a house, unlike interest. By amortizing down payments—iurning (hem into interest dollar for
dollar adjusted lor present value— the MBA 1s wrongly cquating two very dilferent types ol payvments that
should not be treated as dollar for dollar cquivalents.

™ At the January 29, 2007 |learing on the Growing Mortgage Foreclosure Crisis: Identifying
Solutions and Dispelling Myths, Before the Subcommittee on Commercial and Administrative Law,
Commillee on the Judiciary, United States House ol Representative, David Kiltile, the president-clect of the
MBA claimed that prior to the enactment of the Bankruptey Code there was no difference in interest rates
for single-tamily owner-occupied principal residences and investor properties. ‘The MBA has produced no
data or other source to support this assertion, including in response to inquiries from major media outlets,
and I know of no data source on interest rates that both goes back o 1978 and has rates broken down by
property tvpe. Indeed, the idea that investor propertics and owner-occupied propertics would ever have
been priced the same, even if there were no bankruptey system whatsoever, ignores the significant default
risk entailed in lending against investor properties caused by various tenancy risks.
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Based on my empirical analysis of a wide variety of mortgage market data,” there
is statistically a zero percent chance that the MBA’s 150 or 200 basis point claim is
correct. All empirical and market observational data indicates that that MBA’s claim of
an effective 150-200 basis point increase from allowing strip-down is simply groundless.
At best the MBA’s figure is a wild and irresponsible guess; at worse it is a deliberately
concocted falsehood.

Contrary to the MBA’s spurious claims, all empirical evidence indicates that there
is unlikely to be anything more than a de minimis effect on interest rates as a result of
permitting bankruptcy modification.

JA'A BANKRUPTCY MODIFICATION DOES NOT CREATE A MORAL HAZARD

One of the major objections voiced against permitting modification of mortgages
in Chapter 13 bankruptcy is that it will create a moral hazard and that consumers will be
tempted to go out and gamble on unaffordable loans because they can always discharge
their debt in bankruptcy. This view reflects a fundamental misunderstanding of the
bankruptcy process and of the problem created by foreclosures.

A. Bankruptey Imposes Significant Costs on Debtors

Permitting modification of mortgages in Chapter 13 bankruptcies will not create a
moral hazard problem. Chapter 13 is not a “drive-by” process. Debtors’ finances
become a matter of public record. Debtors’ credit reports are damaged by the bankruptcy
filing for up to ten years, raising their future costs of credit. In order to receive a
discharge in Chapter 13, a debtor must live on a court-supervised means-tested budget for
3 or 5 years.”> Having to get the court and the United States Trustee to sign off on the
reasonableness of daily expenses creates a powerful disincentive against filing for
bankruptcy unless the filing is absolutely necessary. Moreover, Chapter 13 insists on full
repayment of certain debts, including allowed secured claims, domestic support
obligations, and tax liabilities.” A below-median-income debtor who does not repay
creditors in full can only receive a Chapter 13 discharge once every six years; an above-
median-income debtor who does not repay creditors in full can only receive a Chapter 13
discharge once every ten years.”' This means that the minimum time between repeat
Chapter 13 filings is longer than the time a foreclosure stays on a credit report.

Debtors are also unlikely to receive a windfall from Chapter 13 modification.
Cramdown would only result in the debtor having zero equity in the property, not
positive equity. Given the large transaction costs to a sale, debtors are unlikely to sell
their properties for anything beyond a de minimis profit absent a remarkable recovery of
the housing market.

jl See Levitin, supra note 59.

Z11U.8.C. § 1325(0).

P11 U.8.C. §§ 1322(a); 1325(a)(3)

11 U.S.C. § 1328(f)(2) prohibits a Chapter 13 discharge if a Chapter 13 discharge was granted
within two preceding years, but for debtors who do not repay creditors in full, a Chapter 13 plan must last
at lcast three of five years, depending on whether the debtor is below or above the applicable state’s median
income. 11 U.S.C. §§ 1325(b)(1), (4). 'Thus, it is the length of plan, not the time between discharges, that
controls for debtors who have repay less than 100% of their debts
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B. ‘Wealthy Debtors Are Ineligible for Chapter 13 Bankruptcy

It is also important to recognize that permitting modification of mortgages in
Chapter 13 bankruptcy will not result in wealthy or spendthrift debtors receiving
unmerited relief. Traditionally, wealthy debtors rarely file for bankruptcy. The mean
income of Chapter 13 bankruptcy filers in 2007 was $35,688,” and less than 10% of all
debtors earn over $60,OOOA7(’

Part of the reason for this is that Chapter 13 bankruptcy is not available to debtors
with huge debt burdens. To file for Chapter 13, an individual must have less than
$336,900 in noncontingent, liquidated, unsecured debts and less than $1,010,650 in
noncontingent, liquidated secured debts.”” This means that a homeowner with a million
dollar mortgage cannot avail himself of Chapter 13. Instead, if that homeowner wishes to
keep his mansion, he must file for Chapter 11 bankruptcy. While there is a parallel
antimodification provision in Chapter 11,”® adopted after the Supreme Court’s 1993
Nobelman decision (banning cramdown of principal residence mortgages in Chapter 13)
in the 1994 amendments to the Bankruptcy Code, there has been no legislation proposed
to remove it.”

C. Permitting Bankruptcy Modification Would Not Benefit Speculators

Bankruptcy modification would not yield a windfall to housing speculators
(“flippers”).*® Many speculators are ineligible for Chapter 13. The parts of the country
where there has been the most real estate speculation are also the parts of the country
with the highest home prices. In California, where the average loan amount is, according
to the Mortgage Bankers Association, $331,926,* three of these mortgages plus a
$15,000 car loan would make a debtor ineligible for Chapter 13. Thus, a speculator with
a fairly average car, a mortgage on his own home, and two investment properties would
not be eligible for Chapter 13 bankruptcy.

Even if the speculator is eligible for Chapter 13, he is unlikely to be able to retain
his investment properties, much less modify the mortgages thereon. A mortgage loan
modification in bankruptcy can occur only as part of a plan.*? The automatic stay would
likely be lifted on an investment property (or second home) before a plan could be
confirmed.®  Accordingly, speculators and homeowners intent on keeping their second

™ Robert M. Lawless et al., Did Bankruptey Reform Fail?  An Empirical Study of Consumer
Debtors, AM. BANKR. 1..1. 349, 361 (2008).

Id. #1360

7 11U.S.C. § 109(c) (2006, 2008 supp.).

H11USC § 123M0)3).

™ Arguably, 1123(b)(5) is largely unnceessary in light of 1111(b). and its prescnce deprives
creditors of their ability to make an 1111(h) election.

This section also holds true for vacation home purchasers.

¥ See Morlgage Bankers Association, Stop the Bankrupley Cramdown Resource Cenler, az
http: /v morteagebankers org/StopTheCramDown.

11 0.8.C. §1322(b) (“A planmay...™) (emphasis added).

¥ The Bankruptey Code provides that the automatic stay shall be lifted for cause, including either
lack of adequale protection ol a sceured creditor’s interest in the property—that is payments 1o compensate
the sceured creditor for depreciation in its collateral during the bankruptey—or if the debtor docs not have
equity in the property and the property is not necessary for an effective reorganization. 11 11.8.C. § 362(d).
Thus, debtors with positive equity who could not handle mortgage payments prepetition would be unlikely
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homes are unlikely to file for bankruptcy to seek mortgage modification in the first place.
Permitting bankruptcy modification of primary home mortgages thus steers a true course
between extending the right sort of relief and not extending it too broadly.

Even if the speculator is eligible for Chapter 13, he is unlikely to be able to retain
his investment properties, much less modify the mortgages thereon. If the speculator is
eligible for Chapter 13, the automatic stay will likely be lifted on an investor property if it
is underwater, under 11 U.S.C. § 362(d)(2), as the debtor does not have equity in the
property and it is not necessary for an effective reorganization (unless the debtor’s
business is being a small-time landlord). Moreover, in order to prevent the stay from
being lifted under 11 U.S.C. § 362(d)(1), the speculator would have to provide adequate
protection, which would be roughly equivalent to rent or mortgage payments, and in a
falling market additional protection against collateral depreciation would be needed.

Speculators either cannot or will not make these payments, which are essentially a
“buy-in” to modifying the mortgage. As a result the stay will be lifted. Once the stay is
lifted, the mortgagee is free to foreclose. The areas that have been hardest hit by the
decline in housing prices are areas where there had been prices run ups fueled by
speculation. These are the parts of the country where investor properties are most likely
to be underwater and where the mortgagee would most likely be able to have the stay
lifted.

If the speculator were able to avoid the lifting of the automatic stay, the loan
could only be modified as part of a repayment plan proposed by the debtor, which would
have to be confirmed by the court™ Plan confirmation might not be possible because of a
good faith objection under 11 U.S.C. § 1325(a)(7) or a disposable income objection under
11 US.C. § 1325(b). Creditors could well argue that it is not good faith for a debtor to
keep an investment (and keep building up equity in the investment) when they are not
getting paid in full. Likewise, unsecured creditors could argue that the debtor is not
paying all disposable income to them if they are instead paying the investment property
mortgagee. The Bankruptcy Code is replete with provisions to protect against abuse by
small time real estate speculators and it is extremely unlikely that a speculator would be
able to take advantage of bankruptcy modification.

D. Foreclosure Falls Within the Moral Hazard Exception for “Contagion Fires”

Permitting bankruptcy modification of mortgages in order to prevent inefficient
foreclosures also fits into a well-recognized exception to moral hazard, that for
“contagion fires.” It would create a moral hazard for the fire department to rescue people
from fires caused by smoking in bed, yet we rescue in-bed smokers without hesitation, in
part because fires can spread and harm third-parties, like neighbors. Foreclosures
function like fires, and a rash of foreclosures can destroy property values throughout a
neighborhood.

10 be able to make the adequale protection payments necessary (o prevent the lifting of the stay, 11 U.S.C. §
362(d)(1), and debtors with negative equity would find the stay lifted because investment propertics and
second homes are not essential to their reorganizations. 11 11.8.C. § 362(d)(2).

“1usc §§ 1321; 1322(b)(2) (“A plan may...”) (emphasis added); 1325.
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Moral hazard concerns are inapplicable given the immense third-party costs of
foreclosures, and the Bankruptcy Code already has powerful antidotes to moral hazard
risk. Concerns about more than isolated serial and strategic filings are greatly overstated
and unsupported by empirical evidence.

The concern over moral hazard in bankruptcy is more an economists’ fantasy than
an empirically grounded reflection of real Americans’ behavior. Americans do not
behave as strategically with bankruptcy as economists like to believe people act. While
there are undoubtedly some debtors who abuse bankruptcy, there are numerous
safeguards built into the system to discourage strategic use of the bankruptcy system, and
there is no evidence suggesting that abusive debtors are anything other than a small
minority. Most debtors are confused, ashamed, and unhappy. They don’t want to be in
bankruptcy; it is a last choice option for them, not a cold calculated decision. Simply put,
economists are far more likely to file for bankruptcy than actual consumers,

E. Bankruptcy Modification Would Not Produce a Windfall to Debtors If Property
Values Later Appreciate

It is also important to note that bankruptcy modification that reduces loan
principal does not produce a windfall for a debtor, even if the property later appreciates.
The debtor cannot benefit from the appreciation during the course of the plan. If the
mortgage appreciates in the three to five years of a plan, the debtor can only benefit upon
a sale or disposition of the house. If the debtor sells the house at an appreciated value
during the term of the plan, the debtor’s income from the sale will be available to satisfy
unsecured claims, including any unsecured mortgage claim that results from bifurcation
under section 506(a).* Thus, there is no windfall possible for the debtor in the short
term.

If the property appreciates in the long term (5-40 years potentially under HR. 200
or H.R. 225), that appreciation would belong to the debtor, but the debtor has a better
claim to it than the mortgagee.

Seen from a perspective of the original loan, letting the debtor keep future
appreciation looks like a windfall. But this is the wrong perspective. The original loan
was unable to perform, and insisting on its terms would have resulted in foreclosure.
When a property is sold in foreclosure, the foreclosing creditor does not receive the
future appreciation on the property; that belongs to the foreclosure sale purchaser.
Giving the creditor more in bankruptcy than the creditor would have received in a
foreclosure is a windfall to the creditor, not the debtor. The creditor has already been
rewarded in bankruptcy by getting a loan modification that will provide at least the value
the creditor would have received in foreclosure. If the creditor were able to claw back
future appreciation, the bankruptcy modification would be equivalent to a temporary loan
modification, and temporary modifications are less likely to succeed than life-of-the-loan
modifications.

Tn the case of securitized loans, permitting an appreciation claw back would also
reward precisely the parties whose irresponsible behavior created the foreclosure crisis.

&5

11 US.C. § 1325(b)2) (requiring debtors to commit all disposable income to unsecured
creditors), 11 U.8.C. § 1329 (permitting modification of a plan to account for increases in debtor’s income).
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Securitization trusts are often short-lived entities. When the outstanding principal
balance reaches a certain threshold, often 10%, the servicer will exercise a “clean-up
call” and purchase out the remaining balance from the trust; it is not economical for the
servicer to service small balances. Most trusts reach this “clean up call” threshold in their
first seven years, as loans are refinanced out of the trust or default. Thus, the trust that
owned the mortgage at the time of bankruptcy may well not exist to receive the shared
appreciation. Instead, the clawed back appreciation would accrue to the party who held
the residual rights in the mortgages—often the servicer/originator.

This is particularly troubling because in many cases principal reductions are
necessary because the original lender condoned or even encouraged inflated property
appraisals in order to make larger loans that it could then securitize for more money.
Thus, rather than being a windfall to debtors, an appreciation claw back would reward the
very entities that fueled the mortgage bubble through irresponsible lending.

Finally, it is important to emphasize that appreciation clawbacks do not exist for
any other sort of lien stripping in bankruptcy. Likewise, unsecured creditors do not get to
claim future income or assets after the debtor is discharged. Even if the debtor wins the
lottery the next day, the core bankruptcy policy of the fresh start emphasizes that pre-
petition creditors have no claim on post-discharge assets.

V. POTENTIAL IMPROVEMENTS TO THE BILL

A. Equalize Treatment of Bankruptcies and Foreclosures on Credit Reports

The legislation could be improved by changing section 605(a)(1) of the Fair
Credit Reporting Act,* to provide that Title 11 case may not remain on a credit report for
more than seven years. Currently Title 11 cases may remain on credit reports for up to
ten years, while all other adverse reports, including foreclosures, may remain on credit
reports for only up to seven years. The unequal weighting of bankruptcy filings and other
defaults on credit reports creates a disincentive for bankruptcy filings and should be
changed.

The unequal weighting of foreclosures and bankruptcies on credit reports bears no
correlation with lenders’ ultimate recovery on their loans. Nor does it provide much
protection to potential creditors, as there is only a two-year window under which two
Chapter 7 discharges could appear on a credit report,*” and serial bankruptcy filers will
have sufficient other adverse entries on their credit reports to alert potential creditors of
risk. Equalizing the treatment of bankruptcies and other defaults on credit reports would
simply lead to bankruptcy being treated as a default on all reported debts, which is
exactly what it is.

The Bankruptcy Code already has provisions to address the potential problem of
serial bankruptey filers;*® credit reporting is not the place to do so. Bankruptey is
sometimes both the responsible, efficient, and fair course of action, and it should not be
disincentivized relative to a non-bankruptcy default. Moreover, leaving bankruptcies on
credit reports longer than other types of defaults interferes with the core bankruptcy

¥ 15U.8.C. § 1681e(a)(1).
11 U.8.C. § 727(a)(8) (requiring eight vears between Chapter 7 discharges).
& See, 11 1.8.C. §§727(a)(8)-(9); 1328(H).
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policy of the fresh start for honest but unfortunate debtors. Bankruptcy filings should be
treated like any other default for the purposes of credit reporting.®

Notably, when the FCRA was enacted in 1970, it provided that bankruptcy filings
could remain on credit reports for fourteen years, while all other types of adverse entries
could only remain on reports for seven years. When Congress passed the Bankruptcy
Reform Act of 1978 that created the current Bankruptcy Code, the House bill included an
amendment by Representative McKinney of Connecticut that would have reduced the
time bankruptcy remains on a credit report from fourteen to seven years. Representative
McKinney noted that “an exhaustive search of the legislative history of [the fourteen
year] provision has disclosed no compelling reason for the statute’s unforgivingly lengthy
memory.”” While Representative Butler noted that “The purpose of the provision was to
keep the record open long enough so that creditors could determine whether the
individual had filed more than one bankruptcy,”" this reason is simply inapplicable in the
world of modern, instantaneous, computerized credit scoring. Indeed, even at the time,
Representative Butler did not think it was reason enough and supported the amendment.
Yet the enrolled version of the Bankruptcy Reform Act only reduced the time that
bankruptcy remains on credit report from fourteen to ten years’ in a compromise
between the Senate and House.”

Unfortunately, this compromise creates an imbalance in credit reporting treatment
that favors foreclosure to bankruptcy filing. Given that bankruptcy modification of
mortgages presents an important potential tool for helping homeowners keep their homes
and benefiting all parties at interest—homeowners, lenders, and communities—it is
important to amend the FCRA to provide for equal treatment of bankruptcy and
foreclosure.

B. Permit Mortgage Modification in Chapter 11 Bankruptcies

Any changes made to section 1322(b)(2) of the Bankruptcy Code should also be
made to its parallel Chapter 11 provision, 11 U.S.C. § 1123(b)(5)_94 Debtors who have
too much debt to qualify for Chapter 13 are not particularly sympathetic characters. But
for inflated real estate markets like California, there are far-from-wealthy debtors who
have mortgage and auto loan debt that exceeds $750,000, making them ineligible for
Chapter 13. Making a parallel change in Chapter 11 would have even less impact on
creditors, not just because of the relative rarity of individual Chapter 11 filers, but also
because in Chapter |1 creditors have the protection of a plan vote and, for undersecured
creditors, an 1111(b) election, which allows them to avoid cramdown.

¥ 1 do not express an opinion on the length of time a bankruptey or other default should be on a
credit report, only that they should not receive disparate treatment.

124 ConG. REC. 111799, Feb. 1, 1978 (statement of Rep. Stuart Brett McKinney (R-Conn.)).

! Id. (statement of Rep. Manley Caldwell Butler, R.-Va.).

 Bankrupicy Reform Actof 1978, P.L. 95-598, § 312(b), 92 Stat. 2676 (Nov. 6, 1978).

124 Cone. REC. H32411, Scpt. 28, 1978; 834011 Oct. 5, 1978.

* Mortgage modification is already possible in Chapter 12 family farm or fisherman bankrupteies.
111.8.C. § 1222(b)(2).
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VL CONCLUSION

Bankruptcy modification presents the best and most powerful solution to the
foreclosure crisis. It presents an impressive list of features:

¢ Immediate solution
¢ No cost to taxpayers
* Addresses both negative equity and payment reset shock

¢ Addresses the contractual and incentive problems created by
securitization; cuts servicers out of the modification decision

* Addresses the problem of second lien mortgages

* No moral hazard problem

* No costs for future borrowers

¢ Screens out speculators

* Forces losses to be shared by lender and borrowers
¢ Encourages voluntary modifications

Tn a perfectly functioning market without agency and transaction costs, lenders
would be engaged in large-scale modification of defaulted or distressed mortgage loans,
as the lenders would prefer a smaller loss from modification than a larger loss from
foreclosure. Voluntarily modification, however, has not been happening on a large
scale” for a variety of reasons,”® most notably contractual impediments, agency costs,
practical impediments, and other transaction costs.

If all distressed mortgages could be modified in bankruptcy, it would provide a
method for bypassing the various contractual, agency, and other transactional
inefficiencies. Permitting bankruptcy modification would give homeowners the option to
force a workout of the mortgage, subject to the limitations provided by the Bankruptcy
Code. Moreover, the possibility of a bankruptcy modification would encourage
voluntary modifications, as mortgage lenders would prefer to exercise more control over
the shape of the modification. An involuntary public system of mortgage modification
would actually help foster voluntary, private solutions to the mortgage crisis.

Unlike possible programs for government refinancing or guarantee of distressed
mortgages, the bankruptcy system is immediately available to resolve the mortgage crisis.
Government refinancing or guarantee plans would take months to implement, during
which time foreclosures would continue. In contrast, bankruptcy courts are experienced,
up-and-running, and currently overstaffed relative to historic caseloads. Moreover, the
bankruptcy automatic stay would immediately halt any foreclosure action in process upon

% See, e.g., Office of the Comptroller of the Currency, OCC Mortgage Metrics Report: Analysis
and Disclosurc ol National Bank Morigage Loan Data, October  2007-March, 2008,  ar
hitp /v oce treas gov/fip/release/2008-65b pdf.

* See Kurt Fagert, Limiting Abuse and Opportunism by Morigage Servicers, 15 [IOUSING PoL’Y
DERATE (2007).
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a homeowner’s filing of a bankruptcy petition.”” And, unlike government guarantees or
refinancing, bankruptcy modification of all mortgages would not involve taxpayer
dollars.

Bankruptcy modification would not impose costs on future borrowers except at
the very margins. A wide range of empirical data show that permitting bankruptcy
modification of all mortgages would have little or no impact on mortgage credit cost or
availability. Because lenders face smaller losses from bankruptcy modification than from
foreclosure, the market will not price against bankruptcy modification.

Bankruptcy modification would also avoid the moral hazard for lenders and
borrowers of a bailout. Lenders would incur costs for having made poor lending
decisions thru limited recoveries. Borrowers would face the requirement of living for
three or five years on a court-supervised budget in which all disposable income goes to
creditors, a damaged credit rating, and the inability to file for bankruptcy for a number of
years.

Bankruptcy modification also provides an excellent device for sorting out types of
mortgage debtors. 1t can correct the two distinct mortgage problems in the current crisis—
payment reset shock from resetting adjustable rate mortgages and negative equity from
rapidly depreciating home prices—while preventing speculators and vacation home
purchasers from enjoying the benefits of modification. And, by providing an efficient
and fair system for restructuring debts and allocating losses, bankruptcy will help
stabilize the housing market.

Allowing bankruptcy to serve as a forum for distressed homeowners to restructure
their mortgage debts is both the most moderate and the best method for resolving the
foreclosure crisis and stabilizing mortgage markets. Unlike any other proposed response,
bankruptcy modification offers immediate relief, solves the market problems created by
securitization, addresses both problems of payment reset shock and negative equity,
screens out speculators, spreads burdens between borrowers and lenders, and avoids both
the costs and moral hazard of a government bailout.

Permitting modification of all mortgages in bankruptcy would thus create a low-
cost, effective, fair, and immediately available method for resolving much of the current
foreclosure crisis without imposing costs taxpayers, creating a moral hazard for
borrowers or lenders, or increasing mortgage credit costs or decreasing mortgage credit
availability. As the foreclosure crisis deepens, bankruptcy modification presents the best
and least invasive method of stabilizing the housing market and is a crucial step in
stabilizing financial markets.

T11U.S.C. § 362(a)
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Mr. CoNYERS. Thank you very much.

Before I bring on Mr. Certner, I want to add that Professor
Mayer, Christopher Mayer, who is the Paul Milstein professor of
real estate and senior vice dean at Columbia Business School, has
joined us, and I welcome him.

He spent his last 16 years studying housing markets and credit
while working at the Federal Reserve Bank of Boston and serving
on the faculties of Columbia Business School, the University of
Michigan Business School and the Wharton School of the Univer-
sity of Pennsylvania. He has received his degrees from University
of Rochester and from MIT.

I now turn to Mr. Certner to introduce him at this moment and
note, of course, that he is the legal counsel and legislative policy
director at AARP, a nonprofit, nonpartisan membership organiza-
tion for people at the young age of 50 and over.

With 40 million members, AARP is the Nation’s largest organiza-
tion dedicated to enhancing quality of life for senior citizens by ad-
vocating for positive social change. Mr. Certner has been with
AARP since 1982, serves as counsel for the association’s legislative,
regulatory, and policy efforts at the Federal and state levels.

His degrees come from the National Law Center at George Wash-
ington University, and I am delighted to invite him to give his tes-
timony at this moment.

TESTIMONY OF DAVID M. CERTNER, LEGAL COUNSEL AND
LEGISLATIVE POLICY DIRECTOR, AARP, WASHINGTON, DC

Mr. CERTNER. Thank you, Mr. Chairman.

Chairman Conyers and Members of the Committee, thank you
for the opportunity to appear before the Committee this afternoon
on behalf of AARP.

As Congress begins work this week on broad economic recovery
legislation, it is critical to remember that the underlying cause of
our Nation’s economic crisis is the huge number of mortgage loans
currently delinquent or in foreclosure.

Home foreclosures today are at an all-time high, and another 2
million households with subprime mortgages are currently delin-
quent and in danger of losing their homes in the near future.

The prospect of widespread foreclosures is particularly serious for
older Americans, who depend on their homes not only for shelter
but as their primary asset for retirement.

For Americans age 50 and over, losing a house represents a sig-
nificant financial loss in which there is limited time to recover. And
for many, recovery may be impossible.

AARP analyzed mortgage data covering a 6-month period ending
in December of 2007.

And, Mr. Chairman, I ask that a copy of our report be included
in the record.

Mr. CoNYERS. Without objection, so ordered.

[The information referred to follows:]
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Mr. CERTNER. The report produced a number of important find-
ings. Americans age 50 and over hold about 41 percent of all first
mortgages, and nearly 700,000 homeowners age 50 and over were
either delinquent or in foreclosure at the end of 2007, representing
28 percent of delinquencies and foreclosures.

African American and Hispanic homeowners over age 50 experi-
enced even higher rates of foreclosure. Older African American
homeowners held 6.8 percent of all first mortgages, but represented
14.4 percent of all foreclosures, while Hispanic homeowners age 50
and over held 7.5 percent of first mortgages but represented 15.9
percent of all foreclosures.

Also, having a subprime loan was found to be associated with
higher foreclosure rates for all age groups, but the impact was
greatest for older homeowners. Homeowners age 50 and over with
subprime mortgages were nearly 17 times more likely to be in fore-
closure than those with prime loans.

And homeowners age 50 and over with loan-to-value ratios of 100
percent or greater experienced foreclosure rates nearly double the
national foreclosure rates for all older homeowners.

This last finding is significant when you consider that some addi-
tional 2.3 million households age 50 and older have less than 20
percent equity in their homes.

Home prices have been falling dramatically the last 2 years,
meaning that even higher percentages of older homeowners face
foreclosure and the loss of retirement security in coming years.

To date, it has been noted the only systemic efforts that have
been made to help individual borrowers avoid foreclosure have in-
volved voluntary efforts by lenders and servicers, and the available
data suggests that these voluntary efforts have been inadequate
both in the number of mortgages modified and the level of relief
provided to homeowners.

These actions often do little to actually improve the borrower’s fi-
nancial condition and have resulted in loan modifications in which
relief for homeowners has been either temporary or unsustainable.

A number of obstacles have tended to limit the willingness of
loan lenders and servicers to engage voluntarily in loan modifica-
tions. Most mortgages are combined in mortgage securities, making
it difficult to obtain investors’ consent.

Loan servicers fear investor lawsuits. Holders of second liens can
refuse consent. And servicers have little incentive to engage in
modifications, as was noted, since service contracts typically pay
forforeclosures, but not the more labor-intensive loan modifications.

These obstacles help explain why the spreading foreclosure crisis
cannot be resolved through voluntary efforts. A mechanism is need-
ed to enable courts to implement economically rational loan modi-
fications where mortgage lenders or servicers are unwilling to do
so.

Court-supervised loan modification through the bankruptcy court
offers quick and effective relief for millions of homeowners without
the added cost to taxpayers.

AARP supports, and we urge Congress to enact, a broad bank-
ruptcy reform provision as part of the economic recovery legisla-
tion.
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Currently, judicial modification of loans in bankruptcy is avail-
able, as noted, for owners of commercial properties, investment
properties, vacation homes, yachts, family farms and other
securitized property.

It is denied to struggling homeowners to protect the home they
live in. Eliminating this exemption to the bankruptcy code would
create a number of immediate and important benefits. First, it
would allow bankruptcy judges to cut through the various obstacles
that have doomed the voluntary loan modifications.

It would provide a process for loan modification that recognizes
all debts a household is facing and provide sensible and affordable
loan workouts.

And it provides a process in which the legitimate interests of
lenders, servicers and investors are recognized and where all par-
ties can realize greater returns.

And finally, it would create an incentive for servicers and lenders
to engage voluntarily in loan modifications rather than have the
bankruptcy judges do it for them.

Mr. Chairman, AARP strongly believes that judicial modification
of primary mortgages must be part of any solution to the fore-
closure crisis. Continued reliance on voluntary approaches to loan
modification will not adequately address the problem.

Chapter 13 bankruptcy offers an existing structure and an im-
partial process that can help hundreds of thousands of families
save their homes.

And as a matter of basic fairness, it is time that Congress pro-
vided average homeowners with the same rights and opportunities
to protect their primary assets in bankruptcy that corporations, in-
vestors, farmers and others have relied on for many years.

Thank you.

