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T
he U

.S. H
ousing M

arket: C
urrent C

onditions and Policy C
onsiderations 

The ongoing problem
s in the U

.S. housing m
arket continue to im

pede the econom
ic recovery.  

H
ouse prices have fallen an average of about 33 percent from

 their 2006 peak, resulting in about 
$7 trillion in household w

ealth losses and an associated ratcheting dow
n of aggregate 

consum
ption.  A

t the sam
e tim

e, an unprecedented num
ber of households have lost, or are on the 

verge of losing, their hom
es.  The extraordinary problem

s plaguing the housing m
arket reflect in 

part the effect of w
eak dem

and due to high unem
ploym

ent and heightened uncertainty.  B
ut the 

problem
s also reflect three key forces originating from

 w
ithin the housing m

arket itself: a 
persistent excess supply of vacant hom

es on the m
arket, m

any of w
hich stem

 from
 foreclosures; 

a m
arked and potentially long-term

 dow
nshift in the supply of m

ortgage credit; and the costs that 
an often unw

ieldy and inefficient foreclosure process im
poses on hom

eow
ners, lenders, and 

com
m

unities. 

Looking forw
ard, continued w

eakness in the housing m
arket poses a significant barrier to a m

ore 
vigorous econom

ic recovery.  O
f course, som

e of the w
eakness is related to poor labor m

arket 
conditions, w

hich w
ill take tim

e to be resolved.  A
t the sam

e tim
e, there is scope for 

policym
akers to take action along three dim

ensions that could ease som
e of the pressures 

afflicting the housing m
arket.  In particular, policies could be considered that w

ould help 
m

oderate the inflow
 of properties into the large inventory of unsold hom

es, rem
ove som

e of the 
obstacles preventing creditw

orthy borrow
ers from

 accessing m
ortgage credit, and lim

it the 
num

ber of hom
eow

ners w
ho find them

selves pushed into an inefficient and overburdened 
foreclosure pipeline.  Som

e steps already being taken or proposed in these areas w
ill be 

discussed below
. 

Taking these issues in turn, the large inventory of foreclosed or surrendered properties is 
contributing to excess supply in the for-sale m

arket, placing dow
nw

ard pressure on house prices 
and exacerbating the loss in aggregate housing w

ealth.  A
t the sam

e tim
e, rental m

arkets are 
strengthening in som

e areas of the country, reflecting in part a decline in the hom
eow

nership 
rate.  R

educing som
e of the barriers to converting foreclosed properties to rental units w

ill help 
redeploy the existing stock of houses in a m

ore efficient w
ay.  Such conversions m

ight also 
increase lenders’ eventual recoveries on foreclosed and surrendered properties.  

O
bstacles lim

iting access to m
ortgage credit even am

ong creditw
orthy borrow

ers contribute to 
w

eakness in housing dem
and, and barriers to refinancing blunt the transm

ission of m
onetary 

policy to the household sector.  Further attention to easing som
e of these obstacles could 

contribute to the gradual recovery in housing m
arkets and thus help speed the overall econom

ic 
recovery. 
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 Finally, foreclosures inflict econom
ic dam

age beyond the personal suffering and dislocation that 
accom

pany them
. 1  In particular, foreclosures can be a costly and inefficient w

ay to resolve the 
inability of households to m

eet their m
ortgage paym

ent obligations because they can result in 
“deadw

eight losses,” or costs that do not benefit anyone, including the neglect and deterioration 
of properties that often sit vacant for m

onths (or even years) and the associated negative effects 
on neighborhoods. 2  These deadw

eight losses com
pound the losses that households and creditors 

already bear and can result in further dow
nw

ard pressure on house prices.  Som
e of these 

foreclosures can be avoided if lenders pursue appropriate loan m
odifications aggressively and if 

servicers are provided greater incentives to pursue alternatives to foreclosure.  A
nd in cases 

w
here m

odifications cannot create a credible and sustainable resolution to a delinquent 
m

ortgage, m
ore-expedient exits from

 hom
eow

nership, such as deeds-in-lieu of foreclosure or 
short sales, can help reduce transaction costs and m

inim
ize negative effects on com

m
unities.  