[The prepared statement of Mr. Certner follows:]
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Chairman Conyers, Ranking Member Smith, and Members of the Judiciary Committee, I
appreciate the opportunity to appear before the Committee this afternoon on behalf of AARP. |
am David Certner, Legislative Counsel and Legislative Policy Director for AARP. With 40
million members, AARP is the nation’s largest organization representing the interests of
Americans age 50 and older and their families.

As Congress begins work this week on broad economic recovery legislation to revive our
nation’s economy, it is important to remember that the underlying cause of our nation’s
economic crisis is the huge number of mortgage loans currently delinquent or in foreclosure.
The impact of record numbers of foreclosures is felt not only by individual families, but by
neighborhoods, entire communities and the economy as a whole. We cannot address the broader
economic crisis without first resolving the current foreclosure crisis. Families need help to stay
in their homes, and communities need to be stabilized, before the economy can start growing
again.

Home foreclosures today are at an all-time high and are projected to go even higher.
Various estimates place the number of homes already lost to foreclosure at between 1.2 and 1.5
million. Another two million households with subprime mortgages are currently delinquent and
in danger ot losing their homes in the near future. A December 2008 Credit Suisse report
estimated that foreclosures for all types of mortgages could exceed 8 million by the end of
2012—the equivalent of 1 foreclosure for every 6 U.S. households with mortgages.

The Foreclosure Crisis and Older Americans

The prospect of widespread foreclosures is particular serious for older Americans who
depend on their homes not only for shelter, but as their primary asset for retirement. For
Americans age 50 and over, losing a house represents a significant financial loss from which
there is limited time to recover, and for many recovery may be impossible given their age and
limited income.

There is ample evidence to suggest that the foreclosure crisis has included many older
homeowners among its victims. Older homeowners, many of whom live on limited incomes
while having significant equity in their homes, have been targeted by unscrupulous lenders and
brokers since the early stages of the subprime boom with offers of questionable home repair
loans, second mortgages and home refinancing. We also know that far greater numbers of older
persons are carrying substantial mortgage debt into retirement. According to Harvard’s Joint
Center for Housing Studies, 53 percent of homeowners age 50 and older are entering retirement
with mortgage debt, nearly double the number of just two decades ago.

Until recently, however, no data has existed to document how many older homeowners
may be affected. Traditional sources of housing and mortgage information, including Home
Mortgage Disclosure Act and Mortgage Bankers Association data, have not included an age
variable. To quantify and understand the impact of the mortgage crisis on older Americans,
AARP purchased data from Experian, one the three major U.S. credit bureaus. Experian’s
database contains information on 49.9 million consumers with first mortgages on residential,
vacation and investment properties, representing about 80 percent of all first—lien residential
mortgages outstanding. This data includes variables on age, credit score, income, loan-to-value,
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ethnicity, marital statutes and other credit and demographic variables, as well as information on
prime and subprime loans.

AARP’s Public Policy Institute analyzed a 2.5 million person random sample of
Experian’s larger database that included information on nearly 1 million homeowners over age
50. The data covered a six-month period ending December 31, 2007, a period in which interest
rates were still rising and home values were only beginning to decline. The resulting report,
“Older American and the Foreclosure Crisis,” includes a number of important findings:

= Americans age 50 and over hold about 41 percent of all first mortgages.

= More than 684,000 homeowners age 50 and over were either delinquent or in foreclosure
at the end of 2007, representing 28 percent of delinquencies and foreclosures.

= African-American and Hispanic homeowners over age 50 experienced higher rates of
foreclosure than Caucasian homeowners in all age groups, and roughly double their rate
of homeownership:

» Older African-American homeowners held 6.8 percent of all first mortgages, but
represented 14.4 percent of all foreclosures;

» Hispanic homeowners age 50 and older held 7.5 percent of first mortgages, but
represented 15.9 percent of all foreclosures.

= Having a subprime loan was found to be associated with higher foreclosure rates for all
age groups, but the impact of subprime lending was disproportionately greater for older
homeowners:

» Homeowners age 50 and older with subprime first mortgage loans are nearly 17
times more likely to be in foreclosure than homeowners of the same age with
prime loans; homeowners under age 50 were 13 times more likely to be in
foreclosure with subprime loans;

» Older homeowners with subprime loans are 13 times more likely to be seriously
delinquent in their mortgage payments than comparable homeowners with prime
loans; for homeowners under age 50, a multiple of 9 times are seriously
delinquent.

= Homeowners age 50 and older with loan-to-value ratios of 100% or greater experienced
foreclosure rates nearly double the national foreclosure rate for all older homeowners.

This last finding is significant when you consider data from the American Housing
Survey for 2006 showing some 2.3 million households with a head of household age 50 or older
having less than 20 percent equity in their homes. Since 2006, home prices have fallen 20
percent nationwide and are projected to decline by at least another 10 percent during 2009. This
means that even higher percentages of older homeowners will be included among the millions of
homeowners facing foreclosure and loss of retirement security in coming years.
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Current Mortgage Modification Efforts are Inadequate

Congress has taken two important actions to help address the foreclosure crisis. In
August it enacted the HOPE for Homeowners program, as part of the Housing and Economic
Recovery Act, to allow homeowners with subprime mortgages facing higher scheduled payments
to refinance with lower-rate, FHA-insured fixed rate mortgages. In the Emergency Economic
Stabilization Act in October, Congress authorized a Troubled Asset Relief Program (TARP) to
help restore confidence and stability in our housing market and expand access to credit. It also
directed the Treasury Secretary to “implement a plan” to encourage modification of loans
acquired by Treasury and other financial regulators to provide long-term affordability for
distressed homeowners.

To date, the Treasury Department has largely ignored Congress’ directive to facilitate
mortgage modifications and has sought to implement a TARP program that focuses primarily on
recapitalizing financial institutions and restoring investor confidence. Whatever systematic
efforts have been made to help individual borrowers avoid foreclosure have been largely
voluntary by lenders and servicers both under the framework of the HOPE for Homeowners
program and financial industry initiatives such as the HOPE NOW Alliance.

Available data suggests that these voluntary efforts have been inadequate, both in the
numbers of mortgages modified and the level of relief provided to homeowners. HUD reports
that fewer than 1,000 lenders or servicers have filed applications with the FHA on behalf of
borrowers seeking relief under the HOPE for Homeowners program. The requirement that
lenders reduce loan principal to 90% of the home’s current appraised value represents a
significant up-front loss that few lenders appear willing to assume voluntarily. Industry efforts at
voluntary loan modification have not fared much better. Credit Suisse reported in October that
only 2.5 percent of delinquent subprime mortgages received modification during the prior month.
The Working Group of Attorneys General and Banking Commissions reported similar data
showing that nearly eight out of ten seriously delinquent homeowners were not on track to
receive any form of loan modification.

Most of the voluntary modifications that have occurred involve changes in interest rates
for adjustable rate loans that include freezing rates at current levels, or not fully resetting rates to
the full indexed rate. Most HOPE NOW loans also include repayment plans that typically
require homeowners to add previously unpaid debt to their current loan payments, These
modifications do little to actually improve the borrower’s financial condition. Professor Alan
White of the Valparaiso School of Law analyzed a large sample of HOPE NOW loan
modifications and found that nearly half (45 percent) the modifications actually increased the
homeowner’s monthly payments, while another 20 percent left the payments virtually
unchanged. The result has been loan modifications in which relief for the homeowner has been
temporary or unsustainable. Research conducted by the Office of the Comptroller of the
Currency (OCC) found that 58 percent of borrowers who received loan modifications in the first
quarter of 2008 had subsequently missed at least one monthly payment, while 51 percent of
borrowers receiving loan modifications during the second quarter had already missed payments
by December 2008. These findings closely track data reported by Credit Suisse showing that
33% of the loans modified during the third quarter of 2007 were seriously delinquent ten months
after modification.
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Barriers to Meaningful Mortgage Modification

The high default rates found by the OCC and Credit Suisse confirm that the majority of
voluntary mortgage modifications have not included the type of significant reductions in interest
rates or loan principal needed to make loans affordable for borrowers. An October 2008 report
by Credit Suisse found that modifications involving rate reductions and reduced principal had
redefault rates of less than half that of traditional modifications involving only repayment plans,
extended loans terms or rate freezes. With a 23 percent redefault rate, Credit Suisse concluded
that the post-modification performance of reduced principal loans “is materially better than that
of other more traditional modifications,” particularly in light of the fact that 80 percent of these
loans had been delinquent prior to modification. As the number of borrowers having negative
equity continues to increase, Credit Suisse observed “a growing need” for reduced principal
modifications that “not only reduce the monthly payment, but also reduce borrower’s negative
equity, thereby increasing their willingness to stay in the home.”

A number of obstacles have tended to limit the willingness of lenders and servicers to
engage voluntarily in loan modifications involving meaningful reductions in mortgage principal
and/or loan interest rates. The fact that most mortgages are combined in mortgage securities
that are sold to many investors makes it more difficult to obtain the consent of all owners to
make significant modifications. Loan servicers are hesitant to modify mortgages in ways that
may cause disproportionate losses for certain classes of investors for fear of investor lawsuits.
Mortgages with second liens also present obstacles to loan modification, either because the
subordinate loan is already in default, or holders of the second lien refuse to absorb losses to
benefit first lien holders. In addition, the compensation system for loan servicers, which
provides payment for foreclosures but not loss mitigation, creates a built-in bias against engaging
in more labor-intensive loan modifications.

These obstacles help explain why the spreading foreclosure crisis cannot be resolved
through voluntary efforts by the financial services industry. A mechanism is needed to enable
courts to implement economically rational loan modifications where mortgage lenders or
servicers are unwilling or unable to do so. Court-supervised loan modification through the
bankruptey courts offers quick and effective relief for millions of homeowners at risk of losing
their homes. And it can accomplish this without significant added cost to taxpayers.

‘Why AARP Supports H.R. 200 and H.R. 225

AARP supports H.R. 200, the “Helping Families Save Their Homes in Bankruptcy Act of
2009,” and H.R. 225, the “Emergency Homeownership and Equity Protection Act,” and urges
Congress to enact the broadest possible bankruptcy reform provision as part of the economic
recovery legislation. Both proposals seek to remove the current prohibition in Sec. 1322 of the
Bankruptcy Code against modification of primary residential mortgages in Chapter 13
proceedings.

Currently, judicial modification of loans in bankruptcy is available for owners of
commercial properties, investment properties, vacation homes, yachts, family farms and other
securitized property, yet it is denied to struggling homeowners to protect the home they live in.
Eliminating this exception to the Bankruptcy Code would create a number of immediate and
important benefits:
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¢ [t would allow bankruptcy judges to cut through the various obstacles that have doomed
loan modifications from being successful, even by the most proactive mortgage services;

¢ [t would provide a process for loan modification that recognizes all debts a household is
facing and provide sensible loan workouts that will be affordable and sustainable;

¢ [t provides a process in which the legitimate interests of lenders, servicers and investors
are recognized and where all parties can realize greater returns than in foreclosure;

¢ [t would stimulate greater numbers of voluntary mortgage modifications, creating an
incentive for lenders and servicers to work with borrowers rather than have bankruptcy
judges do it for them.

A clear precedent exists for providing this relief to homeowners. Congress enacted a
similar measure in response to the farm crisis of the 1980s when an economic downturn and
depressed land values were pushing thousands of family farmers into foreclosure. The Family
Farmer Bankruptcy Act of 1986 removed a similar restriction in Chapter 12 of the Bankruptcy
Code that prevented bankruptcy judges from modifying mortgages on family farms that included
their primary residences. This change proved so effective in helping farmers through the crisis
that it was made a permanent part of the Bankruptcy Code in 2005.

Claims by the financial services industry that allowing judicial modification of residential
loans will adversely affect the cost or availability of mortgage credit can be easily countered not
only by the courts’ experience in modifying loans on family farms under Chapter 12, where no
adverse cost impact occurred, but also in the bankruptey courts’ prior experience in modifying
loans on primary residences under Chapter 13. Between 1978 and 1993, numerous bankruptcy
courts modified mortgages on primary residences by placing the portion above the market value
of the house on par with other unsecured debts. The financial services industry has produced no
evidence to show there was any adverse effect on the cost or availability of credit for mortgages
on primary residences, either as compared to other court jurisdictions that did not allow such
modifications during this period or as compared with mortgage lending in the same jurisdictions
after 1993.

In addition, H.R. 220 and H.R. 225 provide a number of limitations on loan modifications
to ensure adequate protection of the interests of lenders, investors and servicers. Bankruptcy
relief is available only to homeowners who would otherwise lose their home in foreclosure and
who have sufficient means to sustain a market rate mortgage. H.R. 225 also limits loan
modification only to mortgages made before the bill is enacted. Both bills place limits on key
terms of loan modifications—requiring that interest rates be set at commercially reasonable,
market rates, that loan terms not exceed 40 years, and that principal balances not be reduced
below the value of the property. Finally, a bankruptcy judge must be satisfied that a homeowner
is acting in good faith in seeking mortgage relief.

Conclusion

Mr. Chairman, AARP strongly believes that judicial modification of primary mortgages
must be part of any solution to the foreclosure crisis. Continued reliance on voluntary
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approaches to loan modification will not adequately address the problem, even if incentives can
be provided through TARP or other programs. Chapter 13 bankruptcy offers an existing
structure, and an impartial and trusted process, that can help hundreds of thousands of families
save their homes. As a matter of basic faimess, it is time Congress provided average
homeowners with the same rights and opportunities to protect their primary assets in bankruptcy
that corporations, investors, farmers and others have relied on for many years.
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Mr. CONYERS. Thank you very much, Mr. Certner.

I am now pleased, of course, to recognize Mr. Mason, Matt
Mason, from UAW-General Motors Legal Services, located in De-
troit, Michigan.

We welcome you for your testimony, Mr. Mason.

TESTIMONY OF MATTHEW J. MASON, ASSISTANT DIRECTOR,
UAW-GM LEGAL SERVICES PLAN, DETROIT, MI

Mr. MAsoON. Thank you, Mr. Conyers. Now the mike is on.

My name is Matthew Mason, and I am an assistant director with
the UAW-General Motors——

Ms. LOFGREN. Would the gentleman pull his microphone a little
bit closer so we can hear?

Mr. MASON [continuing]. Located in Detroit, Michigan.

I wish to thank the Chairman, Mr. Conyers, and the Ranking
Member, Mr. Smith, and all the Members of this Committee for al-
lowing me to testify today on behalf of the UAW-GM Legal Services
Plan concerning the two bills pending before this Committee, H.R.
200 and 225.

I believe these bills deserve your support. It is critical. The bills
both allow bankruptcy judges the power to modify mortgages on
personal residences in Chapter 13.

From our perspective in the field, this power is necessary to
break the tide of unabated mortgage foreclosures and to end the
barriers to meaningful, voluntary modifications both inside and, I
must say, outside of bankruptcy.

The voluntary loan programs—we have heard comments. They
are just not working. From our experience in Detroit and around
the country—and I have also surveyed the 3,300 members of the
National Association of Consumer Bankruptcy Attorneys—it is very
clear to us that the programs in existence now not only aren’t
working but, in fact, are working less well than they had pre-
viously.

In early 2008, to me, loan modifications seemed promising. I met
with Mr. Conyers at a symposium in Detroit on a cold winter day,
he may remember, and we had some hopes that actually the modi-
fication programs that were constantly being rolled out would actu-
ally have some effect.

Pressure had been mounting on the mortgage companies to re-
write the loans voluntarily, not only to reflect the economic reality
but also to keep from adding to the volume of foreclosed homes on
the market.

And our attorneys did have some limited success in obtaining
some modifications in early 2008. Perhaps an adjustable-rate mort-
gage was converted to a low-rate 30-year fixed mortgage. Arrears
were either waived or added to the end of the mortgage. And a
modest reduction was accomplished in the principal balance.

But true, the vast majority of the modifications were no modifica-
tions whatsoever. Those were clearly the exceptions, but they were
somewhat encouraging.

A typical modification was nothing more than a forbearance pro-
gram. You would double up on your payments. Maybe you would
add a few to the end of the loan. But there would be no substantive
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change to the mortgage terms. If there ever was an interest rate
offered, it was small, and it was for a very short period of time.

But by the summer of 2008, even our limited success ground to
a halt. And this fall, in meetings I have had even similar experi-
ences reported to me—the modifications we were able to obtain
even before don’t really exist now.

And just this week, I re-surveyed our staff and the bankruptcy
attorneys around the country to see if things had improved. Not to
much surprise, they had either stayed the same or gotten worse.

Attorneys reported that fewer modifications were approved inside
or outside of bankruptcy, the time to complete modifications had
increased, more lenders demanded bankruptcy petitions be dis-
missed before considering modification and then no guarantee of
the modification after the dismissal. And the size of the interest
rate reductions not only decreased, but the length of time that they
are allowing to decrease the interest rate decreased as well. When
working families see layoffs, cuts in hours, cuts in benefits, whole-
sale closings of factories for weeks at a time, a small reduction in
interest rate is simply not enough.

And finally, there was no consistent pattern to the modifications
that we saw. There is no way to tell why one borrower qualified
for a modification and another did not.

Now locally, in Detroit, turning to 2009, one might have thought
that all the foreclosures that could have happened had, but in fact
that is not true at all. There is still over 12,000 foreclosed homes
for sale in Wayne County and the vast majority in the city of De-
troit. Foreclosures are increasing nationally, as we have heard, and
in fact they have doubled from 2007 to 2008.

Locally, for the week of January 12 through 16, this is just last
week, there is an average in Wayne County of 126 homes each day
being foreclosed upon.

If lenders cannot voluntarily address this crisis, then borrowers
should be given the opportunity to reorganize. Just like any other
obligation in bankruptcy. The goal is not to encourage bankruptcy
filings, that is clear, or to reward the undeserving. And in fact, by
filing bankruptcy, people do just the opposite. They have the oppor-
tunity now to walk away from their homes, but undertaking a
modification in bankruptcy, they elect to stay in their homes.

They submit to the court their payments for 3 to 5 years, what-
ever money is left over gets paid to unsecured creditors, including
mortgage companies, and it is in a process that is verifiable, a proc-
ess that is quick, designed to work and it is effective.

From our perspective, Mr. Conyers, we believe that it deserves
a chance and deserves a chance that we think will be successful.
Thank you.

[The prepared statement of Mr. Mason follows:]

PREPARED STATEMENT OF TESTIMONY OF MATTHEW J. MASON

My name is Matthew J. Mason and I am an Assistant Director of the UAW-GM
Legal Services Plan located in Detroit, Michigan.

I wish to thank the Chairman, Mr. Conyers, the ranking member, Mr. Smith and
all of the members of the Committee for allowing me to testify today on behalf of
the UAW-GM Legal Services Plan concerning the two bills pending before this com-
mittee, H.R. 200, “Helping Families Save Their Homes in Bankruptcy Act of 2009”
and H.R. 225, “Emergency Homeownership and Equity Protection Act.” These bills
address what is one of the most pressing issues of my legal career, the unrelenting
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pace of mortgage foreclosures and the failure of any voluntary system of modifica-
tions to arrest this crisis which is now in its third year nationally and what seems
like forever in Michigan. This statement reflects my views on this current crisis and
does not and is not intended in any way to reflect the views of the General Motors
Corporation or any of its subsidiaries or the International Union, UAW.

I have been a practicing attorney and administrator for almost 35 years. I have
been active in the practice of bankruptcy law for over 30 years and previously testi-
fied before this Committee in 1998 on what became the far reaching amendments
to the bankruptcy code that took effect in 2005.

The UAW-GM Legal Services Plan and its sister Plans, provide legal services to
over 700,000 eligible UAW members on a wide variety of subjects. We have 65 of-
fices in 20 states that handle all types of non fee generating civil matters. In the
housing area, we handle buys and sells, loan modifications, work out agreements,
deeds in lieu of foreclosure as well as provide foreclosure defense for active workers
and retirees alike. We also provide legal services for bankruptcy, but only as a last
resort.

I also currently serve as a member of the Board of Directors of the National Asso-
ciation of Consumer Bankruptcy Attorneys (NACBA), an organization of over 3300
consumer bankruptcy attorneys located in all fifty states and Puerto Rico.

I believe that these bills deserve your support, if for no other reason, than the
simple fact that both bills allow bankruptcy judges the power in Chapter 13 to mod-
ify mortgages on personal residences. This power is necessary to break the unabated
flood of mortgage foreclosures and end the barriers to meaningful, voluntary modi-
fications outside of bankruptcy.

I. THE VOLUNTARY LOAN MODIFICATION PROGRAMS ARE NOT WORKING

In preparation for NACBA’s 16th Annual Conference in May 2008 I surveyed both
our legal plan attorneys and the members of NACBA to determine what was actu-
ally happening inside and outside of bankruptcy concerning loan modifications.

In early 2008 pressure had been mounting on mortgage companies to rewrite the
loans not only to reflect economic reality but also to keep from adding to the vol-
umes of foreclosed homes already on the market.

By May of 2008 our legal plan attorneys reported that in most cases lenders were
offering forbearance agreements, with no changes in term, interest rate, principal
reductions or changing the term of the loan. The terms of the forbearance agree-
ments also varied greatly, from adding a few payments to the end of the loan to
allowing an arrears to be paid over a period of time, perhaps as much as a year.

They also reported some very modest success in obtaining a meaningful modifica-
tion, typically where a variable rate mortgage was converted to a 30 year fixed, ar-
rears either waived or added to the end of the terms and a modest reduction in the
principal balance.

However counterbalancing those cases were modification proposals that were un-
reasonable, such as one where the lender wanted upfront money before they would
even process a loan modification. ($6000 in 5 days.)

I also surveyed the NACBA membership who reported similar results, though not
even as encouraging. Specifically, they reported in early 2008 that:

1. About 60% of the attorneys assisted with loan modification for clients,
whether in or outside of bankruptcy.

2. The vast majority of responders (68%) said that they obtained modifications
in less than 10% of the cases.

3. When they referred clients to mortgage counselors, virtually all of the clients
came back. Again the vast majority responded (78%) that less than 10% of
those clients received a modification through a mortgage counselor.

4. Modifications on average took more than 4 weeks, and many of them took
in excess of six weeks.

5. In about 30% of the cases where a modification was available, the lender re-
quired that the bankruptcy be dismissed.

6. In cases where the lender required dismissal of the bankruptcy, it caused al-
most 75% of those clients to reject the modification.

7. Many modifications involved interest rate reductions, 75% of which were re-
duced by 4% or less.

8. Interest rates for ARM’s were typically frozen for the life of the loan.

9. In the few cases where principal was reduced, in 85% of the cases the reduc-
tion was for $30,000 or less.
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By the summer of 2008 even those limited successes seemed to evaporate. Our
legal plan attorneys reported that meaningful modifications seemed to grind to a
halt. The initial problem with not being able to reach lenders continued. By the end
of 2008 our bankruptcy filing rate increased and our percentage of Chapter 13 cases
where we could save the home decreased.

In the last few days I re-surveyed the NACBA membership and my staff to see
what experience they were having with loan modifications in late 2008 and early
2009.

The results are unchanged if not worse. My staff reported that effective modifica-
tions, typically involving a long term rate reduction and decrease in principal were
nonexistent. In a few instances they were able to accomplish those modifications but
only after initiating some kind of litigation proceeding, such as an objection to a
claim, a forced modification in bankruptcy or an adversary proceeding alleging some
kind of fraud in the transaction.

The survey of NACBA attorneys produced a similar picture of fewer modifications
being offered with poorer terms. For modifications obtained from October 1, 2008
to the present, they reported:

1. Less than ten percent (10%) of their clients who need a modification obtained
one.

2. Even after the clients were referred to loan counselors, still less than ten
percent (10%) received loan modifications.

3. The approval rates for modification have actually decreased from early 2008.
64.7% of the respondents reported that approval rates for modification
dropped since October 1, 2008.

4. The time to complete a modification has increased. 56.7% of the respondents
reported that it took in excess of six weeks to get a modification approved
as compared to 38. 6 % who responded to the same question in April, 2008.

5. A higher percentage of lenders are now requiring borrowers to dismiss their
bankruptcy petitions before giving a modification. (42.2% in 2009 and 28.4%
in 2008) In both cases, the overwhelming majority still reported that the re-
quirement to dismiss the bankruptcy resulted in the client rejecting the
modification and surrendering the home. (88.9% in 2009 and 73.9% in 2008).

6. Most modifications still involved interest rate reductions, but even there, the
size of the rate reduction decreased. Relatively few borrowers received a de-
crease in excess of 2% and almost no borrowers received a rate decrease of
4% or more.

7. The length of time interest rates were frozen decreased. Now more attorneys
reported that the rate was frozen for three years or less, not the life of the
loan. In 2008 the overwhelming majority (87%) reported that the rate was
frozen for the term of the loan. In 2009 that decreased to 42%.

8. The respondents still reported very few reductions in the principal balance
of loans and then only in relatively small amounts, under $30,000.

In a couple of instances the lenders were taking an even harder line. In one case
a large lender in the FDIC program offered to reduce the borrower’s payments for
a few years, provided he prove monthly income of at least double what he actually
has (and which he had on the date of loan origination) while proposing to increase
his mortgage balance by more than $84,000.

II. NEW MORTAGE FORECLOSURES CONTINUE TO BE A SERIOUS PROBLEM IN 2009.

In his recent article, Rewriting Contracts, Wholesale Data on Voluntary Mortgage
Modifications from 2007 and 2008 Remittance Reports, (Working Draft), Alan M.
White, Assistant Professor Valpariso School of Law, Professor White undertook an
empirical review of loan modification data taken from subprime lender reports to
its investors. In the article he concluded that the foreclosure crisis continued
unabated thorough June, 2008.

Professor White found that the number of mortgage defaults and foreclosures in-
creased steadily in the 2007-2008 time frame. In July 2007 the average delinquency
rate in the mortgagte pools he studied was 19%. In addition 1.4% of all loans en-
tered into foreclosure that month. That translated into a 16.8% annual rate of new
foreclosures as a percentage of that portfolio.

By June 2008 he found that the delinquency rate had nearly doubled to 34% and
new foreclosures were occuring at an annual rate of 27%.

In an article from January 15, 2009 the Associated Press just reported that mort-
gage foreclosure rates doubled in 2008 compared to 2007
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“WASHINGTON—More than 2.3 million American homeowners faced foreclosure
proceedings last year, an 81 percent increase from 2007, with the worst yet to come
as consumers grapple with layoffs, shrinking investment portfolios and falling home
prices.

Nationwide, more than 860,000 properties were actually repossessed by lenders,
more than double the 2007 level, according to RealtyTrac, a foreclosure listing firm
based in Irvine, Calif., which compiled the figures.”

Our experience locally supports those findings. For example, for the first six
months of 2007 there had been 28,075 foreclosures in Detroit and Wayne County
Michigan, a 26% increase over the last six months of 2006, and over 90% of them
in the City of Detroit. There were over 14,000 properties listed for sale on fore-
closure.com just in Wayne County Michigan.

Now in January, 2009 Wayne County still has almost 12,000 homes listed on for
sale on a single website, foreclosure.com. Nationally over 2.2 million homes are list-
ed for sale on this same site as homes in some stage of foreclosure.

In reviewing our local Detroit Legal News we found that on January 20, 2009
there were 551 homes slated for foreclosure sale, all of them in Wayne County. On
a daily basis now homes were added to the list at an alarming rate.

In just six days, from January 12, 2009 through January 19, 2009 there were, on
average, 126 homes each day listed for foreclosure sale for the first time

Professor White also sees no bottoming out of the foreclosure crisis at least as of
June, 2008. As credit for refinancing dried up and borrowers have become less credit
worthy because of job losses, cuts in wages and hours, the mortgage foreclosure
rates increased into June 2008.

III. THE MODIFICATIONS OFFERED DO NOT SOLVE THE PROBLEM

Professor White also noted that the modifications currently being offered do not
solve the fundamental problem, that is lower the payment to an affordable rate as
well as reduce the principal balance to reflect the market value of the home.

Most of the modifications involved recasting arrears, which is adding delinquent
payments to the balance of the loan or a modest, temporary reduction in the interest
rate. Very few loans had principal balances reduced. Furthermore in 23% of the re-
ported modifications, the monthly payment even increased. Page 20-21.

Professor White concluded that, at best, the current modification programs were
only putting off the day of reckoning. He stated at page 27:

“More importantly, homeowners have not been relieved of the devalued debt, ei-
ther through completed foreclosures sales or loan concessions. Many are still stuck
in a “sweat box” struggling to pay above-market interest rates on above-market
loans.”

Therefore it would not be surprising to see even those borrowers who are listed
as having “modified” their loan, default in the future, placing that home in the new
foreclosure start category.

Finally Professor White noted in his research that there was no consistency
among servicers in their approach to loan modifications. Our experience bears that
out as well.

For example, in Saginaw, Michigan a foreclosure case was commenced for a client
who was behind on their mortgage. We were told by the foreclosing attorneys that
we had to deal with the servicer directly. We called the mortgage company and
asked for loss mitigation. They said they would send a loan modification application
but that it would take 30 days or more to process. We asked for an adjournment
of the mortgage sale to allow time to process the modification. Three (3) times we
called the person with the authority to adjourn and each time we got the voice mail
message that the voice mail box was full. We faxed a request for an adjournment
but received no response. We filed the loan modification application but have not
received a response. In the meantime the loan is proceeding through the foreclosure
process.

In Dearborn, Michigan we applied for a modification to stop another sale. We
were able to reach that company but they only offered to suspend payments for
three (3) months and then add those three months to the existing arrears. The effect
would have just been to increase the total amount due. There was no offer to reduce
the interest rate, principal or amount of monthly payments.

Even when we try loss mitigation such as deeding the property back to the lender
we have run into great difficulties. In one case out of Indiana we initially asked for
a loan modification which was denied. We then offered to provide the lender with
a deed in lieu of foreclosure. Now eighteen months later the mortgage company has
yet to complete the documents to accept the deed in lieu of foreclosure, even though
no payments are being made.
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Talking with local loan counselors confirmed my view that some large lending in-
stitutions are actually getting worse in their modification practice. They have hired
outside firms to do loss mitigation and are adding the fees of those firms onto the
modification. They only offer interest rate reductions and then not much. They will
still not talk to borrowers who are not yet in default. Even if they are in default,
the ﬁesponse from the lender typically comes within days of the foreclosure sale, if
at all.

IV. MODIFYING MORTGAGE LOANS ON PERSONAL RESIDENCES IN BANKRUPTCY IS THE
ONLY PROPOSAL THAT GIVES HOMEOWNERS RIGHTS THEY CAN ENFORCE.

Currently the various proposals for loan modifications all start with an applica-
tion to the lender. The lender determines who gets the modification, what kind it
is and for how long it will last. It has been our experience that the modification
terms vary wildly between clients, for no apparent reason. The modification terms
also do not take into account, in most instances, the value of the property and what
the borrower can really afford.

As a consequence borrowers are often encouraged to abandon their homes, espe-
cially when they can rent or perhaps even buy a new home in the same neighbor-
hood for a fraction of the cost of their existing home. However that process is slow
and has enormous costs. There are costs to foreclose, costs to move and costs to
maintain abandoned properties that will never be recovered. In addition neighbor-
hoods continue to deteriorate and house values continue to fall.

Allowing a borrower to propose their own modification in bankruptcy puts a plan
on the table that actually assigns a value to the collateral, and then proposes to
pay the loan based on current market interest rates. The plan has to be feasible
and is tailored to the borrower’s income and expenses. That information is subject
to verification through the six months of pay stubs that are required to be filed in
every bankruptcy. Tax returns must also be filed. If there is a dispute as to the
value of the house, appraisals will be typically exchanged, with the judge having the
final decision.

Lenders still have the possibility of recovering some of their losses. The existing
loan is split into two parts, secured and unsecured. The creditor always maintains
a claim for the unsecured balance of the loan. Payments are mandated on the unse-
cured balance if the debtor’s income or assets warrant it. Furthermore borrowers
and lenders could agree to a claw back provision that could return equity to the
lender if the home appreciated.

V. BANKRUPTCY PROVIDES A UNIFORM SOLUTION TO THE FORECLOSURE CRISIS AND
CUTS THROUGH ALL THE PROBLEMS OF LENDER COOPERATION

Bankruptcy also provides a uniform solution to the foreclosure crisis. Your loan
is not evaluated from the lender’s perspective that might include the fear of being
sued by their investors. Instead it is open to any borrower who has income and can
qualify. They propose a plan, it is confirmed or not and the case moves on. Cur-
rently bankruptcy courts process hundreds of thousands of Chapter 13 plans each
year. The issues presented by modifications are quite familiar to them.

A Chapter 13 modification also addresses the issues of lender liability. Servicers
have already been sued on the basis that their voluntary loan modification programs
exceed the authority granted to them. To the extent that the threat of suit by inves-
tors has negatively impacted the scope of modification programs, bankruptcy elimi-
nates that issue.

Professor White notes that it could take ten to fifteen years to work though the
mortgage crisis using the current voluntary methods. It could even take longer, es-
pecially if the holding pattern of voluntary modification only leads to another de-
fault, starting the cycle of default and foreclosure all over again. Homes remain
unsold. The economy never recovers.

However bankruptcy cuts through many of these issues. The plan is confirmed or
not in a matter of months. The plan lasts from 36—-60 months. The modification is
not voluntary so the lender cannot be sued for overstepping its discretion. Second
liens can be valued and allowed or stripped. Since the bankruptcy court is open to
everyone, it provides a fair, expeditious, tested and familiar structure for families
to save their homes.

CONCLUSION

The current voluntary programs are a failure. We continue to have difficulty, even
in reaching some lenders to propose a timely modification. For whatever reason
lenders are still not capable of consistently voluntarily modifying loans in such a
way, that would grant to borrowers the repayment terms necessary to save their
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homes. Typically that would involve an interest rate reduction, a curing of the ar-
rearage, a reduction in the principal balance, whether combined with an equity
sharing arrangement or not, and moving the loan from a variable rate to a fixed
rate. H.R. 200 and H.R. 225 both cut through the voluntary modification process
and provide an effective mechanism to modify mortgage loans in Chapter 13 bank-
ruptcey.

Mr. CoNYERS. Our final witness is Professor Christopher Mayer
of the Columbia Business School, and we welcome your presence
here today, sir.

TESTIMONY OF CHRISTOPHER J. MAYER, PAUL MILSTEIN
PROFESSOR OF REAL ESTATE AND SENIOR VICE DEAN, CO-
LUMBIA BUSINESS SCHOOL, NEW YORK, NY

Mr. MAYER. Thank you, Mr. Conyers, Ranking Member Smith
and Members of the Committee.

We are witnessing an unprecedented crisis. House prices are in
near free fall. More than 2.2 million foreclosures were started last
year and things are likely to get much worse.

Over 4 million Americans are at least 60 days late on their mort-
gages. We must act promptly.

Bankruptcy cram downs may seem appealing, but in fact would
exacerbate the crisis. If just 1 in 12 existing homeowners decided
to stop paying and pursue bankruptcy, we would have double the
current delinquency rate and a larger catastrophe. This is not un-
precedented, it has happened before with credit cards.

Proponents of bankruptcy reform argue the cram downs will not
cost taxpayers any money. This claim is simply not true. Taxpayers
are on the hook for $5.6 trillion in mortgage guarantees from
Fannie Mae, Freddie Mac and the FHA. Taxpayers could lose tens
or hundreds of billions with cram downs and mortgage losses and
money needed to stabilize banks who suffer additional losses.

Yet cram downs are unnecessary. The Government can freely
modify 35 million of the 55 million outstanding mortgages it con-
trols through Fannie, Freddie and the FHA. Another 12 million
mortgages are in the hands of private lenders, not just money cen-
ter banks, but community banks and credit unions. These lenders
are now undertaking appreciable efforts to modify their own loans.
And the Obama administration has promised to spend $50 to $100
billion to reduce foreclosures.

Bankruptcy reform would delay the process of restructuring
mortgages, the same costly mistake that Japan made in the
1990’s—368 bankruptcy judges now handle an average of 2,630
cases each year. The courts would have difficulty handling a dra-
matically increased caseload with the care necessary to successfully
modify loans. Even with this case load, it is an incredibly impor-
tant thing to note, more than two-thirds of Chapter 13 plans ulti-
mately fail. Bankruptcy reform is just simply not a panacea.

The best private mortgage modification programs have much bet-
ter success rates. Given the choice, servicers might prefer bank-
ruptcy to loan modification because a typical securitization agree-
ment reimburses servicers for expenses incurred in any legal pro-
ceeding, including foreclosures as well as bankruptcy, but not for
modifications.
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Finally, cram downs would truly raise the cost of future bor-
rowing and make credit less available to disadvantaged borrowers,
even results that show up in tables 2 and 4 of Professor Levitin’s
study.

Instead, I suggest a comprehensive three-pronged solution to the
crisis. It is not okay to just stand where we are.

First, Dean Glenn Hubbard and I propose that the Government
arrange for the GSEs to issue new mortgages at a rate that is 1.6
percent above the rate of the 10-year treasury, as low as 4 percent
today. Our plan would stimulate as many as 2 million new home
purchases and really importantly, if we want to stop foreclosures,
puta floor on house price declines. Lower mortgage rates would also
allow as many as 34 million Americans to refinance their mort-
gages, saving $424 to $25 per month, per year, a total of $174 bil-
lion per year of a stimulus every year. This is like a large middle
class tax cut. Permanent reductions in mortgage payments would
also stimulate much higher consumption growth than temporary
tax changes.

Next, and important for this Committee, Columbia professors Ed-
ward Morrison, Tomek Piskorski and I have developed a new pro-
posal to prevent needless foreclosures. Recent research has showed
that banks that manage their own mortgages are one-third less
likely to pursue foreclosure than servicers of securitized mortgages.
Securitized mortgages represent 15 percent of outstanding loans,
but half of all foreclosure starts. That is where the problem is.

We propose that servicers be paid an incentive fee equal to 10
percent of mortgage payments, up to $60 a month. This program
aligns incentives between servicers and investors and makes modi-
fication the preferred solution. If a mortgage is ongoing, the
servicer receives a fee. If it goes to foreclosure, the servicer receives
nothing.

Second, the Federal Government should promptly eliminate all
contractual restrictions on loan modification. Ambiguous provisions
should be clarified via a safe harbor that insulates reasonable good
faith modification from litigation.

Our proposal helps homeowners. A homeowner is a prime can-
didate for loan modification when her income is sufficient to make
payments that exceed the foreclosure value of her home, the same
standard as envisioned for cram downs.

Our third proposal deals with troublesome second mortgages.
Under this plan, the Government would offer second lien holders
up to 1,500 to drop their claim if the first mortgage is modified,
which could facilitate another 1.4 million new modifications.

These proposals are an alternative to cram downs and they ad-
dress the current crisis at a cost of $12.8 billion that would be pay-
able through TARP funds. Why risk cram downs when more effec-
tive, quicker and less costly solutions are available?

[The prepared statement of Mr. Mayer follows:]
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PREPARED STATEMENT OF CHRISTOPHER J. MAYER

TESTIMONY OF DR. CHRISTOPHER J. MAYER
BEFORE THE HOUSE COMMITTEE ON THE JUDICIARY
HEARING: “H.R. 200, THE ‘HELPING FAMILIES SAVE THEIR HOMES IN
BANKRUPTCY ACT OF 2009,” AND HR. 225, THE ‘EMERGENCY HOMEOWNERSHIP
AND EQUITY PROTECTION ACT™”
JANUARY 22, 2009

Good morning Chairman Conyers, Ranking Member Smith, and Members of the
Committee. Thank you for inviting me to speak today. My name is Christopher J. Mayer. I am
the Paul Milstein Professor of Real Estate and Senior Vice Dean at Columbia Business School. 1
have spent the last 16 years studying housing markets and credit while working at the Federal
Reserve Bank of Boston and serving on the faculties of Columbia Business School, the
University of Michigan Business School, and the Wharton School of the University of
Pennsylvania.

Accelerating declines in the housing market and growing foreclosures are placing a
serious strain on American households and economy. While it is crucial to deal with the broader
economic crisis through a comprehensive stimulus package and tax cuts, the economy is unlikely
to recover without addressing the housing crisis directly. More than two-thirds of all American
households own their own home. Most homeowners have relatively modest stock and pension
holdings; the bulk of their wealth is tied up in their home. As house prices keep falling, these
households suffer increasing wealth declines, making them more likely to further retrench and
cut spending. As well, the increasingly dire problems in the banking sector are first and foremost
tied to housing declines and mortgage losses.

The fall in the housing market has been stunning and unprecedented. House prices
dropped about 18 percent in the last year according to Case and Shiller/S&P, likely the largest
national decline in prices since the Great Depression. This has led to crisis of foreclosures, with
2.25 million foreclosures started last year (Federal Reserve)' and the forecast of 1.7 million
foreclosures started in 2009 (Credit Suisse Foreclosure Update)®. Foreclosures contribute to a
further decline in house prices, deteriorating communities, and failing banks. Despite good
intentions and appreciable effort, public policy to stem foreclosures has had limited success.

And the problem will likely get worse without prompt action. As of September 2008,
there were more than 2.2 million vacant homes, 4 million vacant rental properties, and 4.5
million houses on the market, unsold. If we do not reduce this inventory, house prices will keep

! hitp://www.federalreserve. gov/newsevents/speech/bernanke 20081204 him

2 http:/Avww.nhc.org/Credit Suisse Update 04 Dec 08.doc
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falling. The likelihood of growing foreclosures looks equally bleak. As of October 2008, sixty-
day delinquency rates exceeded thirty-three percent among the 2.8 million outstanding
securitized subprime loans and seventeen percent among the 2.2 million securitized alt-A loans.
Even worse, many securitized option ARMs will hit negative amortization limits between 2009
and 2011, resulting in rising payments and higher default rates.

I believe we must address the foreclosure crisis immediately for economic and
humanitarian reasons. As | will address below, amending the Bankruptcy Code to permit
cramdown of first mortgages would generate serious risks and many unintended consequences.
Instead, I propose an immediate solution that would appreciably alleviate the current foreclosure
crisis more quickly and at a reasonable cost. My solution involves three plans that would
encourage as many as a million additional successful mortgage modifications, help remove
second liens as a barrier to loan modification and refinancing, and put a floor on house price
declines and save tens of millions of homeowners an average of $450 per month, every month.
These plans in total would cost taxpayers around $12.8 billion and start to turn the crisis around.

It is crucial to address the foreclosure crisis in a manner that yields quick results and does
not bankrupt taxpayers and our financial system. While proponents of bankruptcy reform tout the
fact that it will not cost taxpayers any money, as I show below, this claim is not true. Taxpayers
are at risk for trillions of dollars in mortgage guarantees from Fannie Mae, Freddie Mac and the
FHA that could be extremely costly if mortgage cramdowns are allowed. In addition, taxpayers
have sunk hundreds of billions in the banking system, a cost that would also rise with
cramdowns. The Obama administration has promised to spend between $50 billion and $100
billion reducing foreclosures as part of the second $350 billion that was authorized under TARP.
So the government has already committed a large sum of money to reduce foreclosures.
Bankruptcy reform is not only unnecessary, but it would delay the process of stopping
unnecessary foreclosures.

The Problems with Bankruptcy Reform
Moral Hazard Could Make the Situation Worse

While 4 million borrowers are 60 days or more delinquent, 51 million borrowers are
current on their mortgages. We know that one-third or more of these borrowers owe more money
on their mortgage than their house is worth, and thus meeting one of the new criteria to qualify
for bankruptcy protection. For these borrowers, the financial benefits of bankruptcy protection
become real and appealing once cramdown is possible. The option of bankruptcy might lead
millions of additional borrowers to stop paying their mortgage.

Easier bankruptcy laws for credit cards have led to millions of bankruptcy filings. It
would be a catastrophe if most borrowers get the idea that they do not have to pay their
mortgages. While many commentators have downplayed this argument as scare tactics, it is not
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hard to envision late night TV advertisements informing homeowners that they no longer need to
make their mortgage payments and yet they could still remain in their home.

Overwhelmed Judiciary may lead to Delayed Resolutions

Bankruptcy reform would likely delay the resolution of the crisis for years, especially if
millions of borrowers file for Chapter 13 bankruptcy. Currently the federal judiciary has 368
bankruptcy judges.® During the 12-month period ending June 30, 2008, there were 967,831
bankruptcy filings.* Thus the average judge managed 2,630 bankruptcy filings in the past year,
even without bankruptcy cramdowns. Now these judges would be asked to oversee a new
process on potentially millions of additional filings.

One of the lessons we should have learned from Japan was that quick resolution of a
financial crisis is far superior to a slow response. Qur public policy goal should be to as quickly
address the foreclosure crisis as quickly as possible. This means stepping up private efforts to
modity loans as well as creating strong financial incentives and legal protections for servicers to
work with borrowers. Our proposal, below, allows a much quicker resolution to the crisis than
bankruptcy expansion would.

The Government and Motivated Lenders Already Control Most Mortgages

We do not need the bankruptcy courts to intervene in the foreclosure process. Most recent
data show that taxpayers already control the fate of 35 million of the 55 million outstanding
mortgages through Fannie Mae, Freddie Mac, and the FHA; nearly two-thirds of all mortgages.’
So the government is now in a position to control the bulk of workouts without bankruptcy
reform. Cramdowns would just delay this process. This also means that taxpayers would bear the
bulk of all losses from cramdowns. Securitized lenders control another 8 million mortgages.®

* The most recent data we could find are from Sept. 30, 2007, and appear in "Judicial Business of the United States
Courts" by thc Administrative Office of the U.S. Courts, available at

appointment of 352 bankruptey judges. However, as of Sept. 30, 2007, there were 11 vacancics, Tn addition, 27
retired bankrupley judges had been "recalled" (o scrve on a part-time or full-time basis. This mcans that there were
(352-11)+27=368 judges handling bankruptcy cases as of Sept. 30. 2007.

1 This statistic is reported by the Administrative
Office of the U.S. Courts at http://www uscouits. gov/bnkrpetysiats/statistics. htm#calendar

> According to the Mortgage Bankers Association, there are about 55 million mortgages outstanding. Fannie Mae
and Freddie Mac control 30.7 million as of Sept 30. 2008

(http:/fwww.thfa gov/ivebtiles/406/FederalPropettyMeaReport 1 1609.pdf). The Federal Housing Administration
controls another 4.8 million

(htlp:/porial.bud sov/porial/page? pageid=73.1823027& dad=porial& schoma=PORTAL).

¢ Authors calculations from data from Black Box Logic, LLC as of October, 2008.
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The remaining 12 million mortgages are presumably in the hands of private lenders, including
not only the large money center banks, but also community banks and credit unions. These
private banks are undertaking appreciable efforts to modify loans. It is really only the privately
securitized mortgages where modification efforts have been failing. Our proposal addresses these
mortgages directly, as opposed to imposing a costly system on the taxpayers and the bulk of
lenders and servicers who are already modifying mortgages.

Losses to Taxpayers and Lenders Could Be I'normous

Taxpayers have a very large exposure to bad mortgages and thus have the most at risk
under cramdowns. Qutstanding debt and mortgage guarantees from Freddie Mac and Fannie Mae
represent more than $5 trillion. As well, the government has hundreds of billions of loans at risk
that were originated by the Federal Housing Administration. The FDIC has many billions more
at risk for loan guarantees through takeovers of Indy Mac, Washington Mutual, and other failed
lenders. Similarly, the government has other guarantees for debt from loans to AIG, Citigroup,
and now Bank of America. The Federal Reserve has risks from former Bear Stearns securities
and many other securities it now holds as collateral. So the taxpayers bear by far the biggest risks
from cramdowns.

Bankruptcy may be especially harmful for lenders who have come up with other
alternatives that may be equally or even more successful in reducing unnecessary foreclosures,
but are less expensive for lenders. Forbearance is one such an alternative. The FDIC/Indy Mac
program provides for reductions in both interest rates and forbearance on principal payments.”
The recently announced effort by JP Morgan/Chase uses a similar strategy of loan forbearance.
Many of the Bank of America and Citigroup modifications to subprime loans involve interest
rate reductions rather than principal reductions. Fannie Mae and Freddie Mac have rolled out
their own programs that do not rely on principal write-downs.

Borrowers have little incentive to accept an offer from a lender of interest rate reductions
or forbearance when they can go to court and have a judge cramdown their principal balance,
leading to an eventual permanent reduction in the amount of money they owe on their mortgage.
When house prices rise, as they eventually will, cramdowns eliminate the possibility that a lender
will ever recover its losses on borrowing. Thus borrowers have incentives to hold out for a better
deal than they are likely to be currently offered, potentially delaying the resolution of housing
problems for years and raising costs to lenders and taxpayers.

7 Forbearance reduces the amount of principal that a lender apphies interest to when computing monthly mortgage
payments.
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Potential Harm to Consumers

Bankruptcey is no panacea for consumers. Around two-thirds of all Chapter 13 cases
terminate prematurely (see Wenli Li), leaving the homeowner liable for her original mortgage
debt and creditors in a much worse position relative to having addressed the problem at the time
of the bankruptcy filing. Equally devastating, third-party servicers might find it more attractive
to deal with a homeowner in bankruptcy than to attempt a loan modification outside of
bankruptcy. Proponents argue that bankruptcy reform would give borrowers a tool to fight back
against servicers. Yet, the opposite might be the case. Servicers might prefer bankruptcy to loan
modification for the same reason that servicers now prefer foreclosure to modification. Under
most PSAs, servicers would likely be able to recover expenses incurred in connection with a
homeowner’s bankruptcy filing, just as they now recover expenses incurred in connection with a
foreclosure. There is no reimbursement for costs incurred in performing a loan modification.
This could result in millions of Chapter 13 bankruptcy filings that harm consumer credit and
appreciably delay a resolution of the crisis.

One Size-Fits-All Approach to Mortgage Modification

Bankruptcy reform applies a one-size-fits-all approach to all mortgages. But different
modification strategies may be appropriate for homeowners with different incomes and credit
scores. Lenders and servicers have discovered this, especially during the past several months, as
they have experimented with new strategies for minimizing losses to investors and default by
homeowners. Bankruptcy reform would inhibit this kind of experimentation. Proposed
legislation® would invoke a standard set of modifications—reducing principal to current market
value, reducing interest to the rate on conventional mortgages plus a reasonable risk premium,
and extending the duration of the loan.

Higher Cost of Future Credit

Finally, empirical evidence suggests that if mortgages are subject to strip-down in
bankruptcy, the cost of future credit will rise as lenders incorporate this new risk into their
lending decisions. Future mortgage amounts will be smaller and borrowing costs will be higher.
While many would argue that cheap and easy credit was what got us into this economic crisis,
lenders are likely to raise the cost of borrowing already as a result of this crisis. Bankruptcy
reform would increase borrowing costs further, resulting in even less borrowing and likely
further reduce demand for housing. While we do not want overly subsidized credit, we want
mortgages to reflect the true costs of borrowing and do not want to raise the costs of making
mortgages to inefficiently deter future lending.

¥ See House Bill H.R. 200, (he "Helping Familics Save Their Homes in Bankruptcy Act of 2009" and H R, 225,
the "Emergency Homeownership and Equity Protection Act".
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Alternative Approaches to Reducing Foreclosures

Instead of bankruptcy reform, I am here to suggest a three-pronged approach to
stabilizing the housing market and preventing foreclosures. First, I address a new proposal
prepared with Professor Edward Morrison of Columbia Law School and Professor Tomasz
Piskorski of Columbia Business School to reduce foreclosures through a combination of an
incentive fee program to encourage servicers to avoid foreclosures and a legislative initiative to
modify servicing agreements to clarify that servicers have the right to modify any loan where
modification makes better economic sense than foreclosure.” The cost of this proposal is
incredibly modest compared to other proposals. We estimate that as many as one million
foreclosures could be prevented at a cost of $10.7 billion that could be paid for by TARP funds.

A second proposal with these same co-authors addresses the problems created by second
lien holders, who are currently slowing the process of modifying or refinancing primary
mortgages. Our proposal uses financial incentives to encourage second lien holders to cooperate
with efforts to modify primary mortgages. This proposal could facilitate about 1.4 million
modifications that would reduce foreclosures at a cost of $2.1 billion from TARP funds.

Third, I address a proposal prepared with R. Glenn Hubbard, Dean of Columbia Business
School. We believe the federal government should act immediately to reduce mortgage rates and
stabilize the mortgage market. Lower mortgage rates represent the single best way to reduce
foreclosures by stabilizing house prices. Academic studies show that falling house prices are the
single strongest contributor to the growth in foreclosures. Lower mortgage rates could attract
new homebuyers to absorb inventory and allow as many as 25 million existing homeowners to
refinance their mortgages, saving about $450 per month. This would provide a fiscal stimulus of
$175 billion PER YEAR. This plan is not a substitute for the currently considered $775 billion
stimulus, but unlike that program, the stimulus from lower mortgage rates would require no new
federal appropriations. The government could simply arrange for lower rates by issuing US
Treasury securities to fund new mortgages.

A New Proposal to Reduce Foreclosures and Help Struggling Homeowners

Even if we stabilize the housing market, millions of Americans may lose their homes in
the coming years because of the economic downturn, the resetting of mortgage rates, and the end

¢ This proposal has been distributed to Committee Members and is available on my website
along with other research on the housing and mortgage crisis at
http://www4. gsb.columbia. edu/realestate/research/housingerisis/mortgagemarket.
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of negative amortizing mortgages. It is essential for the government to take prompt action to help
prevent this crisis.

1 have developed a plan for prompt action. The proposal, co-authored with Professors
Edward Morrison and Tomasz Piskorski of Columbia University, is attached to this testimony,
along with supplemental cost-benefit calculations and constitutional analysis. In this proposal,
we offer a new approach to foreclosure prevention. We focus on what has been the most
intractable part of the foreclosure problem: the behavior of third-party servicers who manage
portfolios of securitized portfolios. Why focus on servicers of securitized mortgages? Because
securitized subprime, alt-A, and prime/jumbo loans accounted for more than one-half of
foreclosure starts in 2008 despite representing about fifteen percent of all outstanding
mortgages.'” While the Fannie Mae, Freddie Mac, the FHA, and the largest private banks and
portfolio lenders have announced their own aggressive programs to pursue mortgage
modification, servicers of securitized mortgages lag behind.

Our approach to combating foreclosures builds on research by Tomasz Piskorski, Amit
Seru, and Vikrant Vig"' showing that portfolio lenders—lenders who service loans that they
own—are significantly more successtul in stemming foreclosures than third-party servicers, who
service loans owned by other parties. This research shows that portfolio lenders achieve
foreclosure rates that are nineteen to thirty-three percent lower than the rates experienced by
third-party servicers. In fact, portfolio lenders are even more successful in reducing foreclosures
for the highest quality loans, where current delinquency rates are rising the fastest (portfolio
lenders achieve foreclosure rates thirty to fifty percent lower than third-party servicers). Third-
party servicers, however, are often unable or unwilling to use the same tools as portfolio lenders
are currently using.'” Recent research documents the failures of servicers to successfully modify
loans."

Our proposal eliminates barriers that prevent third-party servicers from effectively
managing the foreclosure crisis. Commentary and evidence suggests servicers face two
appreciable barriers: 1) Servicing contracts makes little economic sense in the current crisis. No

'Y According (o (he Morlgage Bankers Association, about 1.64 million loans started (he foreclosure process as of the
third quarter of 2008. Our own calculations from data obtained from Braddock Financial shows that about 900,000
securitized loans began the foreclosure process as of October. 2008.

" Sce “Sccuritization and Distressed Loan Rencgotiation: Evidence from the Subprime Mortgage Crisis” by Tomasz.
Piskorski, Amit Seru, and Vikrant Vig available at http://papers.ssm.cony/sol3/papers.cfm?abstract_id=1321646

!2 Of course. many other foreclosures come from FHA programs and Fannie Mae and Freddie Mac, where the
government already has appreciable influence in guiding programs to reduce foreclosures.

1 See “Rewriling Contracts. Wholesale: Data on Voluntary Mongage Modlﬁcalwns [rom 2007 and 2008
Remittance Reports” by Alan White available at http://papers ] Tabstract id=1259538 and a
recent update available at http://www hastingsgroup. com/WhlteupdAte pdf.
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one anticipated the extent of the current crisis and servicers are poorly compensated as a result.
As well, servicers have too few incentives to pursue loan modification instead of foreclosure,
even when modification makes good economic sense for investors. Most securitization
agreements compensate servicers for costs incurred during the foreclosure process, but not for
expenses associated with loan modification. Even if modification is successful, it typically does
not generate sufficient fees to cover the costs of modification. Consequently, servicers often
choose to foreclose, even when modification makes good economic sense for borrower and
investors. 2) Servicers face explicit and implicit legal barriers to modifying mortgages
successfully. Some pooling and servicing agreements (PSAs) place explicit limits on loan
modifications. In other cases, vague provisions in the PSAs, and the consequent threat of
lawsuits, serve to limit servicers’ ability to modify loans successfully.

We propose two steps to get around these barriers: 1) an Incentive Fee structure that
increases payments to servicers and better aligns their incentives with investors, and 2) a
Legislative Proposal that removes explicit barriers to modification in PSAs and that reduces the
litigation exposure of servicers who do modify loans. Our proposal might prevent as many as one
million foreclosures at a cost of no more than $10.7 billion that can be funded by TARP money.
Other proposals do not address both barriers that servicers face. As well, our proposal would cost
taxpayers considerably less money than other programs currently under consideration, with no
requirement to provide costly loan guarantees. Losses for bad loans remain with private investors
rather than taxpayers.

Incentive Fees: We believe that servicers need greater resources and stronger incentives
to modify loans. We propose that servicers of privately securitized mortgages be paid a monthly
Incentive Fee equal to ten percent of all mortgage payments made by borrowers, with a cap for
each mortgage of $60 per month ($720 per year). The servicer would also receive a one-time
payment equal to twelve times the previous month’s Incentive Fee if the borrower prepays the
mortgage, rewarding servicers that accept short sales. These payments would be in addition to
the normal servicing fees as specified by the PSA. The program would be limited to any
securitized mortgage that is below the conforming loan limit at the origination date. The
Incentive Fees, which would equal about $9 billion, can be paid from money authorized under
the US Treasury’s TARP program. The Incentive Fees should remain in place for a period of
three years, after which improvements in the economy will likely reduce the need for the
incentive progran,

Our Incentive Fee program would substantially encourage servicers to modify mortgages.
Servicing fees would now more than cover the direct costs of modifications, estimated to be as
much as $750 to $1,000."* Equally important, the Incentive Fee program better aligns servicers’
interests with those of investors by giving them a percentage of all cash flow. By paying an

!4 See for example Barclays 2008 Global Securitization Annual.
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Incentive Fee only when borrowers make payments, we reward successful modifications. A
servicer whose loan modifications are unsuccessful and result in a quick re-default would collect
few Incentive Fees.'* Our proposal, therefore, rewards servicers for keeping future payments as
high as possible without putting the homeowner in a position where he or she is likely to re-
default soon after modification. This is exactly the tension that a portfolio lender deals with in its
own loans. Of course, there will still be circumstances when costly foreclosure will be
unavoidable, but the Incentive Fee will encourage servicers to look for other options.

Legislative Proposal: We propose specific, temporary legislation to eliminate legal
barriers to loan modification in PSAs for all securitized loans. We believe that Congress has the
authority, under the Commerce and Spending Clauses, to modify the terms of securitization
contracts.

We propose two kinds of legislated changes to PSAs. First, Congress should enact
legislation that eliminates explicit limits on modification, including both outright prohibitions
and provisions that constrain the range of permissible modifications. The legislation should be
temporary, lasting only three years. Second, Congress should create a “litigation safe harbor”
that insulates servicers from costly litigation, provided they modify loans in a reasonable, good
faith belief that they are acting in the best interests of investors as a group. The safe harbor is an
affirmative defense, which servicers can assert in the event of litigation. Importantly, the defense
is based on evidence that the servicer held a reasonable, good faith belief in the benefit of
modification, not on evidence that the modification was in fact successful or not. If investors
bring suit, but a servicer successfully invokes the safe harbor, the investors will pay the
servicer’s actual legal costs, including attorney and expert-witness fees. Finally, our proposal
therefore requires servicers to make public the details of any modification.

Our Legislative Proposal raises no meaningful constitutional concerns and has been
vetted by leading constitutional scholars. The Proposal is a temporary program to moderate an
avalanche of foreclosures during an economic crisis. It is more tailored and potentially less
burdensome on investors than temporary legislation enacted during the Great Depression and
upheld by the Supreme Court. Indeed, our program should benefit investors, because it fosters
loan modification only when it increases returns—relative to foreclosure—to investors as a

group.

Our Legislative Proposal addresses a number of flaws in existing PSAs, which were
created when investors and underwriters did not envision a housing collapse of the magnitude we
are now seeing. Although the proposed legislation will abrogate contractual rights of investors, it
will also free servicers to undertake loan modifications that increase payments—relative to a

13 Evidence suggests that more than one half of loan modilications in (he first quarter of 2008 re-defaulied within 6
months, so it is important only to reward servicers for pursuing successful loan modifications (QCC/QTS Report
12/2008).
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foreclosure—to investors as a group. Thus, the bulk of investors will benefit from this
legislation, despite the loss of contractual rights. Most PSAs do not explicitly limit
modifications, but instead contain vague language that can paralyze servicers. With respect to
these securitizations, our proposal can best be viewed as clarifying the interpretation of the
PSAs.

Our Legislative Proposal is slightly more complicated for the minority of PSAs that
contain explicit provisions barring modifications, limiting the types of available modification, or
requiring that a servicer purchase any modified loans—at par value—from the securitization
trust. Our proposal will abrogate provisions like these. It is important to note, however, that our
legislation enables modification only when it increases overall investor value. To be sure, some
junior tranche holders might be harmed. We believe that policymakers should provide
compensation to these investors, who have suffered economic losses. Note, however, that
compensation to junior-tranche investors will be necessary only when legislation abrogates
contractual provisions that would have guaranteed, absent abrogation, cash flow rights to these
investors. Qur computations indicate that the total cost of this compensation would be no more
than $1.7 billion.

A key feature of our proposal bears emphasis: it benefits homeowners as much as
servicers and investors. A homeowner is a prime candidate for loan modification when her
income is sufficient to make payments that, over time, exceed the foreclosure value of her home.
Competing proposals do less for homeowners, do more harm to investors, or are more costly to
taxpayers.

Second Liens and Mortgage Modifications

There is one other appreciable barrier to modifications that appears to be a major
concern—the existence of second liens on properties with a delinquent or potentially delinquent
first mortgage. According to our calculations from deeds records, about one-third of mortgages
originated after 2000 have either a second lien or a piggyback loan (a piggyback loan is a second
lien that is taken on at the same time as the first mortgage).'® Typically, these loans provided
additional credit for homeowners to purchase the house or to finance additional expenditures
after the purchase.

Second liens can be a barrier to successful modifications of first mortgages. There are
some cases in which modification of the first mortgage might yield greater recovery than a
foreclosure to first mortgage lenders, but the servicer of the first mortgage is unwilling to pursue
modification unless the second lien lender agrees to relinquish its claims. If the second lien

'S About 81 percent of mortgages with a second lien have only a second lien, while another 15 percent have a second
and third lien, and 4 percent have 3 or more additional liens.
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lender does not relinquish (or reduce) its claim, a modification of the first mortgage will just
allow the homeowner to allocate more of her income to the second lien.

Even if the first mortgage exceeds the home’s expected foreclosure value—implying zero
recovery to the second lien lenders in foreclosure—the second lien servicer has little incentive to
agree to a modification that extinguishes the second lien. As long as there is some uncertainty
surrounding foreclosure value, no matter how small, the servicer of the second lien would prefer
foreclosure to loan modification. The former offers a slight chance of recovery to second lien
lenders; the latter offers no recovery. Moreover, terms of pooling and servicing agreements
might prevent the second lien servicer from agreeing to any modification that extinguishes the
mortgage. As well, by delaying and appearing obstinate, the second lien lender might convince
the first mortgage servicer to “buy out” the second lien at a price above its true value. This is
often called a “hold-up” problem.

Professors Morrison and Piskorski and T are developing a new, voluntary proposal that
would give second lien lenders financial incentives to relinquish their claims whenever a first
mortgage servicer pursues modification. Under our proposal, the government would pay
compensation to a second lien holder who agrees to relinquish all of its claims against the home
and the borrower. This compensation would equal five percent of the current balance of the
second lien, capped at $1,500 per property. If multiple liens exist, this payment would be split
between the liens. This compensation could be paid using TARP funds

In order to limit taxpayer costs, and focus primarily on foreclosure prevention, we would
limit compensation to second lien lenders who relinquish their claims in response to a decision
by the first mortgage servicer to conduct a significant modification of the primary mortgage. By
significant, we mean a modification that reduces the borrower’s monthly payments by at least 10
percent. This program would only apply to primary residences. As well, compensation would be
available only when the first and second liens are held by different lenders. Finally, our proposal
would apply to all second liens, because the hold-up problem applies beyond just privately
securitized mortgages.

The cost of this proposal would be approximately $2.1 billion. As with our other
proposal, the cost of this plan is quite moderate compared to the possible expenditure of $50 to
$100 billion to reduce foreclosures. We compute the cost of compensation as follows. Using
deeds records, we estimate that about 13.3 million homes are subject to both first mortgages and
second liens as of Octoer 2008. Among these homes, the loan-to-value ratio exceeds 92 percent.
(In our calculations, we assume a loan-to-value ratio equal to 92 percent; this allows for future
house price declines of 8 percent or more.) When the loan-to-value ratio 1s only 92 percent, a
second lien lender is unlikely to agree to relinquish its claim, for obvious reasons. We assume
that around one-quarter of these mortgages are at risk of foreclosure. Among those, modification
might make sense half of the time. Thus about 1.4 million second lien mortgages might require
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compensation for the relinquishment of their rights. If all second lien holders agree to relinquish
their rights, the total cost of compensating them would be no more than $2.1 billon.

This proposal would deal with the one remaining impediment to loan modifications that
impacts all mortgages. We believe that this proposal is superior to bankruptcy cramdown for
many of the same reasons we do not think cramdown makes sense for first mortgages.

Stabilize the Mortgage Market und House Prices

I briefly describe a program to return mortgage markets to normal operations and
stabilize house prices. Along with R. Glenn Hubbard, I have proposed that the government allow
new mortgages to be issued at a rate that is 1.6 percent above the rate of the 10-year Treasury
bond. With 10-year Treasury rates as low as 2.4 percent, this would immediately lower mortgage
rates as low as 4 percent for conforming mortgages.

Lower mortgage rates would accomplish many things at once. Lower rates will stabilize
house prices. A recent paper that I wrote with R. Glenn Hubbard suggests that house prices have
already fallen at or below where fundamentals suggest, but are likely to continue to decline due
to the mortgage market meltdown and the deteriorating economy.'”

Lower mortgage rates also provide a strong fiscal stimulus, allowing as many as tens of
millions of American households to refinance their mortgages, with a monthly savings of $425
that is not a temporary stimulus but permanently lower payments.'® These lower mortgage
payments could make the difference for millions of homeowners in allowing them to obtain
affordable mortgages and avoid foreclosure. As well, lower rates would provide a fiscal stimulus
that would total more than $174 billion per year and would almost surely induce an increase in
consumption relative to a temporary tax stimulus.

Moreover, a low mortgage rate will raise housing demand significantly. We estimate that
anywhere between 800,000 and 2.4 million additional owner occupants could enter the housing
market in 2009."* These gains in new homeowners would help absorb the inventory of vacant
houses, putting a floor on house price declines. TARP money might facilitate larger gains in new
homeowners by helping finance low down payment mortgages through the Federal Housing
Administration.

While lower mortgage rates do not require any additional government expenditure, TARP
funds could provide additional help to homeowners struggling to pay off a mortgage on a house
that is worth less than the mortgage. The federal government could also help facilitate many of
the refinancings by offering to share some of the losses with lenders in return for taxpayers

' See “House Prices, Interest Rates. and the Mortgage Market Meltdown” by Christopher Mayer and R. Glenn
Hubbard available at htp://www2.gsb.columbia.cdu/laculty /cmaycr/Papers/Maycr-Hubbard-BEP-10-2008-v 7.pd[
'® Calculations are available at http://www4.gsb.columbia.edu/null?&exclusive=filemgr.download&file_id=53340
' See calculations at www4.gsb.columbia eduw/realestate/research/mortgagemarket
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receiving a portion of the future appreciation of houses that participate in these new refinancings.
These losses would be funded from the TARP. Our initial estimates were that a plan to share
losses 50-50 with lenders would cost the government $121 billion. It would allow millions of
additional homeowners to refinance their mortgages to an affordable level. The government
would recoup some of its expenditures by retaining a stake in the future appreciation of houses
refinanced under this program.

Moreover, trillions of dollars of refinancings would retire a large number of the existing
mortgage-backed securities. This would reduce uncertainty about the value of existing mortgage-
backed securities. It would flood the market with additional liquidity that the private sector could
deploy to other uses such as auto loans, credit cards, commercial mortgages and general business
lending.

Conclusion

Ibelieve it is essential for the Administration and Congress to address the foreclosure
crisis. House prices continue to spiral downward in much of the country. Foreclosures are
already taking place at an alarming rate and will only grow if we do not take immediate action.

Nonetheless, it is important to pursue sensible policies and protect taxpayers. Bankruptcy
reforms that allow judges to cramdown mortgages on a primary residence will only delay the
resolution of the crisis and may cost taxpayers tens or hundreds of billions of dollars.

Instead, T have put forward three plans that will provide immediate relief and appreciably
benefit taxpayers, homeowners facing foreclosure, other homeowners, and banks. One plan
addresses the large growth in foreclosures in securitized mortgages. That plan relies on incentive
payments and legislated changes in securitization agreements to induce servicers to undertake
modifications that would benefit both homeowners and investors, without relying on changes to
bankruptcy laws. The plan can prevent up to a million foreclosures at a modest cost to taxpayers
of $10.7 billion. The second plan deals with second liens that inhibit loan modifications and
would facilitate as many as 1.4 million loan modifications at a cost of $2.1 billion. The third plan
helps restore the normal functioning of the mortgage market at little cost to taxpayers. It would
put a floor on house price declines and might provide a fiscal stimulus of as much as $175 billion
per year. Together these programs put us on the road to recovery.

I appreciate the opportunity to address you today and look forward to answering any
questions that you might have.

Mayer Testimony, 1/22/09 13



102

Mr. CoONYERS. This bankruptcy seminar conducted by the 39
Members of the House Judiciary Committee has had presentations
by two very distinguished professors. I now invite Professor Levitin
to make his response, and then I will allow Professor Mayer to
make yet another presentation.

Mr. LEVITIN. Chairman Conyers, I came here today prepared to
discuss H.R. 200 and H.R. 225, not to get into the merits and the
problems of Professor Mayer’s proposal.

That said, I think it is important to note this. There is some
merit to what Professor Mayer says, that he correctly notes that
there are problems with servicer incentives and that there are
problems with restrictive contracts. These are things that any solu-
tion to the foreclosure crisis must deal with. However, these are
not the only problems. And I do not believe that Professor Mayer’s
plan, which ultimately relies on the private market to get this
right, will necessarily work.

I would hope it would, but that is a big gamble to take. And in
a—if you think how long the legislative process takes, it is—if Con-
gress decides that it wants to run with Professor Mayer’s proposal,
that is going to take many months before it actually gets—it would
become law. Those are months in which thousands and thousands
of families would lose their homes.

I don’t know that we have the time to find the perfect solution.
I think we need to find the most immediately workable solution.
Bankruptcy is immediately available. The bankruptcy courts are
over-staffed relative to the historical level of filings. And what I
think is really a major misconception about bankruptcy modifica-
tion is the role of bankruptcy judges.

Bankruptcy judges do not go and micro-manage each Chapter 13
case. Most of that other work on a modification is performed by the
debtors council and by the Chapter 13 trustee. The bankruptcy
judge does not propose the modification. This is a common mis-
conception. Instead, the bankruptcy judge decides whether or not
to approve the modification proposed by the debtor if it conforms
with the statutory requirements.

This is not a proposal that would—the bankruptcy modification
proposal would not result in a tremendous amount of additional
work for the courts. The courts are ready, willing and able to han-
dle this.

I urge all of the Members of the Committee to go and speak to
the bankruptcy judges in your districts. Ask them, can the courts
handle this? And I tell you, they will almost unanimously say yes,
we can do this.

Actually, Chairman Conyers, if I may just add one other com-
ment. About the two-thirds failure rate in Chapter 13. That is cor-
rect. Two-thirds of Chapter 13 plans fail. But that alone is a mis-
leading figure.

First of all, of course, to where we have a high failure rate in
Chapter 13 plans. If you can—the home mortgage is typically con-
sumers’ single largest debt. If you can’t fix that, if you can’t re-
structure that debt, then it is not likely that you are going to be
able to fix your finances. So it is not surprising that currently we
see a very high Chapter 13 failure rate.
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The second thing to note is that just saying that two-thirds of
Chapter 13 plans fail doesn’t tell us what failure means. That a
Chapter 13 plan is going to be between 3 and 5 years. If the plan
failed 4 years and 9 months into the plan, that is very different
than if the plan fails in the first month. And what we don’t know
is when plans fail.

Also, a lot of mortgages are simply not dealt with in Chapter 13
plans because there is nothing—there is really very little one can
do with them. Instead, the consumers simply try to ride their mort-
gage through a bankruptcy.

So I don’t know that, that two-thirds statistic, as scary as it
sounds, actually tells us very much.

Mr. CONYERS. Our other professor, Christopher Mayer.

Mr. MAYER. So I think the—again, there are parts of what Pro-
fessor Levitin’s comments that I agree with. I certainly do not
think if we went this route we would see the mortgage finance sys-
tem collapse, but I think I would, again, highlight that what would
happen, and we know this from lots of research, not only Professor
Levitin, but looking around the world, that we would see the cost
of borrowing rise moderately for mortgages, and we would also see
particularly disadvantaged borrowers, either ones that are pulled
out of the market, they are the ones at risk of failing. They are the
ones who are likely to lose credit. It is not going to be the medium
borrower, it is going to be disadvantaged borrowers who dispropor-
tionately lose credit.

The second thing is that the two-thirds failure rate, I think a lot
of the comments that I have heard in favor of bankruptcy reform
really think of it as something that is this is going to solve our
problem. And I think it is—there is no evidence that it will.

Maybe bankruptcy reform will do better than it has done. But so
far, it hasn’t solved problems. And if we end up a couple of years
from now with two-thirds of the people failing and all the mortgage
debt back on our books, we are Japan. And that is incredibly costly
to all of us, as taxpayers, and it is a huge risk to take from the
balance sheet.

The third thing is, there are programs that are successful. The
statistics that almost everybody quotes about the failure of loan
modifications really come from observing securitized mortgages by
servicers who are conflicted, who face disincentives to modify. And
those are really serious problems. So I think when we sort of look
at the evidence, and I can point to some evidence and point to some
studies that show there are some very, very successful loan modi-
fication programs being done privately that have failure rates that
are much, much less than two-third.

Mr. CoNYERS. Robert Goodlatte?

Mr. GOODLATTE. Thank you, Mr. Chairman.

Mr. Mayer, Professor Mayer, is there evidence that the bank loan
modification programs that are being enacted right now by many
banks are working?

Mr. MAYER. Yes. There is a couple of different pieces. A colleague
of mine, Tomek Diskorsky, along with two other co-authors, have
a recent paper, which compare the performance of securitized loans
versus portfolio loans. This study, which is a unique, and new
study only finished in the last several weeks, shows there are ap-
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preciable differences in foreclosure rates, and the banks foreclose
on their own loans much less frequently than servicers. Third-party
servicers are the problem, and we should focus our attention on
getting that problem fixed.

Mr. GOODLATTE. Are there specific things that Congress could
take in that regard to make it easier for those securitized mort-
gages to be more readily dealt with by somebody to help people
work through them?

Mr. MAYER. Yes, I mean I think we need to immediately
change—I think this is a place that legislation is needed. I think
we need to immediately get rid of all impediments to securitization.
This is a constitutional proposal, and it has been vetted by leading
constitutional scholars. It is perfectly legitimate for the Govern-
ment to do this, so I think we should get rid of that.

And the second is—and this is even where I differ from Sheila
Bair. Sheila Bair’s proposal, which I think is very well-intentioned,
pays the servicer $1,000 to modify a loan, and it could default the
next day. Under our proposal, servicers only get paid if that loan
is performing month by month for 3 years. Very strong economic
incentives to keep loans going, which is what we all really want to
accomplish.

Mr. GOODLATTE. And could these bankruptcy proposals that we
heard about this afternoon undermine the tools the Federal Gov-
ernment already has to modify the loans that it control?

Mr. MAYER. Absolutely. The Federal Government already con-
trols the bulk two thirds of the mortgages through the conservator-
ship of Fannie and Freddie and the FHA. We have seen them un-
dertake different programs than we see in the cram-down legisla-
tion. I think this just delays that process.

Fannie and Freddie could much more quickly—and this is the
growing part of the problem—our conforming loans. Fannie and
Freddie, through the Treasury’s leadership and conservatorship,
could much more quickly deal with this problem than pushing it
into the courts, and I expect the new Administration is going to be
much more successful in doing this. That is two thirds of the loans
out there.

Mr. GOODLATTE. You mentioned this in your testimony, but let
me ask you to elaborate on it. How would current legislative pro-
posals to modify bankruptcy laws for those facing foreclosure affect
prospective homebuyers, people who want to get into this market
that have the prospect of being able to meet the qualifications to
buy a home? Are they going to be impacted by our changes in the
bankruptcy laws here?

Mr. MAYER. Yes. I mean, I hate to make the slippery slope argu-
ment because you always hear that argument here, but it really is
true. The issues about putting first liens into bankruptcy predate
this hearing and predate this crisis, and there is a large constitu-
ency of people who believe that should have been true and will be
true now, so there is going to be an enormous political pressure.
Once we go down the route and allow this to happen, there is going
to be enormous political pressure to do this.

And I think that that is just going to be really costly to our ef-
forts not to subsidize the heck out of home ownership but to allow
fair and equal credit to disadvantaged borrowers. They are the
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ones from lots of evidence who lose when you end up with a process
that creditors lose track of. And you don’t have to look at the
United States. You can just go to other countries. Look at Spain.
Look at Latin America and see places that don’t give lenders any
rights. And when you take away lenders’ rights, you reduce the
availability of credit, and that effect is a directly proportional ef-
fect.

Mr. GOODLATTE. I have in front of me a Bloomberg.com article
by Jody Shenn dated yesterday, which I would ask Mr. Chairman
to submit for the record.

Mr. CoNYERS. Without objection, so ordered.

[The information referred to follows:]

Bloomberg Printer-Friendly Page

Bloomberg.com

Bankruptcy Bill May Hurt Banks on Mortgage-Bond Quirk
(Updatel)

| Pring | & & A&

By Jody Shenn

Jan. 21 (Bloomberg) -- A proposed change to bankruptcy law to allow judges to reduce
homeowners’ mortgages may boost the capital needs of banks and insurers by hundreds of

billions of dollars, First Pacific Advisors LLC's Zasfize Mann said.

The issue, identified by investors such as Mann and analysts at JPMorgan Chase & Co., stems
from language buried in the more than one hundred pages of prospectuses for many “prime

jumbo” and “&iz-&" home-loan securities.

Some of the contracts state that bankruptcy-related losses greater than an amount sometimes
as little as $100,000 get allocated equally among all investors in bonds backed by the loan
pools, rather than lower-ranking debt first. Holders such as banks and insurers of senior classes
may see their payments cut or interrupted, potentially forcing writedowns and ratings

downgrades. That, in turn, could raise their capital needs.

It would be “the coup de grace for many banks,” said Mann, who helps manage about $4 billion
in bonds as a vice president at Los Angeles-based First Pacific, whose &abeart 2z and

# were Morningstar Inc.’s fixed-income managers of the year in 2008.

http:/fbloomberg convapps/iiews?pid=206 70001 & refor=realestate&sid=ablx/qXisd6s (1 of 3)1/22/2000 1:14:02 PM
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Bloomberg Printer-Friendly Page
Prospects for bankruptcy changes increased this month as £itig + Inc. endorsed a
Democratic proposal letting judges adjust the principal, interest rates and terms on mortgages.

The deal has yet to win support from the rest of the banking industry, which joined Republicans

last year to kill similar legislation aimed at slowing U.S. foreclosures.
Writedowns, Credit Losses

U.S. financial companies have already been promised more than $300 billion in capital from the
federal government, as the housing slump sparked writedowns and credit losses since the start

of 2007 surpassing $1 trillion.

The loss of mortgage-bond payments because of the bankruptcy changes would require financial
firms to mark down more securities to market values, usually at least 15 percent less than the
carrying amount, Mann said in a telephone interview yesterday. Banks and insurers aren’t
required to write down bonds held under the most-popular accounting designation if they can

convince auditors the debt may be held to maturity and recover.

Also, under so-called risk-based capital tests in which banks’ needs are smaller for safer assets
than riskier ones, securitized debt with non-investment-grade ratings requires 10 times as much
in reserves as AAA rated bonds, according to Federal Deposit Insurance Corp. rules. The risk-

weighting rises to 200 percent, from 20 percent.

The fallout may also affect other investors, according to a presentation from New York-based

JPMorgan analysts led by #aishesy Jozai?. After the writedowns are taken, the “risk of bank
and insurance company liquidations is enormous,” according to a slide shown to investors last

week during a conference call.

Jumbo Loans

http: /fbloomberg convapps/iiews?pid=206 70001 & refor=realestate&sid=ablx/qXisd6s (2 of 3)1/22/2000 1:14:02 PM



107

Bloomberg Printer-Friendly Page
Jumbo mortgages are larger than what government-chartered Fannie Mae and Freddie Mac can
buy or guarantee, currently $417,000 in most areas and as much as $625,500. Alt-A loans went
to borrowers who wanted atypical terms such as proof-of-income waivers, investment-property

collateral or delayed principal repayment, without compensating attributes.

About $500 billion of prime-jumbo bonds and $800 billion of Alt-A securities are outstanding,

according to Memphis, Tennessee-based FTN Financial. of meaacios Corp., an ING Groep
NV unit and Citigroup on Sept. 30 held the most “non- agency” mortgage bonds among U.S.

banks and thrifts, which owned $315 billion, according to newsletter

Mann, who oversees holdings of some jumbo and Alt-A mortgage bonds, said that he also
agrees with critics of the bankruptcy plan who say the proposed changes would raise the cost of
loans and cause foreign investors to flee American debt by creating doubt about U.S. contracts.

He also thinks many borrowers will end up defaulting on debt reworked by bankruptcy judges.
To contact the reporter on this story: (i Wana in New York at Gsrearisis
Last Updated: January 21, 2009 12:20 EST

&

009 BLOOMBERS L.P. ALL RIGHTS RESERWVED. Terms of Service | Privacy Policy | Trademarks

hitp://bloomberg com/apps/mews?pid=2067000 1 &refer=realestate&sid=abINZqXis96s (3 of 3)1/22/2009 1:14:02 PM
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Mr. GOODLATTE. Thank you, Mr. Chairman.

But I would also like each of the panelists to comment briefly on
this. It suggests that the change we are examining here today
would allow—allowing judges to reduce homeowners’ mortgages
may boost the capital needs of banks and insurers by hundreds of
billions of dollars, costing both the taxpayers through the guaran-
tees they already have and the ability of banks to continue to func-
tion, and let me just go right down the line here.

Professor Levitin, have you seen this article and are you familiar
with this issue?

Mr. LEVITIN. I have not seen that particular article. I am famil-
iar with the issue, and I think it is important to compare what the
impact would be with foreclosure, that if we continue as we are
today, we are going to see lots of undercapitalized financial institu-
tions because they are going to lose money in foreclosure. That, as
long as they lose less money in bankruptcy modification than fore-
closure, bankruptcy modification is a really good deal.

Mr. GOODLATTE. Mr. Certner.

Mr. CERTNER. I would agree with that notion exactly, and we are
talking about here, while there are a large number of families who
could potentially benefit from the bankruptcy legislation, we are
probably talking somewhere in the range of less than 2 percent of
all outstanding mortgages, so the impact will not be as dramatic.

Mr. MAYER. I think it is an unfortunate view that this doesn’t
cost taxpayers any money. It costs—bankruptcy cram downs would
cost taxpayers an enormous amount of money and would severely
hamper the existing banks that are still around, and that hammers
all of us through the credit crisis.

I also think it is important to note, to respond to Professor
Levitin’s comment, that banks already understand this process. It
is servicers who don’t, and it is really important to make the dis-
tinction because banks are modifying loans, and there is evidence
they are successful at it. It is servicers who aren’t, and that is
where we have to focus.

Mr. GOODLATTE. I am not sure that Professor Levitin and Mr.
Certner really addressed the issue that is raised here. Let me read
a portion. It says, “The issue identified by investors stems from
language buried in more than 100 pages of prospectuses of many
prime, jumbo and ALT-A home loan securities. Some of the con-
tracts state that bankruptcy-related losses greater than amounts
sometimes as little as $100,000 get allocated equally among all in-
vestors in bonds backed by the loan pools rather than lower-ranked
debt first. Holders, such as banks and insurers of senior classes
may see their payments cut or interrupted, potentially forcing
write-downs and rating downgrades that, in turn, could raise their
capital needs.”

And it is those capital needs that these banks are concerned
about being raised dramatically that could put them out of busi-
ness or require merger or takeover by the FDIC that we are talking
about here, not just whether they save more money or lose more
money by being able to reorganize a debt, which bankruptcy cer-
tainly under certain circumstances can allow them to do.

Mr. LEVITIN. I have looked at dozens of securitization agree-
ments. I have never seen that particular language, so that is new
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to me. But I think it is important to keep a focus on there being
two risks for investors. There is a risk caused by actual defaults
when homeowners don’t pay, and therefore, the securitization
trusts don’t have the money to pay the coupons to their investors.

But there is also, and maybe much more importantly, there is a
market risk that even if you are holding AAA paper and it has
been paying the coupon timely every time, you may not be able to
sell that paper for anything close to its face value, and that is be-
cause nobody knows how high these default rates are going to go.
There is too much uncertainty in the market.

What bankruptcy modification does is it cuts through that uncer-
tainty, that right now we actually, I think, are in the situation that
looks like Japan in the 1990’s where financial institutions are un-
willing to take the write-downs necessary, and they keep holding
non-performing loans on their books. What bankruptcy modifica-
tion does is it forces those write-downs. It forces a housecleaning,
and then that lets us have really a financial fresh start, not just
for homeowners but for the whole system, that when one financial
institution wants to deal with——

Mr. GOODLATTE. When those financial write-downs occur, the
banks are required to change their entire lending practice because
they are then required by the bank examiners to have more assets
on hand that they don’t have that are performing that could simply
put them out of business. We may inadvertently force action that
would ultimately lead to what you are talking about but in the
meantime cause major disruptions in our banking industry. That
is what I think is expressed by this article.

Mr. LEVITIN. We are already there, unfortunately, and I think
that the mistake would be to try to sweep the problems in the
banking system under the rug rather than deal with them up front.
Bankruptcy modification will cause some upfront dealing with the
financial problems. We are going to have to bite this bullet sooner
or later, and the danger is that we wait too long to do this, and
we lose the decade.

Mr. GOODLATTE. Well, thank you, Mr. Chairman. You have been
very kind with the time you have allotted to me.

Mr. CONYERS. Bobby Scott?

Mr. ScorT. Thank you, Mr. Chairman.

Let me, Professor Levitin, let me follow through on that. How is
the bank any worse off with cram down under bankruptcy—the
fact is that the security they have is the cram-down amount—the
value of the house is the security for the loan, and if it is now
down, whether it is crammed down or not, they don’t have any
more security than anything actually there?

Mr. LEVITIN. You hit the nail on the head there, that if the
bank’s choice is between having a modified loan in bankruptcy,
where it gets a secured claim for the value of the property and an
unsecured claim for the deficiency, that is exactly what they get in
foreclosure. And frankly, unless you think bankruptcy judges are
systematically going to do worse jobs than foreclosure sales in val-
uing property, it is going to be a lot better for the bank.

I don’t know how many of you have been to a foreclosure sale,
but most foreclosure sales, the only one who shows up to bid is the
foreclosing creditor. In New Jersey, for example, foreclosure sales,
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the bidding starts at $100 by the foreclosing creditor. Most sales,
that is the only bid there is. The property goes for $100.

Now, that foreclosing creditor might try and resell the property
later, but they are carrying a property on their books for a while
that is not performing, not producing any income. And in this mar-
ket, good luck selling it at anything close to what the price was
when they made the loan.

Mr. ScortT. Professor Mayer, why is the bank worse off under a
cram down, since that is all the security they have anyway?

Mr. MAYER. I think it is important to recognize that there is lots
of evidence about why people miss mortgage payments. It isn’t be-
cause their loan-to-value is above 100 percent. It is because they
have trouble making their payments. So the right solution to deal-
ing with this is really making sure people can make their pay-
ments on their homes.

The cram-down portion actually erases the possibility that the
lender can ever be made whole when there is temporary reductions
in income. So if we look at previous cycles, many, many home-
owners sat with the loan-to-value above one and made their pay-
ments. So if we want to keep people in their homes, we really have
to worry about the payment issue.

The difference for the lender and the reason that lenders—you
know, lenders aren’t stupid. It is not as if they think this is in their
interest, you know, that this is in their interest, and somehow they
are all saying it is not. We have to sort of take them at their word
if they think it is not.

The difference—and this is where the huge write-downs come—
is by cramming down the loan amount and giving the lender no
chance of ever getting it back instead of reducing payments so peo-
ple can stay in the house, and as the market recovers, lenders get
some of that additional money back, you are immediately forcing
a bigger loss on lenders than they would otherwise get. And that
is a really important distinction, and there is lots of evidence in the
academic literature to support that.

Mr. ScOTT. But if they found that from the bankruptcy the bank
would be in exactly the same situation they would be with the
cram down.

Mr. MAYER. No because the mortgage amount is crammed down.
What you are doing is you are taking away a secured claim and
giving them—taking away their secured claim, which forces a much
bigger write-down——

Mr. ScoTT. Yes, but you have a secured claim on the value—the
value of the property is all the security you have. Under bank-
ruptcy, that is all the creditor is going to get at most.

Mr. MAYER. But I made, you know, as a bank, I made a loan that
is a secured loan, and I thought I had collateral to protect that, and
I am willing to make a secured loan very differently. And we all
understand a secured loan is a much lower cost loan than an unse-
cured loan. It is because the losses on unsecured loans——

Mr. ScoTT. Yes, but the only security you have is the house, and
the value of the house is the extent of the security.

Mr. MAYER. No, that is not true.

Mr. ScOTT. And the cram down is to the true value of the house.



111

Mr. MAYER. I have two things when I have a mortgage. I have
a promise to pay from a borrower, and then I have a security as
a fallback. If I can keep that borrower paying, then I actually have
something that is worth more than just the value of the house, and
that is why the cram downs kill lenders.

With all due respect, I apologize. I am used to an academic-style
discussion. I apologize.

Mr. ScorT. Well, I mean, what you have is the homeowner over
a barrel, didn’t want to have to leave the house and be homeless,
and you are gouging them for more than you could get under the
legal process because you have that leverage over them. It is not
legal.?It is leverage because they don’t want to be homeless. I am
sorry?

Mr. MAYER. I am sorry.

Mr. ScotT. No, go ahead.

Is that not the leverage you have, the fact that they would be
homeless and you can get more—you can gouge them now that you
have got them over a barrel? And that is the security that you are
talking about.

Legally in bankruptcy you can get the cram down costs? That is
all you ever get. And you won’t even get that because you have got
more expenses in foreclosure.

Mr. MAYER. I wouldn’t characterize in my own view of lenders
as trying to gouge. What a lender is trying to do is to get the most
payments they can with at the same time keeping someone in their
house. The fundamental idea of my proposal is to have the lender
receive as much payments as they can, the servicer, but if the pay-
ments stop, the servicer gets nothing.

And so the idea is to keep people in their house, but I do think
when you take out a loan, you have a responsibility to pay as much
as you can back of that loan as possible, and I think that is an im-
portant responsibility.

Mr. ScorT. Mr. Chairman, if I could add.

Professor Levitin, a quick question. Is there any point in making,
if we pass the bill, to effect only present loans and not future
loans?

Mr. LEVITIN. I think it actually would be a good thing if it af-
fected all loans. But, you know, I am willing—I would rather see
a half loaf than nothing at all here.

Mr. ScoOTT. Five years, 10 years from now, we are not going to
be right back where we are—the argument that when you made
the loan, you knew who you were lending and what the rules
where and, if we went down the road a little bit, we would be
changing the rules retroactively? Wouldn’t it make more sense, in
fact, to file a future loan rather than past loans?

Mr. LEVITIN. Well, there is no—on past loans, there was reliance
that there wouldn’t be bankruptcy modification. In the future, we
have a lot of certainty about this. And I think that would actually
be a very good thing because the possibility of loan modification in
bankruptcy actually instills some discipline in the lending process.

We would not have had the craziness of the last 6 years or so
in the lending market had bankruptcy modification been possible.
Bankruptcy modification is really a defense against systemic risk
caused by out-of-control consumer lending.
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Mr. Scort. Thank you.

Mr. CONYERS. Judge Louie Gohmert?

Mr. GOHMERT. Thank you, Mr. Chairman. And I appreciate the
members of the panel. Of course, I have to comment on a few
things, one earlier in the panel—in the first panel had comment
the bailout bill vote we just showed—just took showed how people
feel in the House about the bailout.

I would only submit that had the Senate disapproved the bailout
money, then the vote would have been substantially different. This,
in the House, was a free vote so people could go back and tell their
constituents we voted against the bailout knowing there had to be
a vote of disapproval in both houses in order to keep the next $350
billion from being squandered as the first was. My opinion.

As far as the banking business, I am not a big fan of what has
been going on by the investment banks. I think they are terribly
at fault in much of our crisis these days. But I am very concerned
about the community banks who have had very good lending prac-
tices and have been caught in the cross-fire between the loose
standards of investment banks with the regulators who are now re-
quiring more in reserve.

I met with regulators, and they are saying, well, they are more
nervous since—so they are requiring banks to hold more in re-
serves because of the situation and the chance that more may have
to file bankruptcy.

Now, Professor Levitin, I notice in your article—and I want to be
fair. But when you say in the your article courts have interpreted
the bankruptcy codes mortgage anti-modification provisions to
apply only to single-family principle residence mortgages, that is
correct. Thus, you surmise from that single-family principle resi-
dence mortgages may not be modified in bankruptcy.

All other mortgages may be modified in bankruptcy. Therefore,
you draw the hypothesis that, therefore, one would expect that if
the market were sensitive to bankruptcy modification, there would
be a risk premium for mortgages of the type properly currently
modified.

Isn’t the truth of the matter that those second home mortgages,
in order to be modified, still must require that the principle that
is reduced—that difference in the reduction—has to be paid within
5 years? Isn’t that correct?

Mr. LEVITIN. That depends on the court. And I think it is impor-
tant to note that the second homes are really a red herring. The
second homes are not the right comparison. It is the two-family
homes that are really the good comparison, where you rent out the
basement,

Mr. GOHMERT. Yes, but I am talking about this part and why so
many deal with courts who say if you are going to lower the prin-
ciple in these second home mortgages, you have to pay the prin-
ciple within 5 years. Most people who are in bankruptcy cannot pay
that difference in principle within 5 years. Therefore, it really has
not had much effect on those situations because they know they are
not going to be able to go in and ask for a reduction in principle
on the second home because they can’t pay that other principle in
5 years.
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And I would submit to you that, that is really more the reason
that, that has not had much effect. Whereas, what we are talking
about in this bankruptcy change would not have that requirement
that the difference in principle be paid within 5 years. So I am very
concerned about the lending drying up even further. We were told
by King Paulson that if we gave all this money to these banks, that
credit would just be enhanced, lending would flow. It hasn’t.

Banks have done different things with it, of course, as I am sure
you well know. Some have bought up competition. Some have used
it for bonuses, but they won’t come out and say because they say
well, it went into the general banking revenue, therefore, we can’t
say exactly what happened with it.

But most of them have made lending more difficult. We are bail-
ing out the car dealers and yet lending for the—I mean, we are
bailing out the car manufacturers, but lending for the dealers is
drying up. Lending for car buyers is drying up.

The banks are telling me the regulators are getting tougher be-
cause of the economic conditions. We have got to have more in re-
serve. And all I can see is that if we approve this bankruptcy
change where a bankruptcy judge—and there are a lot—and you
know what will happen—they will flood into the—you know, of
course, you are talking about local bankruptcy judges. But they will
find the best judges, because usually there is more than one, and
they will push to get the right judge so that they can avoid paying
all of the principle that they contracted to pay.

And once banks have no reliance on the principle that they con-
tract for, then the lending is going to dry up even further. And I
can guarantee you, just from my 4 years in Congress, we are going
to see another big bailout proposal—let us bail them out again.
And it will come back to the fact that we dried up more lending
by what we are doing today.

And T realize my time has expired. And I am sorry. I appreciate
the indulgence. Thank you, Mr. Chairman.

Mr. CONYERS. Does any Member wish to respond? All right. Two
responses.

Mr. MASON. If T could just—we talk a lot about the banks and
the liquidity issues of the banks and the amounts of money that
they might be required to have on hand in terms of dealing with
the restructured loan situation.

But I would like to bring the Committee back to the real funda-
mental problem, which is people are losing their homes. We really
want to encourage people to stay in their homes. We don’t want to
have more homes foreclosed on the market, further depressing the
market. We would like people to stay in their homes who can con-
tinue to maintain a stream of payments that has been discussed so
much here.

And the fear of people somehow manipulating the system really,
to me, is not justified. You have to commit your full amount of your
income. And, therefore, if you come in with $2,000 of income over
and above expenses mandated by the Internal Revenue Service for
food and clothing, you have to pay all of that to your creditors.

So even if the principle amount of the loan is reduced, reducing
that payment, you still have to pay your excess income to the very
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same creditor who maintains an unsecured claim. So I think—over
5 years in most of these cases.

And with the frequency of which mortgages turn over now, my
guess is that it would be a pretty good deal for lenders if they could
have a guaranteed stream of payments for 5 years in bankruptcy
compared to a foreclosure situation where a house sits on the mar-
ket.

Mr. LEVITIN. Well, Congressman Gohmert, I certainly hope you
won’t crucify me for Hank Paulson’s since I want to disavow any
responsibility for his decisions.

But I want to address three things that you raised that I think
are very important. First, whether mortgages do have to be paid
off in the 3 to 5 years of a plan. Secondly, I think the community
banks are something that are an issue that deserves some atten-
tion. And, thirdly, the questions about how many more filings we
will see as a result of passing bankruptcy modification legislation.

So first, the uncertainty. I am sorry. First, the 3 to 5 years re-
payment. There is actually a lot of disagreement among courts.
Most courts that have reported decisions about whether a modified
loan has to be repaid within the 3 to 5 years of plan have said, yes,
it has to be repaid within those 3 to 5 years. But it is not unani-
mous. There is only one circuit court of appeals that has touched
on the issue. That 1s the 9th Circuit where panels frequently over-
rule each other.

This is something that law professors argue about and can reach
no agreement. I can give you a very good statutory reading that
says that, certainly, that is not the case; that what has to be paid
is value, not cash, over those 3 to 5 years. And value can be in the
form of a new 30-year note or something. That is what we do in
Chapter 11.

But the point is not whether it actually has to be paid in those
3 to 5 years or not. The point is that there is uncertainty that no
lender actually knows what a bankruptcy court is going to doa bout
that. And I can tell you, underwriting models just aren’t this sen-
sitive. They don’t—when a financial institution is figuring out what
is going to happen in bankruptcy, it assumes that, that modifica-
tion can and will happen on a two-family property, on a three-fam-
ily property, even on an investment property.

So I think that it is actually a real thing that we—that we are
not seeing the differences. I accept your point that there are some
courts that say it has to be paid off in those 5 years. And this legis-
lation would change that. This legislation that is proposed would
allow, I believe, up to 40 years. I don’t think that we should, there-
fore, expect that bankruptcy judges would say a loan that has 3
years left on it will become a 40—will get amortized over 40 years.
I think, more likely, if it has 3 years left on it, maybe it turns into
4 years.

But the uncertainty is an important point here.

Secondly, about community banks. Community banks really have
gotten kind of the short end of the stick in what is going on here.
And that is unfortunate because community banks were not the
reckless lenders, by and large. They were careful. They knew their
borrowers. They did traditional, prudent underwriting. And here
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they are seeing their large competitors getting bailed out when
they are not. That is a very concerning issue.

What is important to note, though, is that community banks,
first of all, they have lower default rates, I believe, because they
made more prudent loans. And, secondly, they know how to do loan
workouts that, as Professor Mayer mentioned, are for portfolio
loans. And most community banks don’t securitize their loans or
portfolio loans. We see a lot more loan modifications working.

So we don’t have community banks where—faced with a massive
problem of borrowers who can’t afford their loans and can’t get a
workout. Borrowers don’t want—homeowners don’t want to file for
bankruptcy. This is just such a horrible misconception. Bankruptcy
is not a drive-by process. This is not fun. This is living for 3 to 5
years on a court-supervised budget. If you want to get braces for
your kid, you are going to have to go and bargain about that with
the trustee and with the creditors.

Mr. GOHMERT. In your statement——

Mr. LEVITIN. So I don’t think—I think people file for bankruptcy
because they need to and they have to. They don’t do this because
they are being strategic. They do it with a great sense of shame,
most of them. And it you are concerned about protecting principle,
which is something else you raised, you are going have to keep ask-
ing yourself how well does foreclosure—that is the alternative that
is on the table right now. How will this foreclosure protect prin-
ciple? It really doesn’t.

Mr. CONYERS. Zoe Lofgren?

Mr. GOHMERT. Mr. Chairman, since all of them were allowed to
respond to me, might I have a response to

Mr. CONYERS. You have never been denied in the 111th Con-
gress, but you have come very close to it already. Yes.

Mr. GOHMERT. I will be very brief.

Regarding the comment we want people to stay in their homes.
You are right. We want to afford more people the opportunity to
stay in their homes. But in Congress, we are supposed to look at
the big picture. And what I saw when Speaker Pelosi had all those
children up there around the—I was about to tears. It was really
a beautiful moment.

But then what hits me was these are the kids that we are sad-
dling with so much debt from what we are spending from this Con-
gress. And now here, we could—if we do the wrong thing through
this Committee—keep many of them from ever being able to get a
loan to buy a home.

So I want to keep people in their homes, but I do want those
loans to be available. And I am hearing from community banks
who have, up to now, had good lending practices, we are not going
to be able to lend like this any more. We are going to have to cut
out so many that we are currently lending to because they won’t
qualify in the future when we know that a bankruptcy judge can
cram down a lower principle.

Thank you.

Mr. CONYERS. Zoe Lofgren.

Ms. LOFGREN. Thank you, Mr. Chairman. I will be brief. This is
a very important hearing.
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And I have a question for you, Professor Mayer, and I wonder if
you could just say yes or no because it is a yes or no question.

You have indicated in your testimony that the Government—
Federal Government—is in the position to control the bulk of the
workouts without bankruptcy. Is it your contention that in all cases
involving Freddie Mac, Fannie Mae, or FHA where we have control
that we have the ability to do a modification even where the mort-
gage has been securitized?

Mr. MAYER. With the safe harbor provision that I put into place,
that would absolutely be true.

Ms. LOFGREN. Let me ask you about the pooling service agree-
ment issue that you mention in your proposal. Do we know what
percentage of PSAs contain a provision which limits—or prohibit
modification?

Mr. MAYER. Approximately a third of pooling and servicing
agreements—we have law students in the process of looking at
this—we think have explicit limits, but most other—most of the re-
maining ones have implicit

Ms. LOFGREN. Okay.

Mr. MAYER [continuing]. Rules which are very hard to determine
and are generally viewed as also restricting modifications.

Ms. LOFGREN. And do we know what percentage have been
securitized?

Mr. MAYER. Of mortgages?

Ms. LOFGREN. Yes.

Mr. MAYER. It is about standing mortgages today, it is some-
where between 7.5 and 8 million as of October of this year, of the
roughly 55 million that are outstanding.

I have my written testimony has documentation for all those
numbers.

Ms. LOFGREN. All right.

I am wondering, Mr. Certner, if you know—it was kind of a pa-
rade of horribles that have been pulled out in the concept of chang-
ing this bankruptcy law, but we have maybe an opportunity to look
at a real-life implication.

We changed bankruptcy law relative to farms and also, in the
consequence, houses on farms. When we did that, do you know
what the impact was in terms of lending for farm housing? And did
it have the kind of adverse impact that is being fussed about here
today?

Mr. CERTNER. I think the studies that look at that have no way
of validly making that assessment, and I can talk about the details
of that, but I think I would speak for most sort of academic econo-
mists that you can’t look at changes over time when lots of things
are happening at the same time.

Ms. LOFGREN. Well, that is always true, but one of the things we
know is that the economists today also look at real-life examples
to sample some

Mr. CERTNER. Right.

Ms. LoFGREN. I wonder if either Mr. Certner or the other pro-
fessor has an opinion.

Mr. MAYER. Yes, I think the—and I don’t know that I have seen
any of the studies or details on that, but I—I think what we can
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say is it did help the—the family farmers when the act was done
back in 1986, the Family Farmer Bankruptcy Act.

And I assume that Congress deemed it to be fairly successful, be-
cause we basically ended up after using that provision in the crisis
for farmers ended up making that a permanent part of the bank-
ruptcy code.

Ms. LOFGREN. Right.

Mr. MAYER. In 2005, 20 years later.

My assumption from that is that this was a very successful pro-
gram, and it has not adversely impacted the market but helped
people.

Ms. LOFGREN. Professor Levitin?

Mr. LEVITIN. That is correct. I agree with Professor Mayer that
it is hard to pinpoint a result, but I think we can say this very
clearly.

The sky didn’t fall after Chapter 12 was enacted—that farmers
are still able to get credit, and the—you know, we are growing
crops, and they are getting credit for it—that the—the parade of
horribles that was trotted out just didn’t materialize.

Ms. LOFGREN. I would just like to make a couple of comments
and then let my colleagues ask their questions.

Much has been said in the Congress about this Hope for Home-
owners program, and we had hope for the Hope for Homeowners
program.

But I asked my staff to take a look at the FHA reports, and the
FHA tells us that in the United States of America to date, only 370
applications have actually been accepted under that program, and
zero mortgages have been modified. So I think it is important as
we discuss what to do next that, that be remembered.

And just a little bit about the need—where we are with the
banks needing to have their capital in place. It is important to
think about what is really happening in the real world.

And in California, I will just give you an example that came in
to my district office recently, of someone who bought their house
for $700,000. They put up equity. It wasn’t just, you know, that
they didn’t put—have a stake in it.

You know, there has been a lot of unemployment now coming in.
And there was also cancer in the family. So they are having a prob-
lem meeting their mortgage. Their monthly payment is over $4,000
a month.

They paid $700,000. The house is probably now worth $200,000,
maybe. They could pay probably $2,000 or $2,500 a month if they
could restructure in some way.

They couldn’t get an answer from the loan servicer, so the house
was foreclosed. They are out of luck, and the bank is getting noth-
ing, and the bank has gotten nothing for 6 months.

So to say that the bank isn’t going to have a capital problem
through foreclosure is simply not the case. If you extrapolate that
out across the country, the banks are going to lose a lot of money.

And I personally think the sooner we wash those losses through
the system, and understand how much has been lost, and put a
floor under it, the better off we are going to be, where we can move
forward.
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We are not going to have the same kind of mortgage market in
the future that we have had in the past. And that is just a fact.
It is going to be harder to get credit. And families are going to
struggle more to become homeowners. And I say that with some re-
gret, but that is obviously the case.

So it is important that we move forward. I personally think that
some kind of bankruptcy provision must be a part of this answer.
I was very interested in Congressman Marshall’s comments.

The idea of having some kind of equity sharing if there were a
cram down, at least during the life of the plan, so if an asset appre-
ciates that the lender could also benefit from that—I think that
has—at least should be considered.

I am also interested—and you don’t need to answer now, but we
have FHA and VA guaranteed lending. I am wondering whether
those guarantees ought not to also travel into the bankruptcy
court.

And I am also very interested in Congressman Marshall’s com-
ment about eligibility if we were to do something here. You know,
I will be honest. I really think if it were up to me, I would just re-
move the whole thing.

But I think we might be able to come to some point of com-
promise here, where we talk about existing mortgages and move
forward. So those are my thoughts.

And I would ask unanimous consent, Mr. Chairman, to put this
FHA report into the record.

Mr. CoNYERS. Without objection.

[The information referred to follows:]
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Ms. LOFGREN. Thank you for this

Mr. CONYERS [continuing]. So ordered.

Ms. LOFGREN [continuing]. This hearing.

Mr. CONYERS. Gregg Harper?

Mr. HARPER. Thank you, Mr. Chairman.

I have a question, Professor Mayer. Professor Levitin argued that
the bankruptcy process will actually reduce uncertainty. Do you
have any position on that argument or position?

Mr. MAYER. Yes, and I agree to some extent it will reduce uncer-
tainty, but it will do it in a way that is extraordinarily costly,
which is it will ensure that lenders bear much bigger losses than
they would others.

Mr. HARPER. Okay.

Mr. MAYER. And that is not exactly the way of uncertainty we
would like to—the way we want to reduce uncertainty.

The second thing is it puts a floor—sorry, puts a ceiling on the
lenders’ recoveries, but one of the things we know about bank-
ruptcy—all of the comments here keep talking about bankruptcy as
}:_his process that reduces uncertainty and everything works out
ine.

All the evidence we have suggests that is just simply not the
truth. So what we are doing is putting things into a process where
most things fail. That is the track record. And we are hoping that
somehow it is going to get better.

What it may well do is continue to push the problem in the fu-
ture. And as these loans re-default and run into trouble again, it
actually is going to put a ceiling on our recoveries and lead uncer-
tainty to be even lower than before.

And I would just sort of highlight again, if one wants to just do—
evidence, what happened to the financial institutions the morning
after Citigroup’s agreement—this legislation was made public. The
stocks of all the financial institutions fell appreciably.

And T think to say that something is in their interest—the insti-
tutions—I think these are sophisticated enough institutions to un-
derstand what is in their interest.

I don’t want to subsidize them, but I don’t want to dump on them
losses that they, you know—that will hammer all of us in the proc-
ess.

Mr. HARPER. And I certainly want to thank each one of your time
and your presentation, and certainly your expertise. It has been
very helpful. And if you have addressed this, I apologize.

But what happens in the event you go through this process, you
do a cram down, they get—they go through it successfully, then 4
years later, let us say, they sell the property for a significant prof-
1t? What happens to that gain?

Mr. LEVITIN. If it is during the course of a plan?

Mr. HARPER. After the plan.

Mr. LEVITIN. Okay, because this is actually an important distinc-
tion, and I am sorry that Congresswoman Lofgren isn’t here to
hear my answer on this, because during a plan, any income, includ-
ing from a sale of a property, is going to go to creditors.

So if it is a 5-year plan, if there is an appreciation in those 5
years, that appreciation goes to the unsecured creditors, which in-
clude the deficiency claim on a cram-down mortgage.
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Mr. HARPER. Certainly. But after that is completed.

Mr. LEVITIN. Afterwards, any appreciation is going to be kept by
the debtor. And I think it is important to note, though, that if there
was a foreclosure, the creditor doesn’t get any appreciation.

Once that property is sold, there is no appreciation on it in a—
in the foreclosure sale. So whether it is better for the debtor to get
the appreciation or have some sort of a shared appreciation or a
clawback—I think there are some good arguments to have about
that.

But I am not sure that the creditor necessarily has the better
claim to that appreciation, given that their—it is just crucial that
the—you understand the framing here was not no loss versus
bankruptcy-modification loss. It is foreclosure versus bankruptcy-
modification loss.

In that case, you know, it is looking like—it is looking a lot—the
creditor doesn’t have any real expectation of getting—of getting ap-
preciation.

I also just want to note—this is important—that Professor Mayer
noted that the next morning after the Citigroup deal was an-
nounced that financial institution stocks fell.

But if you go back to when the announcement actually happened
that day, if you look at like the next half hour after the announce-
ment—and we assume that we have pretty efficient markets that
trade on information pretty rapidly—Citigroup’s stock went up
about somewhere between 1 and 2 percent. So did its competitors’.
So did Bank of America, J.P. Morgan.

To look at the next morning—there is all kinds of other stuff
happening. If you look right after the announcement, once it
went—was made public about the Citigroup deal, bank stocks went
up.

Mr. CONYERS. Sheila Jackson Lee?

Mr. MAYER. May I also answer that question? Thankyou. I do
think that equity sharing is an important thing to think about in
the process, although I—you know, continue to think that the sort
of question of who is to gain—if I made you a loan on a house, and
you haven’t made all the payments on the mortgage, and the house
goes up in value subsequently, I don’t understand the argument
that given that I made you the loan that, that moneywould be due
the borrower and not due the lender.

It is the fundamental basis of secured lending that if you lend
on an asset and you haven’t made your points in full and paid off
your asset that the value and any gains of that before the lender
takes any losses are clearly due the lender, not the borrower, so I
don’t understand the basis to which we would say that the home-
owner should get the appreciation after a cram down, not the lend-
er who has just had their interest destroyed in the process.

So I think if I am not going to pay my mortgage in full—and I
completely agree with the idea of reducing payments and keeping
people in their houses. I couldn’t agree more with that principle.

But the idea that what happens afterwards is that windfalls
from that don’t go to the lender with the losses—that is exactly the
reason that lenders are facing big hits on this.

And by the way, I would say that Citi’s stock isn’t relevant. It
is the stock of the other lenders who aren’t reliant on the Govern-
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ment, and the private market lenders got hammered that day by
middle of the morning.

Mr. CONYERS. Sheila Jackson Lee?

Ms. JACKSON LEE. Let me, first of all, thank all of the witnesses,
for their presence here today, late on a Thursday afternoon, speaks
to the crisis and the pending necessity to move quickly.

I think this should be the theme of this particular hearing, al-
though we respect the disparate viewpoints.

And, gentlemen, I enjoy an academic discussion. In fact, I miss
my days in law school. But I would suggest that we have gone be-
yond an academic discussion.

Let me just put on the record something that has already prob-
ably been put on the record, but let me just read it to you. During
2007 through 2008, mortgage foreclosures were estimated to result
in a whopping $400 billion worth of defaults and $100 billion in
losses to investors in mortgage securities—my sympathies don’t fall
too much in that direction, but let me just add that—translating
into roughly one per 62 American households.

The current foreclosure rate is approaching heights not seen
since the Great Depression. I think that sometimes we don’t rein-
force that, because there was a period of time in the last couple of
months in the previous Administration where there was a hesi-
tancy to use the word recession, and certainly no one wanted to use
the word depression.

All of us can’t count much of our time having spent—being spent
during the Depression, but the stories we read about it—we know
that, that was a horrific time in American history.

The glut of foreclosures has adversely affected new home sales
and depressed home values generally.

And, Mr. Levitin, that is where I want to go with my ques-
tioning, because I think there is a lot of caution and doubt. And
if we go on the words of our President, one of the things that we
know 1is that the Federal Government is the last resort, the last big
spender, and of course a lot of people run out of the room when
they hear that.

But we also know that we are at a point where the Federal Gov-
ernment has to be the one that either frames or infuses capital into
the market. We did that with the TARP. We have some guidelines
on this second point, second portion that I think—hope you will go
back and study—$100 billion for mortgage workouts is sort of in-
structing the Administration and banks that that is what Congress
wants to have happen. To get servicers to service those mortgages.

So my question is, most of the victims, or many of the victims,
and I am sympathetic to California and other places, very much so,
but what I like about the two bills before us, and I would like your
comment on it, is that it is not limiting to where you can say that
you have concensus that have enormous amounts of foreclosure.
Because there are other states where the foreclosures are there and
there are families that need it, but they might not meet, say, a
threshold that might be made by legislation.

In the bankruptcy bills, it allows, if I am—as you have read
these two bills, individuals to go to the courts and be addressed on
their merits, which I think the banks should appreciate. I assume
the bankruptcy courts will use the standards that they have typi-
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cally used, fraudulent persons, others who are glaringly abusing
the system will be noted in a bankruptcy proceeding.

And so I want to have you comment on that part. That there is
a fairness because you have the courts actually assessing an indi-
vidual’s plight. For example, I had—there is a story about a
$700,000 homeowner. I have got a person making $18,000 a year
living in an apartment as an able apartment owner—or not owner,
a renter for eons of years, 20 years, and finally was pulled out of
it, of course, during the period when they were giving mortgages,
but they sign an adjustable rate mortgage. They might have sur-
vived on just a regular mortgage over 40 years. But they signed an
adjustable rate mortgage.

They are in the crux of a foreclosure—a potential foreclosure pro-
ceeding. They would benefit. Keeping their little bungalow, keeping
the $18,000 a year job, hoping that they can and not being laid off.
Microsoft laid off 5,000 people. And not making that block or that
neighborhood get any worse.

Would you comment on that individual aspect and the fairness
of it for a bankruptcy proceeding? And would you add to that how
we can make sure how this bankruptcy proceeding might be helpful
to the low-income homeowners and others who are probably going
to get lost in the crunch?

Mr. LEVITIN. Bankruptcy empowers debtors to take control of
their own fate. Right now, when homeowners are dealing with
mortgage servicers, they are really at the servicer’s mercy that it
can be everything from just if you are working two jobs, trying to
get to a mortgage servicer, when you are just waiting on the phone
for hours, you can’t do that. There is—you have no control over it.
And even if you get through to the servicer, you don’t know if they
are going to offer you any kind of reasonable deal.

They might say, “Sorry, my hands are tied by a contract to which
you aren’t a party.” The bankruptcy cuts through that, it empowers
homeowners to save themselves. And that is very important.

It also is very good at screening out abusive debtors. That there
are some good, there are some people who take advantage of the
bankruptcy system and act strategically. By all accounts, it seems
like they are very few, but unfortunately they often become polit-
ical poster children. But most debtors are not abusing the system
and we, especially after 2005, after the bankruptcy abuse preven-
tion in—I can’t remember if it is Consumer Protection Act or Cred-
itor Protection Act, that we have even stronger statutory provisions
to weed out abusive debtors.

Bankruptcy really is not going to result in wealthy debtors get-
ting a free ride. Instead, most debtors are really pretty low income,
that your average bankruptcy filer in 2007 had an income of some-
thing like $35,000. That is not a wealthy person.

Ms. JACKSON LEE. May I just finish, and I thank you for you
that, by asking this question for all of the panelists? When you look
at the two bills that we have, what would each of you add that
would refine the process and add to the fairness quotient of each
of those bills, across the board? Let me start with Mr. Mason?

Mr. MASON. It seems to me that one of the issues raised here
today is the issue about appreciation. While I think it is somewhat
of a red herring kind of an issue, I guess there is some merit to
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some sort of voluntary agreement between the lender and the bor-
rower for some future appreciation. I could see that as a possibility.
I don’t think that would affect the ability of the borrower to reorga-
nize their debts, and I think that is certainly one possibility that
could be done.

I would also like to go back to your point, however, about the
$18,000 income kind of a person. Before I came here, I spoke with
someone from the Southwest Detroit Housing Coalition, and she
was saying that she is now starting to get debtors from outside the
county, who used to work for auto suppliers, who have lost their
jobs. And these are people with—making $10 an hour.

And I asked, “Well, what about the modifications we are offer-
ing?” She said, “Well, a point or two in the interest rate won’t keep
them in their homes.”

And I said, “Well, what if they were able to reduce the principal
balance on the mortgage and rewrite the mortgage to a fixed term
at a competitive interest rate? Would that allow them to stay in
their homes?” She said, “Absolutely, yes.”

Ms. JACKSON LEE. Thank you very much. Mr. Mayer? It is a pro-
vocative point, Mr. Mayer.

Mr. MAYER. Thank you.

Ms. JACKSON LEE. I am sorry. Did I pronounce it right? Or is it
Mayer?

Mr. MAYER. Mayer.

Ms. JACKSON LEE. Mayer. Excuse me. I am sorry.

Mr. MAYER. That is okay.

Thank you.

The first thing I would do is put in a safe harbor and eliminate
all restrictions on modifications in all pooling and servicing agree-
ments to allow servicers to do as much modification as possible.

The second thing I would do, and I know this isn’t an appropria-
tions bill, but I would try and find some economic incentive to deal
with the servicers, to get them to modify loans. That is where half
the foreclosures are.

And the third thing is, if we are going down this route, I really
feel as if we should deal with the payments, but not get rid of the
secured claim by the lenders. So if one wants to write down the
payments for some period of time for somebody to get into the
mortgage, I think it is really important not to cram down the bal-
ance on the owner of the property.

Ms. JACKSON LEE. Thank you. Mr. Certner?

Mr. CERTNER. Ms. Jackson, we think both bills would be helpful
that are before the Committee today. Of course we support the bill
that provides a broader relief right now.

To consumer fees, I appreciated your comment about listening to
this academic argument. And we are here today to have an aca-
demic argument. We are here because we are hearing from hun-
dreds of thousands, maybe millions, of our members who are facing
foreclosure. And as you know, this is devastating to them person-
ally. This is devastating to them not just in their current economic
security, but for their future retirement security. It is devastating
to their communities. It is often devastating for the families who
have to come in and pick up the pieces.
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Our members are looking around at the hundreds of billions of
dollars that are being given out in TARP and in other parts of the
efforts of Congress to get toward economic recovery, and many of
these people who are facing devastating foreclosures, sometimes
over predatory mortgage lending practices that you well know
should not have been committed over these many years and won-
dering when the relief is going to get to them.

And this is maybe not the only kind of relief that I can get them,
but this certainly should be one component of the relief. And we
urge you very strongly to move forward in getting this relief to the
individuals who really want to see relief at the local level.

Ms. JACKSON LEE. Mr. Levitin, thank you.

Mr. LEVITIN. Certainly. As between the two bills, I personally
prefer Chairman Conyers’s bill, that would offer a lot of relief.

Ms. JACKSON LEE. What would you add if you could?

Mr. LEVITIN. Well, what I would add, if you were truly concerned
about shared appreciation, you could lengthen the period under
which—of a bankruptcy plan, make it, say, 7 years rather than a
maximum 5 years. Most mortgages are typically refinanced within
a 7-year period anyhow, so looking at appreciation over a 30-year
period is not what creditors are assuming in the first place.

But for shared appreciation, it is important to realize that with
securitized loans, who gets that shared appreciation? Typically,
that goes at—any shared appreciation would go back, not to the in-
vestors, there might be pension plans and mutual funds, but it goes
back to the originating lender. Now that is the bad actor that may
hlave fraudulently underwritten a lot of these loans in the first
place.

So if we have shared appreciation, we need to be very careful
that we don’t reward bad actors with it. That is a real danger.

But in terms of overall improvements though, I think that there
is something to what Professor Mayer says, about thinking about
this, about how bankruptcy fits in a larger picture. Professor
Mayer’s proposed a bunch of carrots to try and create incentives for
lenders—for servicers to act. Bankruptcy, as Representative Miller
described it, is a stick.

There is no reason we have to have carrots and sticks separately.
We can use both of these. And actually they might be more effec-
tive combined. You can imagine a plan that both offers—sort of has
a clean-up period of, say, 3 months under which servicers have to
get their act together and do modifications voluntarily. And if they
don’t, then the stick comes out. And the stick doesn’t need to be
limited to bankruptcy modification. It could also be prohibiting the
Fannie Mae and Freddie Mac from doing future business with
servicers that don’t don’t comply.

There are lot of tools in the toolbox. Bankruptcy is an important
one, but it is not the only one, though.

Ms. JACKSON LEE. Thank you, Mr. Chairman. I think the point
is well taken that the house is on fire and this bill is a hose that
is probably long overdue, but we have got to get the water where
it needs to be. And I want to move this as quickly as possible. And
I think, Chairman, our people are suffering out there. Thank you
very much, I yield back.

Mr. CoNYERS. Maxine Waters.
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Ms. WATERS. Mr. Chairman, I want to thank you very much,
again, for making this issue your number one priority and holding
this hearing today. And I would like to thank all of our witnesses
who are here today for taking time from your work to be with us.

Let us be clear, I support loan modifications and bankruptcy, pe-
riod. Period. And I will tell you why. Because I know about every-
thing else that has been done and is being done now.

How many of you know about the Hope Now Program? Do you
understand what that is?

How many of you think it is working?

I am glad none of you think it is working. You didn’t raise your
hand because the Hope Now Program is the volunteer program
that was put together by the Bush administration, and it had all
of the financial institutions at the table, and they are using the
hired, certified counselors to go out and help people and they hold
town hall meetings, they will come to us if we request them to
come. And at town hall meetings they claim to be able to help peo-
ple do loan modifications.

When we went on break, I had about 12 of them in my office,
certified loan counselors, and I asked them, “Are you really helping
people do loan modifications? Because I do this work, I understand
how it is done. And I want to know if you can sit here and tell me
that you have been successful,” I said to them.

And they all admitted, for the most part, no. We are not.

And I knew why they were not successful.

Number one, they were not trained to do and understand how
loan modifications really get done and what real loan modifications
are. And the servicers don’t have to talk to them. The servicers
have a completely unregulated industry. And they don’t have to do
anything.

And in addition to that, not only do they not respond to these
counselors, you can hardly get them on the phone.

Now, Mr. Mayer, you seem to believe and have come to the con-
clusion that there is some difference between the independent
servicers and their willingness and their ability to do loan modi-
fications and the big banks, or banks who do their own servicing
of their loans. Now the difference in all of this is, and the dif-
ference is between the small independent banks, and you are abso-
lutely correct, they don’t have much in their portfolios. They didn’t
really do this kind of lending that has created this crisis. And, yes,
if we had the kind of community banking where they held the
loans, Ms. Jones could go in and talk to her banker, who knows
iomething about her. They could do the loan modifications a lot

etter.

But have you ever tried to talk with the servicers of Bank of
America? Of Wells Fargo? Of Countrywide? Have you ever done
that? Anybody?

No because most of this is academic. If you watched Nightline
last night, you saw that they covered what I do in my office. They
stayed in my office for a day and a half. For a full day, they
watched me work on three cases. I am working on about 30 of them
now.

I have been advised by the Ethics Committee not to do this work.
But I have said to anybody who would listen, I don’t care what the
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Ethics Committee is saying. I am going to do this work. I am going
to do this work because people are losing their homes. Their fami-
lies are being destroyed. And communities are being destroyed. So
I have one person in my office dedicated in Los Angeles, and
whether I am in LA or there, I continue to work on loan modifica-
tions. So I dial, and I dial Bank of America.

First of all, they are understaffed. You stay on the phone for
hours. As a matter of fact, I called the CEO of Wells Fargo after
I stayed on the phone 1 hour with his servicing company, a sepa-
rate entity, awaiting for them to come. They play music and the
recordings go over and over again to tell you to wait. That is num-
ber one.

The average homeowner cannot negotiate with this mess. Wait-
ing on the phone while some people are at work every day and they
are trying to call a servicer on their lunch hour or steal some time
from their employer to try and get it straightened out.

They are understaffed. And guess what? The servicers are under-
trained. You could not, for life of me, tell me what the definition
of a loan modification is because there is none. And we have
servicers at some of these companies, first of all, they try to have
a cookie-cutter thing for them to follow.

They can’t tell you what to do, how they would do it if you throw
a little something extra in there, extra problem in there. They are
not trained. You cannot get to them easily. And they can’t really
do great loan modifications. Do you know what I have run into? I
have run into people who have mortgage interest rates at 10.5 that
they got in 2006 and 2007 when the market was at about 6 percent
or 6.5 percent.

So there are predatory loans, and they should be written down
immediately to 4 or 5 percent. They don’t do that. They don’t re-
duce that for the most part. We know that Hope Now does not
work. Hope for Homeowners, that is the Chairman’s bill of the Fi-
nancial Services Committee says to the banks and the financial in-
stitutions if you write these loans down, I think, at about 10 per-
cent, we will help you to get FHA financing. We restructured and
strengthened FHA to be able to do this.

The banks are not taking advantage of this at all. And guess
what? If this written-down loan refinanced by FHA is defaulted
upon, we pick it up. The Government will pay for it. Now, I want
you to tell me why the financial institutions are not taking advan-
tage of that.

Finally, let me say this. We know that Sheila Bair has hit upon
something with the IndyMac portfolio. We know that she is paying
the servicers a thousand dollars. We know that she has done about
6,000 modifications, more than anybody, really. And able to talk
about what she has done.

When she sent the letters out to the homeowners, she didn’t say,
just come in and talk to us as Countrywide did. And that is why
Countrywide got no responses. As a matter of fact, they shouldn’t
even be working on the loan modifications because they were the
biggest predatory lenders in the country. Now, they are working on
their own loans, for the most part.

But Sheila Bair’s letter said, come in; this is what we can do for
you. You have an interest rate of 9 percent. We can reduce that.
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Come in; you have an adjustable-rate mortgage. And I want to tell
you, Mr. Mayer, you talk about people not being able to pay their
mortgages. The average person with a 30- to 40-year loan with a
reasonable interest rate can pay for their mortgage. And that is
what they thought they bargained for.

Unfortunately, there are those who didn’t understand adjustable-
rate mortgages. They didn’t know about these exotic products.
There were those who were offered Alt-A mortgages. They didn’t
know before they talked with the loan initiator that there was such
a thing as getting a mortgage without having to verify your income.

You may say it is the people’s fault, but I don’t think so. These
are predatory loans. These are fraudulent loans where Country-
wide and others put initiators out in the street without license.
And California was a problem in this because we didn’t require li-
censes of all these people on the street.

And so they are in trouble mostly on Alt-A and adjustable rates.
Exotic products that should never have been in the marketplace in
the way that they were. You take Ms. Jones or Mr. Jones who
works everyday, who makes a decent salary working over there at
GM or someplace, they can pay for their loan. But when you gave
them an adjustable-rate loan where you suckered them into for lit-
tle or nothing down and it resets in 6 months, 1 year, 2 years, and
it doubled, quadruples, those margins that they put on top, you are
right. They will not be able to afford them.

But because Wall Street was greedy and they securitized all this
junk and they put it in these traunches and they allowed them to
invest in it, then I tell you, Mr. and Mrs. Jones got tricked. They
got hoodwinked. They got misled.

So I am not here today to try to convince anybody of anything
except we should all get on the same track with the correct infor-
mation. And to say that people who work every day, who got into
this mortgage because they believed in the American dream of
homeownership are not able to pay for that home is not a correct
statement. They are able to pay for it if they had a decent and rea-
sonable mortgage that they contracted with.

What I would like to hear is when you talk about whether or not
you are concerned about whether their lenders share in the appre-
ciation, well, we are in a crisis and we—I don’t even know how to
talk about appreciation when 50 percent of these loans are under
water now. We should be doing mark to market. We should be
writing down all this mess, all of this crap.

But let me just say this that we should be talking about what
we do with regulatory agencies to keep exotic products off the mar-
ket that is going to get people into trouble. There are some folks
who would say we have no right to examine the products before
they go on the market. We should have been all over adjustable-
rate mortgages.

We should be all over what the margin is when that margin re-
adjusts. We are way behind, and it is shameful. And I am very
ashamed of the fact that we have not been able to do what we
should have done almost a year ago in getting on top of this. And
we watch the defaults and the foreclosures continue to multiply,
destroying whole communities.
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And the banks are not keeping up the property. The roofs are
falling in. Gang bangers are taking over houses. The weeds are
growing up. The waters—the basements have water and the mold
is setting in. And we are worried about whether or not they are
going to share in the appreciation?

If it was left up to me—and let FOX News get this right—I
would nationalize the whole industry.

I yield back the balance of my time. You don’t have to say any-
thing if you don’t want to.

Mr. CoNYERS. Well, maybe you should say just a little something.

Mr. MAYER. Ms. Waters, first, I would say I appreciate all your
passion for this and also that you really are doing something that
is important to help homeowners. And I have written substantially
on the impact of subprime, on where it was located, and to whom
it is coming. And you will see more research very soon that looks
at that question. And it is depressing.

But this is about getting out of the crisis. In many cases, the
servicers were contractually prohibited from modifying a loan until
it defaulted. There are terrible provisions in these pooling and serv-
icing contracts. It has nothing to do with whether the servicers
were good people or bad people. Their contract said this is what
you have to do. And they were following the contracts. And they
are bad contracts.

And I have proposed that we get rid of these restrictions that are
stopping us from modifying loans. So this is—I think, this is sort
of a significant problem, and this is not an academic exercise.
There is real evidence that people lending their own money have
behaved differently, work out loans more frequently, and stop fore-
closures more. Real evidence from what is happening that suggests
that that is true.

So I do think that this is a serious problem, but I also think that,
you know, much as I would like to wipe out everything, if we were
to wipe out all the negative equity in this country in housing, we
would be looking at $2 trillion to $3 trillion—actually, probably
more than that.

That $2 trillion to $3 trillion, the Federal Government can’t even
run Fannie and Freddie right at the moment. Hopefully, the new
Treasury will be able to be effective at this. But how are we going
to run Citi? How are we going to get them to make sensible deci-
sions? We are just incapable as a Government of running the finan-
cial system nationalized.

And the idea that we would just take losses of $2 trillion to $3
trillion is just simply an extraordinary thing. I think we have to
get out of this crisis. We have to stop foreclosures. But I think
there is a way—there are ways to do it without completely bank-
rupting our financial system and taxpayers.

And I think——

Ms. WATERS. No. I think you go too far when you assume that
we can’t do loan modifications and the banks still make money.

If you take a look at what the market interest rates are now and
you take a look at the interest rates that many of our homeowners
are saddled with, and the take a look at how much money has been
made on these extraordinary interest rates by a whole lot of people
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up the line, the reduction to 4 percentage points now would not be
sacrifice at all.

And I do believe that we could do more wholesale reduction of
interest rates similar to where Sheila Bair is going with some of
this and still they will not lose money.

Mr. MAYER. Sheila Bair, even with her own performance at
IndyMac, was unable to modify loans that IndyMac had as a third-
party servicer when she could do them as her own loans.

These contractual restrictions are really serious, and Sheila Bair
said so as running the FDIC. So the kinds of things she was doing
were things that she did with IndyMac’s own portfolio. But the
securitization portfolio, she couldn’t do it.

Ms. WATERS. Well, what we are finding is, first of all, they are
not any contracts that say you may not modify loans. They are just
a very few of those. I have done a lot of them. And it has only come
up, you know, very seldom that they are written in the contract.

What you are referring to is the ability of the investor to sue the
servicer because the servicer did not make every effort to collect
the money in the way that they thought they had contracted for it
to do. And we are willing to limit liability in these cases. We are
willing to do some of that.

And that is really what I want to hear from people as we get on
the same track about how to deal with this problem. I am not in-
terested for 1 minute in crying tears of some of these predatory
lenders who knew exactly what they were doing. And, as a matter
of fact, when you talk about Fannie and Freddie, not many people
will say it, but it has been documented that Mozilo over at Coun-
trywide said you will take our crap or we will stop doing business
with you.

And in a highly competitive market where they were—they were
writing so many mortgages, to talk about squeezing out both
Fannie and Freddie, who once had good underwriting standards
and fair play, then that is what caused the problem.

Mr. MAYER. Right. I would just make one other comment, which
is that they are all—some versions of this bill in the Senate, any-
way, restricted the bill solely to so-called subprime and Alt-A loans
which are loans which had these adjustable rate provisions in them
or negative amortization. Such a provision would deal with them
is leading loans and leave away from it the bulk of fixed-rate or
much more standard kinds of loan contracts.

So this bill goes well beyond, what I agree with you, were hor-
rible practices by the industry. And somehow, if we could go back
and grab all those bonuses and all the other stuff from people who
made money, I think we would all agree that they should have to
pay a price for having done this. It is just not feasible to do it.

We can’t get that money back, but we do have to make the best
of the circumstances that we are in and try and help homeowners
and protect taxpayers and, as well, not destroy the financial system
which is our

Ms. WATERS. Well, I know that you have been very generous, and
I thank you. And we could do that by writing down interest and
writing down the principle.

Mr. CoNYERS. Trent Franks?
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Mr. Franks. Well, thank you, Mr. Chairman. Mr. Chairman,
first, I would like to ask unanimous consent to place a previously-
written statement that I have for the record because I was in an-
other Committee. You and, I think, the Armed Service Committee
deliberately try to schedule your Committees all at the same time.
This has been my experience.

And so I would like to do that without objection.

Mr. CoNYERS. Without objection, so ordered.

[The prepared statement of Mr. Franks follows:]

PREPARED STATEMENT OF THE HONORABLE TRENT FRANKS, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF ARIZONA, AND MEMBER, COMMITTEE ON THE JUDI-
CIARY

Mr. Chairman, I know that everyone here would agree that we are facing a fore-
closure crisis and that this crisis continues to negatively impact the broader econ-
omy.

As we search for solutions, I believe we should be extremely wary of the one we
are considering today. In the last Congress, we held three hearings in the Commer-
cial and Administrative Law Subcommittee on amending the Bankruptcy Code to
allow for modification of home mortgage loans. Throughout those hearings and our
consideration of this legislation in the last Congress, I was unconvinced that mort-
gaé,fe bankruptcy legislation was in the nation’s best interest. I remain unconvinced
today.

In the last Congress, proponents of this legislation continually asserted that bank-
ruptcy relief was the way to go because taxpayers wouldn’t have to bear any cost.
Bankruptcy relief, proponents asserted, is “costless.”

I suspect that same argument will be made today. Yet, no matter how many times
the argument is repeated, the fact of the matter is that allowing mortgages to be
modified in bankruptcy will impose real costs not only on first-time homebuyers, but
ultimately on the U.S. taxpayer.

Through Freddie Mac, Fannie Mae, the Federal Housing Administration, the
FDIC’s takeovers of Washington Mutual, Indy Mac and other failed institutions, and
government guarantees for debt from loans to AIG, Citigroup, and Bank of America,
the taxpayer will be on the hook if mortgage cramdown during bankruptcy is en-
acted. Taxpayers will bear the risks as borrowers move to cram-down the principal
on their home mortgages.

This legislation will also impose costs on future borrowers when they look to pur-
chase a new home or refinance. In order to account for the increased risk that mort-
gage loans will present if they can be modified in bankruptcy, lenders will be forced
to alter their lending terms. Lenders will make smaller loans and impose higher
costs on borrowers. This will lead to fewer Americans being able to afford to pur-
chase homes in the future.

While some may find this result acceptable, we do not want to limit Americans’
ability to purchase housing based on artificial costs imposed by mortgage
cramdowns. This is especially the case when we consider that 52 million borrowers
are current on their mortgages, while 5 million are delinquent. Mr. Chairman, the
vast majority of borrowers are able to make their scheduled payments. Why would
we do this knowing that we will put all future borrowers at risk?

Mr. Chairman, this legislation is problematic. It will impose costs on taxpayers,
on future borrowers, and I believe will negatively impact other efforts at stemming
the foreclosure crisis.

There are many more targeted efforts underway aimed at keeping people in their
homes. And we should give those programs a chance to work and allow the housing
market to re-adjust rather than turning to unwise legislation that penalizes even
those who made economically sound decisions.

I look forward to the witnesses’ testimony and yield back the balance of my time.

Mr. FRANKS. And then I would also, if it is without objection, like
to insert three documents into the record. The first document is the
written testimony of Todd Zywicki. Professor Zywicki teaches bank-
ruptcy law at the George Mason School of Law and has testified
several times before the Committee.
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The second is the Joint Statement of several leading financial in-
stitutions including—including associations—including the Amer-
ican Banker’s Association, Independent Community Bankers of
America, and the Financial Services Round Table.

And the final one is a letter from the Department of Housing and
Urban Development regarding these bankruptcies proposals. In the
letter HUD states that these bills will lead to higher mortgage
costs for most borrowers.

Mr. CONYERS. There are no objections. So ordered.

[The information referred to follows:]

WRITTEN SUBMISSION OF
PROFESSOR TODD J. ZYWICKI
GEORGE MASON UNIVERSITY SCHOOL OF LAW

HEARING OF THE
SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW
COMMITTEE ON THE JUDICIARY
UNITED STATES HOUSE OF REPRESENTATIVES

JANUARY 22,2009
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1t is my pleasure to provide this submission on the topic of mortgage modification
in bankruptcy. The nation faces a foreclosure crisis of historic proportions and many
homeowners are in deep financial trouble. And there is an understandable desire to “do
something” to try confront the problem. Amending the Bankruptcy Code to permit
modification of home mortgages must appear especially tempting as a political matter
because it doesn’t appear to require further expenditure of public funds, thus it appears to
be “free” to Washington. Allowing mortgage modification will provide a windfall for
some troubled homeowners, but its costs will be borne by aspiring future homeowners
and any American who uses credit of any kind, from car loans to credit cards. The ripple
effects could deepen the troubles the currently roiling America’s consumer credit
markets. Finally, because of the federal takeover of Fannie Mae and Freddie Mac, the
losses incurred in bankruptcy may eventually come back to the taxpayers anyway.

Called “cramdown” in bankruptcy lingo—because it permits the borrower to
“cram the new deal down the throat of the lender”—the ability to modity mortgages in
bankruptcy has been allowed for the past thirty years for commercial property,
investment properties and vacation homes, and until a few years ago, cars. Butit has

never been allowed for homeowners’ primary residences. Now is not the time to start.

Allowing Cramdown will Increase the Risk of Home Mortgage Lending

Allowing borrowers to rewrite their mortgages in bankruptcy will increase the
risk of mortgage lending at the time loans are made. Increasing the risk will increase the
overall cost of lending, which in turn will require future borrowers to pay higher interest

rates and especially higher upfront costs, such as higher downpayments and points.
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Empirical studies of residential real estate markets overwhelmingly demonstrate that
there is no free lunch—increasing borrower protections from creditors on the back-end of
aloan invariably increases the risk and thereby the cost of borrowing on the front end.
And riskier borrowers who are the most likely to file bankruptcy will find themselves
particularly adversely affected or even excluded from the market completely (or pushed
back into high-cost subprime loans). Those who do get loans will have higher monthly
payments than they would otherwise—which could, ironically, make them more prone to
being pushed into bankruptcy.

A recent study of the impact of the Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 (“BAPCPA”) confirms this finding in the context of cramdown
specifically.! Among its provisions, BAPCPA eliminated the power of debtors to
cramdown most automobile loans. By reducing the risk of automobile lending, BAPCPA
resulted in lower interest rates on car loans for consumers, with the specific effects

varying among states.

Allowing Cramdown of Mortgages Could Dramatically Increase Bankruptcy
Filings and Have Spillover Effects on Other Consumer Credit

Allowing mortgage modification in bankruptcy could unleash an unprecedented
torrent of bankruptcies. To gain a sense of the potential size of the problem, about
800,000 American families filed bankruptcy last year; this year, the weakening economy
and rising unemployment has already pushed the number near one million. By recent

count, some 5 million homeowners are currently delinquent on their mortgages and some

! Donald P. Morgan, Benjamin Iverson, & Matthew Botsch. Seismic Effects of the Banlauptcy Reform,
FEDERAT. RESERVE, BANK OF NEW YORK STAFF REPORTS, Staff Report No. 338 (Nov. 2008).
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12-15 million homeowners are “underwater” on their mortgages. If even a fraction of
those homeowners file bankruptcy in order to reduce their interest rates or strip down
their principle amounts to the value of their homes, we could see an unprecedented surge
in bankruptcy filings.

Finally, once bankruptcy is filed, it won’t just affect the mortgage but will sweep
in all of the bankrupt’s other debts, including credit cards, car loans, medical debt, and
any other debt. Thus, what started as a mortgage problem could have the ripple effect of
destabilizing the market for all other types of consumer credit. When combined with the
high likelihood that a surge of bankruptcy filings would follow, there could be a serious

negative effect on already-precarious credit markets.

Cramdown Will Likely Increase the Possibility of Bankruptcy Abuse

Because of record-low interest rates and the foreseeable prospect that home
prices eventually will begin to rise at some point in the future, borrowers have strong
incentives to file bankruptcy to strip-down their mortgage principle and reduce their
monthly payments with the knowledge that if they sell their house sometime in the future
they will be able to capture any appreciation during that period. Traditionally, the ability
to modify consumer debt was limited to depreciating assets like cars and boats, thus this
temptation for strategic behavior was mitigated because borrowers had little prospect of
profiting because the property was unlikely to increase in value in the future.
Nonetheless, even modification of car loans was made substantially more difficult by the

2005 bankruptcy law amendments—precisely because it was thought that too many
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consumers were rewriting car loans in bankruptcy and thereby imposing excessive losses
on the automotive lending industry.

Moreover, the primary effect of cramdown will be to increase this potential for
abuse. In theory, cramdown permits a bankruptcy judge to modity both the interest and
principal on a homeowner’s mortgage. But the Supreme Court has noted that to fully
compensate the lender, the interest rate on a cramdown loan must be set at the market rate
of interest, considering the risk of the borrower and the loan itself. See 7ill v. SCS Credit
Corp., 541 U.S. 565 (2004). A market-based cramdown interest rate would have to
consider the unusual nature of the mortgage—including the fact that the borrower himself
often was a highly risky borrower to begin with (especially in the subprime market), that
the already-risky borrower has become recognized as even more risky by having filed
bankruptcy, and finally that the cramdown loan itself has a 100% loan-to-value ratio, the
exact sort of high-risk loan that brought the current crisis about in the first place. Given
the risk of the borrower and the loan, few borrowers would seem to be actually entitled to
an interest-rate reduction if the interest rate is actually set at the “market” rate of interest.
This suggests that bankruptcy judges who do reduce interest rates often will be setting the
interest rate below the actual realistic market rate. Or, alternatively, that the debtor is
seeking mortgage modification for the purpose of writing down the principal on the loan,
rather than for an interest rate reduction.

Advocates of mortgage modification believe that concern about an adverse credit
mark will deter consumers from gaming the incentives created by the opportunity to
rewrite their mortgages. Experience and common sense suggests that this blind faith

unfortunately is misplaced. Delinquency and foreclosure also damages one’s credit
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report, yet news reports indicate a growing number of homeowners who are voluntarily
walking away from underwater mortgages and allowing foreclosure. And the opportunity
to strip-off tens or hundreds of thousands of dollars of debt and to even write-down one’s
interest rate to boot is one that many homeowners will find difficult to resist.

An Appendix to this submission contains a detailed discussion of the causes of
default and foreclosure on home mortgages. Not all foreclosures are triggered by
financial distress and a proper remedy for foreclosures must rest on a proper

understanding of the causes of foreclosure.

Cramdown of Vacation Homes and Investment Properties are
Distinguishable

It is true that current law permits modification of mortgages on vacation homes
and other investment properties, but few bankruptcy filers own beach homes and even
fewer still are likely to file bankruptcy just to avoid foreclosure on a vacation home
(unlike their primary residence). Second homes also are essentially considered business
property under the bankruptcy laws, thus while the comparison has emotional appeal it is
misplaced as a logical matter. The relative paucity of vacation homes in personal
bankruptcy cases also means that any increased cost from allowing modification in
bankruptcy is likely to be relatively small and impacting only those wealthy enough to be
in the market for investment vacation property. Moreover, lenders knew that they were
lending for business purposes when those loans were made and priced them accordingly.

This is not the case for residential mortgages.
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Conclusion
It is understandable why amending the bankruptcy code to allow modification of
mortgages is political attractive, but it is a poor solution for today’s mortgage problem.
Consumer bankruptcy is a relatively blunt instrument that is designed to give a fresh start
to households that have a general debt problem, either because of general indebtedness or
some unexpected financial shock (such as unemployment or divorce) that has left them
unable to pay their bills. Tt is not well-designed to deal with the type of surgical
intervention implied by the mortgage crisis. Solutions focused on resolving the mortgage
problem may be more costly than allowing mortgage modification in bankruptcy, but
they are much more likely to be effective and will have many fewer unintended
consequences than allowing mortgage modification.
To the extent that it is felt appropriate to nonetheless permit cramdown of home
mortgages, it would be prudent to consider the following limitations, among others:
¢ Limiting cramdown to high-interest loans for which market-based interest
rates may actually result in a reduction in interest rates;
e Severely limiting repeat-filings to prevent borrowers from using
bankruptcy as a device to stave off legitimate foreclosures;
e Providing for some amount of equity recapture for lenders if the borrower
sells the house for a profit after an equity stripdown;
e Making cramdown retrospective only for loans issued before a certain

date.
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Appendix: Analyzing Foreclosures

Home foreclosures may result from two conceptually distinct, although practically
overlapping, reasons. See Todd J. Zywicki and Joseph Adamson, 7he Law and
Lconomics of Subprime Lending, 80 U. CoLo. L. REv.  (Forthcoming 2009), available

at hitp://papers.ssro.comy/sol3/papers.cfim?abstract id=1106907 . First, foreclosure may

result from economic distress, resulting in a borrower who wants to keep his home but is
unable to do so. This may be an unexpected income shock, such as unexpected job loss,
or an unexpected increase in expenses, such as an increase in the interest rate on an
adjustable-rate mortgage. But second, foreclosure may result from a debtor’s decision to
walkaway from a home that has fallen in value and is now “underwater.” Both theories
appear to have some explanation in the current environment. Treating the foreclosure
crisis as one of primarily economic distress, however, may open the door to abuse by
those who opportunistically avail themselves of bankruptcy in order to game the system.”

Interest rate resets connected to adjustable-rate mortgages helps to explain the
rapid rise in foreclosure rates. Moreover, it helps to explain the spread of the foreclosure
contagion beyond the subprime market into the prime market in many areas. First,
consider the trends on foreclosures on subprime mortgages. Figure 4-12 shows the trends
for foreclosures starts for subprime mortgages since 2002.

Figure 4-12

% The following discussion is adapted from Todd J. Zywicki, Bankruptcy Law and Policy in the 21"
Century (Forthcoming 2009, Yale University Press).
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On the other hand, ARM-related payment shock does not provide a
comprehensive explanation of all foreclosures. One factor that has been often-cited as a
cause of rising foreclosures are so-called “hybrid” mortgages, that have an initial fixed
period of two or three years (usually at below-market interest rates) followed by
adjustable rates for the duration of the loan. It is contended that these hybrid mortgages
are “exploding” mortgages that start with extremely low rates during the fixed-rate period
of the loan but then “explode” to extremely high rates after the interest rate reset. But it
is doubtful that this phenomenon can explain the rise in foreclosures, at least the early
wave. One estimate of subprime loans facing foreclosure in the early wave of
foreclosures found that 36% were for hybrid loans, fixed-rate loans account for 31%, and
adjustable-rate loans for 26%.” Of those loans in foreclosure, the overwhelming majority
entered foreclosure before there was an upward reset of the interest rate.® Most defaults
on subprime loans occur within the first 12 months of the loan, well before any interest
adjustment.” For those borrowers who actually undergo an interest-rate reset, the new

rate is higher, but not dramatically so when compared to the original rate.* On average,

among subprime loans with initial below-market “teaser” rates, one study predicts that 32% of loans with
initial teaser rates eventually will default as a resull of interest rate resel, but only 7% of market-rale
adjustablc loans will default duc to resct. CHRISTOPHER L., CAGAN, MORTGAGE PAYMENT RESET: THE
ISSUE AND THE IMPACT 44 (2007).

3 James R, Barth et al., Mortgage Marker Turmoil: The Role of Interest-Rate Resets, in SUBPRIME
Mor1GAGE DATA SeRIES (Milken Inst.) (2007); C.L. Foole, K. Gerardi, L. Goelle, & P.S. Willen,
Subprime Facts: What (We Think) We Know abou! the Subprime Crisis and What we Don’(, FED. RES.
BANK BOSTON PUBLICLY POLICY DISCUSSION PAPER 08-02 (2007); C. Maycr, K. Pence, & S.M. Sherlund,
The Rise in Mortgage Defaults: Facts and Myths, ). ECON. PERSPECTIVES (Forthcoming 2008).

¢ Barth, supra note. Of those subprime loans in foreclosure, 37 percent of 2/28 hybrids and 83 percent of
3/27 hybrids “had not yet undergone any upward reset of the interest rate.”

" Mayer, Pence, & Sherlund, The Rise in Morigage Defaulls at 11, Shane Sherlund, The Past, Present, and
Future of Subprime Mortgages, Federal Reserve Board (Scpt. 2008): Kristopher Gerardi, Adam Hale
Shapiro, & Paul S. Willen, Subprime Outcomes. Risky Mortgages, Homeownership Experiences, and
lioreclosures, Federal Reserve Bank of Boston Working Paper No. 07-15. Mayer, Pence, and Sherlund
find a dramatic rise in “early payinent defaults” well before any interest rate adjustiment takes place.

¥ See C L. Foote, K. Gerardi, L. Goctte, & P.S. Willen, Subprime Facts: What (We Think) We Know about
the Subprime Crisis and What we Don 't, FED. RES. BANK BOSTON PUBLICLY POLICY DISCUSSION PAPER
0802 (2007).



144

the rate for subprime borrowers from the period 2003-2007 adjusted from an initial rate
of about 8 percent to about 11 percent. Economists Anthony Pennington-Cross and
Giang Ho find that the transition in a hybrid loan from an initial fixed period to the
adjustable rate period results in heightened rates of prepayment, not default.” They also
find that the termination rate for subprime hybrid loans (whether by prepayment or
default) is comparable to that of prime hybrid loans. Other studies have also documented
a dramatic rise in early payment defaults, an absence of rising defaults at the time of
interest-rate adjustments, a tendency toward prepayment rather than default around the
time of reset, and an absence of evidence of “exploding” rates. In light of these facts,
economists have almost universally concluded that hybrid mortgages (at least alone)
cannot explain the rise in foreclosures. After examining the evidence, several economists
from the Boston Federal Reserve flatly state, “Interest-rate resets are not the main
problem in the subprime market.”"

Economists generally conclude that of more importance to foreclosures is falling
house prices—the interest rate on a mortgage, whether “exploding” or not, is largely
irrelevant if the borrower can refinance or sell out of the mortgage. It is only when the
borrower is unable to sell or refinance that the interest rate matters, thus hybrid
mortgages (or adjustable rates generally) matter for foreclosures only in a falling real
estate market. Mortgages with positive equity tend to terminate in a prepayment of the

mortgage (either as the result of a sale or refinance) whereas those with negative equity

? See Anthony Pennington-Cross & Giang Ho, 1he Termination of Subprime Hybrid and I'ixed Rate
Morigages 18 (Fed. Reserve Bank of St. Louis, Working Paper No. 2006-042A, 2006).

"% Christopher L. Foote, Kristopher Gerardi, Lorenz Goctte, and Paul S. Willen, Subprime Facts: What (We
Think) We Know about the Subprime Crisis and What We Don't, FED. RES. BANK OF BOSTON PUBLIC
Poricy DIscUsSSION PAPERS 2 (May 30, 2008).
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tend to terminate in foreclosure.!' As one report concludes, “Without home price
increases, hybrid loans will surely exacerbate the foreclosure problem if interest rates
reset upward, but they are not the basic cause of it.”'* Finally, to the extent that hybrid or
adjustable-rate loans are associated with higher levels of default and foreclosure, this may
be a result of a selection effect bias rather than a reflection of the products themselves—
borrowers with the most fragile finances are those most likely to choose (or accept) an
ARM or a hybrid loan with a teaser rate, and thus their propensity to default may reflect
their underlying riskiness rather than the riskiness of the products that they choose."

The relationship between ARMs and foreclosures appears to have been a
manifestation of the unique circumstances of the past several years rather than an
inherent problem of ARMs. The percentage of ARMs in the market have been much
higher at times in the past yet they did not previously result in the surge of foreclosures
that have resulted in the most recent environment. In fact, adjustable-rate mortgages are
the norm in most of Europe and the rest of the world without the catastrophic events that
have transpired in the United States in recent years."* The primary difference, it appears,
was that in the United States in the past where the yield-spread between ARMs and
FRMs became larger, this reflected a general downward trend in interest rates, with

ARMs falling ahead of FRMs and FRMs eventually declining as well. In the most recent

! Anthony Pennington-Cross, The Duration of Forectosures in the Subprime Morigage Market: A
Competing Risks Model with Mixing 4-5 (Fed. Reserve Bank of St. Louis, Working Paper No. 2006-027A,
2006).

"> Barth et al., supra note 5, at 2.

'3 See Ending Mortgage Abuse: Safeguarding Homebuyers: Hearing Before the Sen. Subcomm. on Hous.,
Transp. and Cmty. Dev. of the Sen. Comm. on Banking. Hous., and Urban Affairs, 109th Cong. 5 (2007)
(statement of Anthony M. Yezer. Professor of Econ., George Washington University).

! Richard K. Green & Susan M. Wachter, The American Morigage in Iistorical and International
Context, 19 J. ECON. PERSP., Fall 2005, at 93, 107-08 (2005). Most other countrics also have shorter
mortgage maturity payments combined with a final balloon payment in contrast to the 30-year fixed-rate
self-amortizing mortgage that is standard in the United States.

13
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iteration, however, the interest-rate on ARMs was pushed artificially and unsustainably
low, thus the eventual interest rate reset resulted in the interest rate on ARMSs rising back
to the level of FRMs, rather than FRMs falling to the level of ARMs (as was generally
the case in the past). It is difficult to argue that ARMs per se are therefore unreasonably
risky; it is only when ARMs are combined with a monetary policy that pushed short-term
interest rates to unsustainably low rates (as was the case from 2001-04 in the United
States) that ARMs became a problem.

The decision to maintain homeownership or default and allow foreclosure can be
modeled as a financial option. In the option model, the decision to permit foreclosure is
driven primarily by a change in the underlying value of the asset. Where the option is “in
the money” (i.e., the home is worth more than the amount owed) the homeowner can treat
the house as a “call” option—if the homeowner is unable or unwilling to make her
monthly payments (perhaps because she is moving) then she can either sell the home or
refinance it and pay off the underlying mortgage. Thus, the option to allow foreclosure is
of low value to the homeowner in a rising market because the homeowner can instead sell
or refinance the house and pocket the equity. But where the house has negative equity
(often referred to as “under water” or “upside down”), then the consumer has a put
option—either she can continue to pay the mortgage and retain ownership or exercise the
“option” to default and allow the lender to foreclose. If this option increases in value or
becomes less expensive to exercise, homeowners will become more likely to exercise it.

Under the option theory of foreclosure, therefore, the decision to allow default is
essentially a voluntary and rational response to the incentives created by the change in

value of the asset—the borrower could continue to service the loan but chooses not to.
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Default and foreclosure result because the borrower strategically chooses the option of
foreclosure over the option of continued payment of the loan. Disentangling the distress
and option hypotheses is difficult, because housing prices are inversely correlated with
interest rates—as interest rates rise, housing prices will tend to fall.

Empirical studies traditionally have tended to support the option theory of
foreclosure.'” For instance, even though interest rates generally rise uniformly across the
country, the foreclosure rate is lower for residential real estate where price appreciation
has been higher.'® This suggests that in deciding whether to default the primary
consideration by homeowners is the amount of equity that they have accrued in their
property (which might be lost in the event of a foreclosure) rather than “payment shock”
resulting from an unexpected rise in interest rates. Similarly, those who have drawn
against accumulated home equity through home equity loans or junior liens exhibit a
greater propensity to default than those who have retained their equity."”

The relationship between home price appreciation and foreclosures is striking—

foreclosure rates show a close inverse relationship to changes in house prices:

'* See Kerry D. Vandell, I[fow Ruthless Is Mortgage Default? 4 Review and Synthesis of the Evidence, 6 J.
HOUSING RES. 245 (1995); James B. Kau & Domnald C. Keenan, An Overview of the Option-Theoretic
Pricing of Mortgages, 6 J. HOUSING RES. 217 (1995); Patric H. Hendershott & Robert Van Order, P’ricing
Morigages: An Interpretation of the Models and Resulis, 1 ]. FIN, SErvicEs Rus. 19 (1987).

! Mark Doms, Frederick Furlong & John Krainer, [ouse Prices and Subprime Mortgaged Delinquencies
1-2 (FRBSF EcON. LETTER NoO. 2007-14, 2007); Brent W. Ambrosc, Charles A. Capone, Jr. & Yongheng
Deng, Optimal Put Fxercise: An Empirical Fxamination of Conditions for Mortgage Foreclosure, 23 J.
REAL EST. FIN. & EcoN. 213, 218 (2001) (higher default rates where home price appreciation slower);
Kristopher Gerardi, Adam Hale Shapiro & Paul 8. Willen, Subprime Qutcomes: Risky Mortgages,
IHomeownership Experiences, and Foreclosures 2-3 (Fed. Res. Bank of Boston, Working Paper No. 07-15,
2008), available at http://www bos.fib.org/cconomic/wp/wp2007/wp0715.pdf (concluding that dramatic
rise in Massachusetts foreclosures in 2006-07 resulted from decline in house prices beginning in summer
2005); Ellen Schloemer, Wei Li, Keith Ernst & Kathleen Keest. /.osing Ground: [‘oreclosures in the
Subprime Market and Their Cost to Homeowners, CRL Rus, Ruports, (Clr. for Responsible Lending,
Durham. N.C.), Dec. 2006, at 1, 13.

'7 See Michael LaCour-Little, Equity Dilution: An Alternative Perspective on Mortgage Default, 32 REAL
ESTATE ECON. 339, 369 (2004).
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result, they bore little cost from permitting default and foreclosure on these homes—in
short, they were functionally the same as renters, not homeowners. Permitting cramdown
of home mortgages will be particularly advantageous to these borrowers, giving them a
second opportunity for their home to appreciate in value and engage in a subsequent
home-flipping.

Loans with little or no down payments (such as those with high LTV or
mortgages combined with piggyback loans) offer an unusually powerful incentive to
default if property values fall ** Lower downpayments are correlated with higher rates of
default? and lower LTV ratios are reflected in lower risk premiums in interest rates.”
One study found that conventional mortgages with loan-to-value ratios at origination of
91-95% were twice as likely to default as loans with LTVs of 81-90% and five times
more likely to default than those with LT Vs of 71-80%.%

The incentives to “walk” are especially strong in those states with antideficiency
laws that limit creditor’s remedies to foreclosure without the right to sue the borrower
personally for the deficiency.” Empirical evidence indicates that foreclosure default and
foreclosure rates are higher where law limits lender recourse through antideficiency laws.

In a study of the neighboring provinces of Alberta and British Columbia in Canada,

? In fact, LaCour-Little, et al., conclude that negative equity for homes in foreclosure are more often the
result of post-purchase cash-out relinancing or hoimne equity loans are more responsible for the presence of
negalive cquity (han housing price declines. See LaCour-Liltle, Roscnblatt & Yao, at 20.

2 See id.

2 See Ellichausen, Staten, & Steinbuks, at 43-44.

» Robert B. Avery, Raphael W. Bostic. Paul S. Calem, & Glenn B. Canner, Credit Risk, Credit Scoring,
and the Performance of Home Mortgages, 82 Fin. RiiS. BulL. 621, 624 (1996).

# See Michael T. Madison, Jeffry R. Dwyer, & Steven W. Bender, 2 Tii; Law or Real Estaty
FINANCING §12:69 (Dcc. 2007), available in Westlaw REFINLAW § 12:69. Tt is difficnlt to cstimatc
exactly how many states have antideficiency laws as foreclosure rules vary a great deal from state to state,
but an approximation may be about 15-20 states including many larger states. See United States
laws). In addition, cven in states where lenders may seck a deficieney. borrowers may be judgment-proof
because of a general lack of other assets, as those with assets presumably would be more likely to provide a
downpayment in the first place and would not be as likely to be in a negative equity position in their house.

17



150

Lawrence Jones found that “in a period of sizable house-price declines, the prohibition of
deficiency judgments can increase the incidence of default by two or three times over a
period of several years”® Similarly-situated borrowers with negative home equity (that
is, where they owe more than the value of the house) “will be observed defaulting in

antideficiency jurisdictions but not where deficiencies are truly collectible.”®

In fact, in
Alberta (which had an antideficiency law) 74% of those who deliberately defaulted had
negative equity; in British Columbia (which permitted deficiency suits) only one
homeowner defaulted with negative book equity.?” Other researchers have also found
that prohibitions on deficiency judgments tend to produce higher delinquency®® and
default rates.” Limits on collection of deficiency judgments in FHA and VA loans may
also explain the higher default rates on those loans compared to private market loans *
Because the presence of antideficiency laws increases the risk of lending, these laws also
are associated with higher interest rates and other costs, such as higher required

downpayments, especially among those marginal borrowers who would be expected to be

the most likely to default® This increase in interest rates and other costs may also

* Lawrence D. Jones, Deficiency Judgments and the lixercise of the Default Option in Home Mortgage
L(o(ms, 36 J.L. & Econ. 115, 135 (1993).

“d.

7 Id. at 128-29. Jones states that the one defaulter in British Columbia reportedly left the country. Id. at
129.

* Brent W. Ambrose & Richard J. Buttimer, Jr., Embedded Options in the Morigage Contract, 21 J. REAL
ESTATE FIN. AND ECON. 93, 105 (2000).

2 Ambrosc, Caponc & Deng, supra note 16, at 220.

* Brett W. Ambrose, Richard J. Buttimer. Jr., & Charles A. Capone, Pricing Mortgage Default and
Foreclosure Delay, 29 ). MONEY, CREDIT & BANKING 314, 322 (1997).

! Ambrose, Buttimer, and Capone note that the higher risk of FHA and VA loans associated with limits on
deficiency judgments conlributed (o a subslantial increase in the insurance premiums charged by those
lenders. Id. See also Pence, at 177 (finding that average loan size is smallcr in states with defaulter-
friendly foreclosure laws); Jones, supra note 25 (higher downpayments; Mark Meador, The Effects of
Mortgage Laws on Home Mortgage Rates, 34 J. ECON. & Bus. 143, 146 (1982) (estimating 13.87 basis
point increase in interest rates as a result of antideficiency laws): Brent W. Ambrose & Anthony B.
Sandcrs, Legal Restrictions in Personal Loan Markets, 30 J. REAL ESTATE FIN. & ECON. 133, 147-48
(2005) (higher interest rate spreads in states that prohibit deficiency judgments and require judicial
foreclosure procedures); U.S. DEPT. OF HOUSING AND URBAK DEVELOPMENT, A STUDY OF CLOSING COSTS
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increase financial distress and thereby contribute to higher foreclosures at the margin.
Moreover, if it is the case (as it appears to be) that the propensity for default and
foreclosure is a function in part of state laws regarding the collection of deficiency
judgments and judicial foreclosure actions, and that lenders have already priced that risk
ex ante in the loan, this raises questions about the propriety as a matter of equity and
efficiency of governmental “bail outs” for distressed borrowers and lenders. Put
alternatively, if California’s high foreclosure rate is in part a function of California’s
extremely borrower-friendly laws one can question whether taxpayers and homeowners
from the rest of the country should be taxed (directly or indirectly through higher interest
rates and tighter credit) to essentially bribe California homeowners not to walk away
from their mortgages.

Many of the states with antideficiency laws, such as California and Arizona®, are
also among the states with the highest foreclosure rates. Other high-foreclosure states,
such as Nevada and Colorado, have laws that limit the amount that lenders can recover
from borrowers, but which do not bar deficiency judgments completely. Antideficiency
laws also appear to affect homeowners’ incentives to maintain their property—
homeowners in states that have antideficiency laws may be less willing to invest in
maintenance and improving their homes.*® Moreover, although there are costs to

“walking”—particularly the negative effect on one’s credit report—in light of the

FOR FHS MORTGAGES at p. 50 (May 2008) (finding that presence of antideficiency laws raises costs of
loan). Buf see Michael H. Schill, Arn Economic Analysis of Morigagor Protection Laws, 77 VA, L. Ruv,
489, 512 (1991) (finding mixed results for impact of antideficiency laws on forcclosnre rates depending on
specification of regression).

* See Madison, et al., supra note 24.

* John Harding, Thomas J. Micelli, & C.F. Sirmans, Deficiency Judgments and Borrower Maintenance:
Theory and Evidence, 9 J. HOUSING ECON. 267, 271 (2000); see also John Harding, Thomas J. Micelli, &
C.F. Sirmans, Do Owners Take Better Care of Their Housing Than Renters?, 28 REAL ESTATE ECON. 663,
669-70 (2000).
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widespread nature of defaults and foreclosures future lenders may discount the impact of
this adverse event in comparison to prior eras>! In addition, the pure number of
mortgage walkers may underestimate the number of truly voluntary foreclosures because
during the period that a home is in foreclosure the owner ceases making mortgage
payments, thus essentially living rent-free during the foreclosure period. Thus, even if
the owner is willing to permit foreclosure she may nonetheless not simply surrender the
property immediately, but instead take advantage of the opportunities presented by

foreclosure.

3 Harding, Micelli & Sirmans, Owners 1ake Better Care, supra note 132.
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Statement for the Record
Hearing on Bankruptcy Cram Down Legislation

Before the
Committee on the Judiciary
United States House of Representatives

January 22, 2009

‘I'he undersigned organizations respectfully submit the following statement for the record for the January 22,
2008 hearing by the Housc Judiciary Committee on H.R. 200 and H.R. 225 (“Cram down legislation™). We

have and continuc to strongly opposc broad cram down legislation,

Such cram down legislation would give bankruptey judges the broad power to reduce unilaterally the
remaining balance on a mortgage and modify or change the interest rate or term of the loan. Cram down
would be available for all mortgage and other loans sccured by a primary residence. ‘There are no limitations
on the types of mortgages, including prime mortgages, which would be subject to the cram down. Cram
down would mtroduce substantial new risk and uncertainty into first mortgage and home cquity lending and

further undermine the stability of mortgage backed sccuritics.

According to a recent study by Columbia Untversity, cram doven legislation would result in higher interest
rates and reduce the availability of mortgages for many borrowers at a time when consumers and the nation
are already suffering through a severe cconomic downturn.' Morcover, cram down would encourage many
people to file for bankruptey first and would undermine other cfforts to work-out or modify troubled
loans. Bankruptey is an ad hoc process that will overload the courts with millions of new cascs that the

system could not handle quickly or cffectively and the increased costs will be borne by taxpayers.

The housing market is alrcady contracting and cnactment of cram down legislation would make things cven
worsc by injecting cven more risk into the mortgage market, making it harder and more costly for people to
buy and scll homes. Importantly, cram down legislation would disrupt Federal Housing Administration
(FHA) and Veterans Administration (VA) loan programs that account for neatly a third of all new
mortgages and are now the major source of affordable mortgage credit. FIIA/VA programs make
affordable, low-down payment loans possible by insuring lenders against the risk of non-payment. Cram
down would make these loans more risky since the cram down amount is not covered by FHA/VA
insurance. This will drve lenders away from the program and will be bad for veterans, moderate mcome

borrowers, housing recovery, and the economy as a wholc.

" “A New Proposal for Loan Modifications” by Christopher Mayer, Edward Morrison and Tomasz
Piskowski, Columbia University (1/6/09). See link below.
htto:fiwwwd.gsh.colum du/realestate/researchihousi

crisisimartagagemarket?s
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Cram down would be costly to Fannie Mage and Freddie Mac (the “GSFs”), the federal government and
taxpayers. Tor instance, when a mortgage that has been packaged into a mortgage-backed security
guaranteed by the GSTls 1s moditied in bankruptey, the value of the martgage is negatively atfected. The
GSFEs would need to realize a loss on the guarantee, and those losses flow through to the federal
government in its role as Conservator of those institutions and thus to taxpayers. Tn addition, prior to the

enactment of the “Timergency Ticonomic Stabilivation Act” (“TARP”) and recent actions by the Tederal

Reserve, it was private sector parties owning mortgage backed securities (MBS) that would bear any losses
resulting from cram downs. However, under TARD the federal government can buy troubled loans and
MBS. The government has also guaranteed losses trom some large financial institutions. Cram down ot

this debt and MBS would trigger massive lasses for the federal gavernment and taxpayers.

Cram down could also seriously impair the federal government’s commitment to atfordable home
ownership. Under current law, the federal government cannot insure or guarantee the amount that has been
crammed down in a THA or VA loan. This transfers the loss to servicers, which is not the correct result
since the servicer is not the owner of the loan. Therefore, private companies that service mortgages would
have a strong incentive to refuse to service FTTA and VA mortgages. This would mean that the government
would bear the costs and burdens of servicing FTTA and VA loans. As the FITA noted in its January 13,
2009, letter to Representative Neugebauer, it private servicers abandon the market and the federal
government is required to service FHA loans, the federal government and taxpayers would then be required

to absorb the losses associated with cram down.

Better alternatives than bankruptey have been put in place and these can be expanded to enable lenders and

borrowers to work together to modify mortgages to make them more affordable and avoid foreclosures. Tn
particular, we believe that the FDTC’s program on mortgage loan madifications could be an effective tool if
implemented on a nationwide basis and it money trom the Troubled Assets Relief Pragram (TARP) could
be used to suppott the program’s broader availability. There are also other loan modification propasals that
have been put forward that have merit and that could be cffective it adequate funding is provided. The
House Financial Services Committee has recognized that more money is needed for these programs and has
made it clear in legislation pending on the TTouse floor (TT.R. 384) that at least $40 and up to $100 billion of
any further moncy provided by Congress for the TARP program should be used by the Obama

Administration tor programs designed to avert foreclasures.

In addition, the Federal ITousing Administration, which created the FITA Secure program last year, has

helped nearly 410,000 borrowers refinance into more atfordable mortgages. The HOPT. NOW Alliance,

which includes aver 30 market participants, is helping at-risk homeawners avoid toreclosure through more
than 200,000 workouts and loan modifications each month. On December 15, 2008, the housing GSFs,

Fannic Mac and Freddic Mac, working with their regulator and industry parmers, implemented a
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streamlined loan modification program similar to the FIDIC's program for Tndy Mac loans.? Tn July 2008,
Congress passed the TTousing Feonomic Recovery Act, which included the TTope for ITomeowners
program. This legislation established a new FHA program (Hope for Homeowners) with an additional S300
billion in FH A insurance authaority. This program became effective October 1, and is just now starting to be
implemented. TTope for TTomeowners is being expanded and made more flexible to assist maore
homeowners by legislation sponsored by House Financial Services Committee Chairman Frank (H.R. 384;
“TARD 1T,

We look forward to continuing to work with the 11"

Congress, the Obama Administration, and the
regulatory agencies on these and other programs designed to help prevent foreclosures.  In the meantime,
we strongly urge you give these programs time to work and to not put in place broad bankruptey cram

down provisions that would make 1t harder for consumers to buy and sell homes.

American Bankers Association

American Iinancial Services Association

Amertican Secutitization Forum
Consumecr Bankers Association
Independent Community Bankers o
Mortpage Bankers Association
Securities Industry and Financial Markets Association
The Financial Services Roundtable

The Housing Policy Council

U.8. Chamber of Commerce

Ametica

2 Under the terms of the program, borrowers receive a loan modification with a maximum 38% down to
31% housing-to-income ratio through the use of interest rate reduction, amortization term extension,
and in some cases, principal deferment. See explanation of this program at the FDIC’s web site:
hitto/iwws ic.gov/consumersiicans/loanmodiioanmedguide.htmi
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. i L US. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
% “ i l f WASHINGTON, DC 20410-8000
U%"V Dé*li'}:'q

ASSISTANT SECRETARY FOR HOUSING-
FEDERAL HOUSING COMMISSIONER

JAN 13 2009

The Honorable Randy Neugebauer
U.S. House of Representatives
‘Washington DC 20515-4319

Dear Representative Neugebauer:

Thank you for your letter of January 11, 2009, requesting the Department of Housing and
Urban Development’s assessment of the impact of proposals to allow bankruptcy judges to modify
the terms of mortgages of the Federal Housing Administration (FHA) and Ginnie Mae. Thisis a
critical matter for the Department and I appreciate the opportunity to respond.

The key statutory provision of any legislation allowing bankruptcy judges to modify
mortgages that affects FHA, Ginnie Mae, and the entire mortgage market, is removal of the special
status now provided for home mortgages under Chapter 13 of the U.S. bankruptcy code. The
import of that special status is that the courts may ot bifurcate mortgage loans into separate secured
and unsecured pieces, as is permissible with other debts. That special statas was first interpreted by
the U.S. Supreme Court in 1993, and was then codified by the Congress in Section 303 of the
Baokruptcy Reform Act of 1994.!

The Department is concerned about the effects of legislative proposals, such as S, 61 and
H.R. 200, that would remove the special status for principal residences that exists under the
Bankruptcy Act of 1994. The proposed changes would permit the courts to modify or “cramdown”
the principal obligation to an amount equal to the current value of the secured property. The
residual amount owed would then be recast into an unsecured debt obligation.
In Chapter 7 liquidation cases, the secured loan has primacy over sale proceeds of the security
property, while the unsecured piece is grouped with all other unsecured debt in payment priority. In
a Chapter 13 bankruptcy reorganization, payment plans are structured first to cover payments on
secured debts. The Court then determines the amounts the household can afford to pay toward
monthly debt obligations to satisfy unsecured debts, a portion of which may not receive payment.
In either Chapter 7 or Chapter 13 proceedings much or all unsecured debt is not required to be paid
by ths debtor leaving lenders with no option but to write-off the unpaid amount as an uncollectible
debt.”

Impacts of Cramdowns on FHA

"The Court actually ruled first on Chapter 7 cases in Dewsnup v. Timm, 112 8.Ct. 773, 22 BCD 750
(1992), and then on Chapter 13 cases in Nobelman v. American Savings Bank, 113 S.Ct. 2106
(1993). Statutory clarfication was in Title I, section 301 of the 1994 Act and can be found at 11
USsC 1322,

2 It is also the case that many Chapter 13 cases progress to Chapter 7 liquidations where the
unsecured second mortgage is completely written-off by the lender.

www.hud.gov espanol.hud.gov
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FHA insurance coverage for lenders is only on secured debt. Thus, the immediate effect of
a bankruptey court cramdown would be that the lender has an uninsured loss. This would introduce
anew risk to lenders, and create a situation wherein FHA no longer provides 100 percent insurance
coverage of the mortgage amount. Such a change would increase the interest rates charged for
FHA-insured loans as lenders purchase other guarantees to cover that risk. If such guarantees are
not available, or prove to be very expensive, the availability of FHA insurance will be reduced.
Because FHA loans have historically had higher default and foreclosure rates than conventional
mortgages, the interest rate increase for FHA-insured borrowers would be more substantial than it
would be for conventional borrowers.

It S. 61 or H.R. 200 were adopted, every property in jeopardy of foreclosure would also be a
potential candidate for a bankruptcy court cramdown. In theory, Chapter 13 cramdowns would be
limited to borrowers with commitments to their propertics, meaning they have both the willingness
and ability to continue to support the mortgage at some level. However, si gnificant percentages of
current Chapter 13 repayment plans fail and a property foreclosure ensues.

Having the option of a cramdown would increase the attractiveness of Chapter 13 filings
versus working directly with lenders to find an appropriate loss mitigation warkout plan. The
fundamental difference between a bankruptcy cramdown and loss mitigation is that typical loss
mitigation default workouts do not absolve the borrower of any obligation to repay the entire
mortgage.

FHA has been very suceessful with its loss mitigation program. One tool in this program is
known as a Partial Claim. Under this program, FHA pays up to 12 months of mortgage payments to
the lender, on behalf of a defaulted borrower, to bring the loan current. The borrower, in turn, signs
a promissory note to pledge that any future home equity will be used to repay HUD when the
property is sold.> That promissory note bears no interest and is secured by a property lien. If
impleinented, S. 61 and H.R. 200 wouid potentially render these liens to be worthless. Repayment
of those liens today contributes to the health and stability of the FHA Mortgage Insurance Fund. As
of December 31, 2008, FHA had partial claims that totaled $464 million.

Impact of Mortgage Cramdowns on Lenders, Ginnie Mae and Homeowners

To the extent that S, 61 and H.R. 200 add increased credit risk to FHA-insured loans,
financial regulators could choose to implement capital requirements on federally-insured depository
institations that hold such foans on their balance sheets. If FHA loans were considered to have
inereased credit risk for lenders, then financial reguiators could also revisit the rules regarding zero
capital requirements on Ginnie Mae’s mortgage backed securities (MBS).

Ginnie Mae guarantees MBS investors no disruption in mortgage-payment cash flows with

¥ Many borrowers choose to repay the note when they refinance their properties, prior to moving
and selling the home.
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its lenders/servicers responsible for making full pass-throughs to the security trustee until the first-
lien mortgage is paid off. Pass-through payments are based on the original mortgage and not any
new, reduced mortgage created by a bankruptcy court. Thus, even if a borrower is successtul in a
Chapter 13 reorganization plan, the lender would always have a cash-flow shortfall because of the
cramdown. Therefore, lenders will re-purchase Chapter 13 loans out of Ginnie Mae pools and take
the immediate write-off of principal, rather than incur this ongoing responsibility to MBS iuvestors.
Should the lender experience an increase in borrowers that receive cramdowns, its financial status
could be severely impacted. If a lender then has financial difficultics and cannot meet its other pass-
through obligations, Ginnie Mae will step in, take over the servicing portfolio, and itself absorb the
residual loss created by the cramdown.*

There is one additional problem for homeowners who receive court-ordered mortgage
cramdowns: property casualty insurers often lirit coverage to the principal balance of the
mortgage, which is the minimum required for loan approval. If a catastrophic insurable event
occurs, homeowners will be exposed to financial loss because a crammed-down mortgage may not
folly reflect the replacement cost of a property even if it reflects its current market value, The most
likely outcome would be that the lender receives the proceeds of the insurance policy rather than the
property being restored.. As occurred in areas damaged by Hurricane Katrina, this leads to property
abandonment and other problems in those impacted nei ghborhoods.

Conclusion

Proponents of bankruptcy court cramdowns of mortgage loans likely intend to induce
subprime lenders to be more proactive with foreclosure avoidance options. Broad-sweeping
measures that affect all home mortgages fundamentally change the expectations of all parties
involved in housing finance -- from originating lenders, to loan servicers, to mortgage insurers, and
to ultimate investors. Because those parties have outstanding contracts that specify their respective
financial responsibilities to one another, many will be immediately liable for additional costs not
accounted for in the initial transaction. Future mortgage contracts will reflect increased interest
rates to compensate for this increased risk. Interest rates on new loans will increase not only to
cover the projected cost on those new loans but to cover the added cost on outstanding loans as well.

It is the Department’s conclusion that S. 61 and H.R. 200 create 4 fundamental change in the
quality and value of residential real estate as collateral for a mortgage loan. It is this uncertainty that
will lead to higher mortgage costs for most borrowers,

* Ginnie Mae resells these loan-servicing portfolios, but a portfolio with crammed-down mortgages
will sell at a discount that reflects the cramdowns.
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Thank you again for your corresponderice on this important topic, and 1 trust this
information will be useful as Congress contemplates providing bankruptcy judges the authority to
modify mortgages.

Sincerely,

Brian D. Montgomery
Assistant Secretary for Housing —
Federal Housing Commissioner
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Mr. FRANKS. Mr. Chairman, I know that the challenges that we
face are pretty complex. So I guess I will just—before I direct a
couple questions to Professor Mayer—just to point out that the pri-
mary difference between our economy and the socialist economies
of the world—our economy and the Soviet economy at one time—
is essentially what Professor Mayer’s central point was and that is
when people loan their own money, when they do things that will
affect them dramatically one way or the other, they have an en-
tirely different view of how they do it. They still want to make
money. They still want to loan money to—if that is their business.

If their business is selling money—which that is what bankers
do is sell money—they want to sell it, but they want to sell it in
ways they think that are prudent. And when the Government came
in and began to back all of these loans, a lot of the private sector
simply said “Oh, great. The Government is going to back these
loans. That is great. Well we will invest.” And it just created a run-
away train, and I am convinced that we don’t seem to realize that
when we try to do cram-down legislation—these kinds of things
that change the fundamental structure of loans.

What we do is we tell the private sector that they don’t have
anything to—to have any predictability on and one of two things
is going to happen. Either the private sector is going to come to the
rescue of this economy and they are going to come and say “Well,
are we going to try and buy these securities—make the best of it
we can?” Or it is all going to fall on the shoulders of Government,
and if we create—cram down the loans, the private sector is going
to say “Okay. You guys take it.” And we are going to have more
to do with than we possibly know what happened.

Now as to Ms. Waters, I wish you were still here because I will
try to temper my remarks—more since she is not here, but the no-
tion that we should nationalize housing—I cannot think of a better
way to bankrupt this economy completely than that. And I can’t
think of a better way you know—Soviet Union had nationalized
housing.

I was there a few times, and it wasn’t the best plan, and I would
just suggest that if we don’t step back as a Congress and as a peo-
ple and recognize that free markets gave us the most productive
economy and the most powerful Nation that history-humanity—
and still has the hope of bringing us out of this thing, and if we
think that just nationalizing everything and telling what—we will
just blow ourselves up—sooner or later we are going to be trying
to—to repeal the laws of mathematics and thermodynamics eco-
nomically and we are going to be in a situation where nothing can
fix this but a complete depression, and us having to relearn the
fundamental laws of economics. And there are a lot of economists
that can “prefatorymonatomic polysyllabic obfuscations math gym-
nastics and verbal circumlapution” on us to the extent we don’t
know they are talking about, but there still remains that there is
a fundamental reality here.

Productivity is the only way we do it. If we simply cut a hole in
taxpayer’s pocket to fill this hole we still have a hole and the only
thing that can make this economy survive and get stronger is to
incent private sector involvement and productivity. And I suggest
to you that the cram-down legislation here is a way to de-empha-
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size that and cause the private sector to step back even further
than they already are. And so with that I would like to just ask
Professor Mayer to tell us what do you think cram-down legislation
will ultimately say to the private market to those that might be
there with some capital other than taxpayer’s capital.

Mr. MAYER. I mean I think it is clear and you know I, as Pro-
fessor Levitin has, you know some points of agreement that you
know one thing that I think is clear is that the intention of the—
of many proponents including I think explicitly Professor Levitin
are that this—that the idea cram down be made permanently into
legislation and go beyond this, and I think the evidence is abun-
dantly clear that such a permanent change in the law or even a
temporary one is going to raise the cost of credit.

You don’t need an economic model for this. It is really common
sense. If you lend somebody money on something and you take
away their rights to collect on that they are going to lend less
money and they are going to charge more for that money. It is pret-
t%r simple intuition. The evidence for this globally couldn’t be more
clear.

Having spent some time recently in South America with my stu-
dents in countries like Argentina and Brazil where the govern-
ments there do restrict—severely restrict the rights of creditors to
collect on their debts. We understand that home mortgages are not
freely available and very expensive. So whether this is 25 basis
points—it is not 200. I completely agree with Professor Levitin on
this. Whether it is the 5 percent of the population that can’t get
a loan who would have otherwise—we don’t know. It really will af-
fect the cost of credit.

Mr. FRANKS. Yes. Well, Mr. Sherman, I am just closing here. I
am going to suggest to you that the highway of history is littered
with the wreckages of governments that thought that they could
incent and produce—create productivity and maintain productivity
better than the private sector, and I hope we don’t join that litany
because I will tell you nothing has dragged more poor people out
of poverty more than the free markets of the United States of
America. And it is always true that free enterprise is often the un-
equal distribution of wealth, and that is too bad, but socialism is
the equal distribution of poverty. Thank you, Mr. Chairman.

Mr. CoNYERS. Brad Sherman.

Mr. SHERMAN. Chairman, I see myself sitting between Mr.
Franks and where Ms. Waters was sitting—slightly closer to Ms.
Waters. I think divine providence may have sat me in exactly the
right chair. The private sector has much to be said for it—it is now
providing loans at 4.5 percent rate to those with great equity and
great credit. To think that still today even in the worst of times
ordinary working people can buy—borrow 3 or 4 hundred thousand
dollars is amazing and it is not available in an awful lot of other
countries.

Mr. MAYER. Mr. Sherman, I would comment that those mort-
gages are all being underwritten predominately by the Federal
Government through Fannie and Freddie.

Mr. SHERMAN. That is true and so it is not entirely a factor of
the private sector, but then Fannie and Freddie are then selling
those in the capital markets, which are private, but then there is
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an implicit Federal guarantee, which is public and scrambling this
egg would be particularly difficult. Whatever we do to help today’s
homeowners we should try to have the least adverse affect on to-
morrow’s homebuyers, and let us try to come up with something
that raises the cost of future mortgages by 2 or 3 basis points and
not 200 or even 25.

The Professor Mayer said—estimated at 2 to 3 trillion dollars
would be what would be written off if we lowered every home mort-
gage to no more than the fair market value of the home. My staff
has done some research on this. They tell me it is 4 trillion dollars.
We as a society cannot afford 4 trillion dollars. The financial sector
can’t do it. The Government can’t do it. We got the $700 billion dol-
lars to bail out the financial sector in a bill that was discussed on
the floor today and passed last October. Last thing I want to see
is $4—7 trillion dollars.

My hope is that there would be only a slight increase or perhaps
a negligible increase in future home mortgage cost if we convince
the private sector that what we are doing today is a one time re-
sponse to a 100-year event.

That we have done—that we have taken the actions to make
sure that it is not just a 100-year event, it is a never-to-be-repeated
event because future interest rates will not reflect—what happened
to mortgages today will be based on expectations of what will hap-
pen in the bankruptcy courts 20 years from now. And so I hope
that the legislation we pass is temporary and, we will rely on the
Financial Services Committee to make sure that the—Ms. Waters
chairs the relevant Subcommittee on Financial Services—to make
sure that we don’t see this happening again.

So we could limit it to mortgages during a certain time. We could
limit it to certain types of loans—the subprime loans, the teaser
rate loans. We face a particular problem with regard to the stated
income loans where first I got to dis’ the bond rating agencies be-
cause if anyone caused today’s crisis it is those who gave triple A
to Alt-A.

But with the teaser—with the state of income loans there are
many people perhaps persuaded by a mortgage broker or mortgage
officer of some sort who signed papers claiming they make a lot
more money than they did and whether we provide them with the
same relief—usually in bankruptcy courts you don’t get relief if you
lied on the loan application. Here you have people who may have
lied—may have said “Look, this is what you have got to do, every-
body is doing it.” And I think that is an issue we have to look at
carefully.

As to the servicing contracts, Professor Mayer, I think you make
a very strong case. We have got to rewrite those contracts in this
Committee. We got to tell the servicers do what is smart, which
also by the way happens to be what is in the interest of commu-
nities and what is in the interest of homeowners. We have got to
give these servicers the right to renegotiate where it is in the inter-
est to do so—it is in the interest of their own beneficiaries to do
so, and we have to at least fully insulate them from any lawsuit
from anyone of the many possible owners of that mortgage. Oh, but
you should have done it differently.
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So I hope that this Committee and the Financial Services Com-
mittee will give servicers the right and the mandate to do what is
in the interest of everyone concerned. With that, I think the prob-
lem we are going to have with this bill is you got $4 trillion dollars,
that mortgages are underwater, and we as a society are not going
to provide $4 trillion dollars of relief. We have to ration that relief
to those who really need it.

The first thing we ought to do is provide appreciation—goes ei-
ther to the U.S. government or lender depending on who is suf-
fering from this write down because first—you know taxpayers de-
serve to get something, but second if you are—I have got people in
my district—last I know the first question was why should I pay
my mortgage.

And I would like to be able to answer because you don’t want to
give the Government 100 percent of the profit that you still hope
to get when you sell that home 10 or 20 years from now so that
those people who aren’t getting relief don’t feel like suckers. And
I hope that we limit the mortgage relief to mortgages at a par-
ticular time and of a particular type.

I think I have gone over my time and I thank you for your indul-
gence, Mr. Chairman.

Mr. CoNYERS. Dan Maffei?

Mr. MAFFEL Yes. Thank you, Mr. Chairman. I want to pick up
a little bit on what Mr. Sherman was saying about—by actually
asking a specific question about whether these contracts—re-
stricted contracts—could be at least addressed by this Congress. In
the Citi Group compromise and that was a few weeks ago—that
would require the homeowner to certify that he or she tried to con-
tact the mortgage owner or servicer requesting a modification be-
fore filing bankruptcy.

I am concerned that the servicers of these mortgages reportedly
are constrained from reaching an agreement with homeowners on
an appropriate loan modification because they necessarily had the
court authority to do so—to modify these mortgages under existing
legal documents. So this would end up driving more homeowners
into bankruptcy when an agreement between the mortgage com-
pany and the servicers would have otherwise been reached.

Yesterday, we passed in the house the “Top Reform and Account-
ability Act of 2009” sponsored by Chairman Barney Frank. I, too,
serve also on the Financial Services Committee. In searching
through our files, that bell would provide a safe harbor to servicers
who work with the struggling homeowners to agree to a reasonable
modification.

So it seems to me that if such a provision law is considered part
of these bills—the ultimate goal of the bills would encourage rea-
sonable modification so that people can stay in their homes would
be met. So I do want to ask the panel just—and I will have a fol-
low-up question if—depending on our time left, but if this legisla-
tion is included—does this bill include a provision like this section
205? Would there be more of these modifications before we even
need to do bankruptcy?

Mr. CONYERS. I guess I will start. We will just start on the left.
Yes.



164

Mr. LeEVITIN. I think we will see some more modifications. I
would not expect to see a sea of change. It is important to under-
stand that there are problems that are not just contractual for
servicers restricted in what they can do, and it is not just that they
don’t have the proper incentives to do it. It is also that the business
model just is not—they are not in the loan modification business.

Mortgage servicers are in a transaction processing business.
Their basic business is they collect—they send out bills, they collect
payments, they remit them to the trust. This is a highly automated
business. It involves no discretion. It involves very, very little man-
power.

Trying to do loan workouts involves tremendous manpower, in-
volves a lot of discretion, and it actually involves a fair amount of
experience. We don’t have the people out there with the experi-
ence—we don’t have that labor force out there.

It takes about a year to train someone to really be good at this,
and unfortunately, they—when you have people working in these
call centers doing loan modifications, there is an amazing burnout
rate.

This is kind of—this is sort of like debt collection work. There is
something like a 100 percent burnout rate every year on these peo-
ple. We just don’t have the staffing to do this, even if we get rid
of the contractual problems, and even if we try and change the in-
centives, as Professor Mayer suggests.

Mr. MAFFEL Mr. Certner, do you have a——

Mr. CERTNER. I think you need the—essentially to hammer the
bankruptcy provisions to give people an area for relief. And I think
by having these bankruptcy provisions in place—will also give a
greater incentive for these loans to be worked out in advance of
bankruptcy.

Mr. MAFFEL You know, I am not necessarily saying that I don’t—
disagree with that. What I am saying is is that—is there a chance
that we—that even with—that we could prevent bankruptcies even
with this legislation if we had this sort of safe harbor provision?

Okay, yes, Professor Mayer?

Mr. MAYER. Yes. I think that the section 205, which I think came
from part of this proposal at one point, is—you know, is a very val-
uable step. Unfortunately, I think it is not enough.

I agree with Professor Levitin that servicers—just giving them
legal protection is necessary but is not sufficient to solve the prob-
lem. I disagree that incentives are an issue, but I think it is really
clear—a couple other things.

One of them is that loan modification just doesn’t pay for a
servicer to do it. So even if you get indemnity, you are going to
spend upwards of $750 to $1,000 or more to modify a loan, and you
just don’t get paid to do it.

If you put the safe harbor provision into this law, unfortunately
what you get is servicers who will say, “I haven’t got enough
money. My business model doesn’t allow me to do this.” What they
will choose is just let the trustees handle it, so essentially all loan
modification will go into bankruptcy.

That is the financial incentive the servicers have, because their
pooling and servicing agreements tell them that they can get reim-
bursed within judicial hearings. I am not—may not be legally say-



165

ing this right. They can be reimbursed for the fees inside a judicial
process. They cannot be reimbursed for the fees outside a judicial
process.

So what we do by doing that, without some additional piece of
sort of payments to servicers to modify outside, all their incentives
are still going to be to do it inside the bankruptcy process.

If we want good modifications, we have to change what the
servicers are doing, and I think if you offer somebody the pay-
ment—in my proposal, it would be as much as $2,500—if you keep
a loan going for 3 years—I may be a little bit, you know, optimistic,
but I think if you take a for-profit person, there are businesses out
there who will do this for much less than that who you can contract
out and do the servicing.

I think we will very quickly see people like the idea of collecting
that money. A financial incentive is just crucial to getting the
servicers to do this out of bankruptcy. It is not a—205—the provi-
sion is wonderful, but we still have to change the economics of
what we are doing if we don’t want to see many millions of bank-
ruptey filings.

Mr. MAFFEIL. Okay, Mr. Mason. I am a freshman, so I don’t want
to go over time too much.

Mr. MASON. Yes. Just briefly, I would be very leery of increasing
incentives to servicing groups. I just talked with a mortgage coun-
selor in southwest Detroit, and she said the most recent thing is
that the servicing groups are outsourcing their modification work
and paying them $800, which they are then charging back to the
borrower.

Now, if you are going to create an incentive where they are going
to pay them $2,500, I ask you, is that also then going to end up
back on the borrower, added to the mortgage and increasing the
whole cost of the transaction?

It seems to me the bankruptcy modification process is really sim-
ple. It cuts through the stuff. It cuts through lender liability. It
gives them insulation because the loans are modified involuntarily.

It can deal with second mortgages, which none of these proposals
have really addressed, but bankruptcy can do. And it seems to me
it is a much cleaner and efficient method than trying to create
these other incentives, which at this moment we know don’t work.

Mr. MAFFEL. Well, would you have a problem with the safe har-
bor that Section 205—Mr. Mason?

Mr. MAsSON. I really don’t have an opinion on that.

Mr. MAFFEL Okay. Well, thank you very much.

You know, Mr. Chairman, looking at this, I think obviously, I
would like to see the TARP Reform and Accountability Act become
law. But at this point, it is a little unclear what the Senate’s going
to do with that.

And I would urge the Committee to—the one thing I did get from
all the panelists, I think, is that it wouldn’t harm—you know,
maybe it wouldn’t solve the problem, maybe it is—for some, it is
not enough, for others, it is—it, you know, doesn’t maybe solve the
problem totally.

But I would urge the Committee to look at that in the markup
to include a similar provision in our legislation. Thank you very
much.
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Mr. CoNYERS. Thank you.

To the witnesses and all of the Members of the Committee, we
are going to leave the record open because many of you have addi-
tional submissions you would like to have added into the record.

We thank you so much for your time.

The Committee stands adjourned.

[Whereupon, at 5:36 p.m., the Committee was adjourned.]
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Statement by Chairman John Conyers, Jr. for the Hearing Before the Committee on the
Judiciary on H.R. 200, the "Helping Families Save Their Homes in Bankruptcy Act of
2009'" and H.R. 225, the "Emergency Homeownership and Equity Protection Act"

Thursday, January 22, 2009, at 2:00 p.m.
2141 Rayburn House Office Building

Statement

Our Nation is in the middle of a major economic crisis that is without doubt going to

worsen in the coming months.

And, at the very heart of this crisis is the endless spiral of mortgage foreclosures, which i:
uprooting families, decimating our communities, causing precious local tax revenues to be
expended for increased police and firefighting resources, and depressing property values of

virtually all American homeowners. Idon’t want to sugar coat things.

Last year, 1 in 10 American homeowners fell behind on their mortgage payments or were
in foreclosure. Over the next four years, it’s estimated that there will be more than 8 million
Joreclosures. 1f the recession deepens, that figure could top 10 million. We are experiencing

foreclosure rates approaching heights not seen since the Great Depression.

The plight of families facing foreclosure grows more serious by the day, and yet efforts tc
offer them any relief has taken a back seat to the bailout of the financial institutions responsible
for the crisis we now face.

1 don’t know how much worse the crisis has to get before Congress decides to act.

There are three reasons why we need to address this crisis by amending the the

Bankruptcy Code to allow mortgage modification.
First, voluntary modifications are simply not working. Despite much fanfare by the
industry and the Bush Administration, it is clear that allowing the industry to pick and chose

which mortgages can be modified and under what terms has been an utter failure.

The reasons are complex. They include the fact that those who service these mortgages
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often lack the financial incentive to agree to a modification in lieu of foreclosure. Another fact is
that most mortgages are now securitized and thereby subject to servicing agreements that restrict

mortgage modifications.

This explains why the Hope for Homeowners program, which went into effect last
October to help hundreds of thousands of distressed homeowners, has only processed a little over
320 applications.

And, even when the industry does allow a mortgage to be modified, more than half of
these restructured mortgages later default because the terms of the modification were

unworkable, leaving the homeowner deeper in debt.

Judicial modification, on the other hand, would cut through all of this legal morass.

Second, allowing judicial medification would be good for our Nation’s economy
because it would help keep families in their homes, keep communities intact, and preserve

home values for the lender and other homeowners.

Judicial modification would convert many non-performing loans into performing assets,
which would be good for all concerned. Society does not gain when families face foreclosure.
Too many homes now sit abandoned, dragging down the property values, undermining the tax
base, creating crime and public health problems, and further eroding the value of mortgage

backed securities.

The value of judicial modification explains why its supporters include Governors,
numerous State Attorneys General, the U.S. Conference of Mayors, leading economists, AARP,
and many community and consumer organizations, and even some in the industry — such as the
National Association of Home Builders and Citibank.

Third, judicial modification addresses an anomaly and basic inequity in current

bankruptcy law.

The Bankruptcy Code provides a safety net for families in economic distress. It is

designed to preserve value, treat creditors fairly, and provide an individual with a financial fresh

2
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start.

One area where the Code has consistently failed families, however, is how it treats
mortgages secured by a primary residence. Unlike every other secured debt — including debts
secured by second homes, investment properties, luxury yachts, and private jets —a home
mortgage cannot be modified in bankruptcy.

That does ot make sense, and the consequences, especially in the current crisis, are
devastating. There is no rational reason to single out the family home for more draconian
treatment than

a speculator’s holdings.

Judicial modification in bankruptcy helps homeowners get back on their feet under the

supervision of a court, a private trustee, and the Justice Department.

It gives all parties an opportunity to be heard before an impartial court. And, the
Bankruptcy Code prohibits any modification unless the debtor can prove to the court’s
satisfaction that his or her repayment plan is feasible.

Put another way, the Bankruptcy Code provides more transparency and independent
supervision than any of the bailouts we’ve voted on to date. If the Treasury Department had
required this level of accountability and transparency when bailing out the banks, we’d all be in

better shape.

I note that my colleagues, the gentleman from North Carolina (Mr. Miller) and the
gentleman from Georgia (Mr. Marshall), will be offering their views on this important issue. I

look forward to the testimony of all of our outstanding witnesses.