Intertw
ined in these issues is the unresolved role of the governm

ent-sponsored enterprises 
(G

SEs) Fannie M
ae and Freddie M

ac, in both the near term
 and long term

. 3  The G
SEs hold or 

guarantee significant shares of delinquent m
ortgages and foreclosed properties.  B

ecause of their 
outsized m

arket presence, the G
SEs’ actions affect not only their ow

n portfolios, but also the 
housing m

arket overall.  H
ow

ever, since Septem
ber 2008, the G

SEs have operated in 
conservatorship under the direction of the Federal H

ousing Finance A
gency (FH

FA
), w

ith 
specific m

andates to m
inim

ize losses for taxpayers and to support a stable and liquid m
ortgage 

m
arket.  In m

any of the policy areas discussed in this paper--such as loan m
odifications, 

m
ortgage refinancing, and the disposition of foreclosed properties--there is bound to be som

e 
tension betw

een m
inim

izing the G
SEs’ near-term

 losses and risk exposure and taking actions 
that m

ight prom
ote a faster recovery in the housing m

arket.  N
onetheless, som

e actions that 
cause greater losses to be sustained by the G

SEs in the near term
 m

ight be in the interest of 
taxpayers to pursue if those actions result in a quicker and m

ore vigorous econom
ic recovery. 

                                                 
1 This paper does not address the im

portant issues surrounding w
hether lenders and servicers have appropriately 

carried out their roles in foreclosures.  In A
pril 2011, the Federal R

eserve, along w
ith the other federal banking 

agencies, announced form
al enforcem

ent actions requiring m
any large banking organizations to address a pattern of 

m
isconduct and negligence related to deficient practices in residential m

ortgage loan servicing and foreclosure 
processing.  These deficiencies represented significant and pervasive com

pliance failures and unsafe and unsound 
practices at these institutions.  For further inform

ation, see B
oard of G

overnors of the Federal R
eserve System

 
(2011), “Federal R

eserve Issues Enforcem
ent A

ctions R
elated to D

eficient Practices in R
esidential M

ortgage Loan 
Servicing and Foreclosure Processing,” press release, A

pril 13, 
w

w
w

.federalreserve.gov/new
sevents/press/enforcem

ent/20110413a.htm
, and B

oard of G
overnors of the Federal 

R
eserve System

 (2011), “Federal R
eserve B

oard A
nnounces a Form

al Enforcem
ent A

ction against the G
oldm

an 
Sachs G

roup, Inc., and G
oldm

an Sachs B
ank U

SA
,” press release, Septem

ber 1, 
w

w
w

.federalreserve.gov/new
sevents/press/enforcem

ent/20110901b.htm
. 

2 See, for exam
ple, John Y

. C
am

pbell, Stefano S. G
iglio, and Parag P. Pathak (2011), “Forced Sales and H

ouse 
Prices,” Am

erican Econom
ic Review

, vol. 101 (A
ugust), pp. 2108–31, 

w
w

w
.aeaw

eb.org/atypon.php?return_to=/doi/pdfplus/10.1257/aer.101.5.2108; and D
an Im

m
ergluck and G

eoff G
. 

Sm
ith (2006), “The External C

osts of Foreclosure:  The Im
pact of Single-Fam

ily M
ortgage Foreclosures on 

Property V
alues,” H

ousing Policy D
ebate, vol. 17 (1), pp. 57–80 (W

ashington:  Fannie M
ae Foundation), 

http://content.know
ledgeplex.org/kp2/cache/docum

ents/1860/186040.pdf. 
3 This paper does not discuss alternatives for longer-term

 restructuring of the housing finance m
arket, including the 

future form
 or role of the G

SEs. 
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 In this report, w
e provide a fram

ew
ork for thinking about directions policym

akers m
ight take to 

help the housing m
arket.  O

ur goal is not to provide a detailed blueprint, but rather to outline 
issues and tradeoffs that policym

akers m
ight consider.  W

e caution, how
ever, that although 

policy action in these areas could facilitate the recovery of the housing m
arket, econom

ic losses 
w

ill rem
ain, and these losses m

ust ultim
ately be allocated am

ong hom
eow

ners, lenders, 
guarantors, investors, and taxpayers.  

W
e begin w

ith som
e background regarding housing m

arket conditions.  W
e then discuss 

proposals aim
ed at foreclosed properties that are ow

ned by financial institutions such as the 
G

SEs or banks.  A
fter that, w

e exam
ine proposals aim

ed at hom
eow

ners at risk of default or 
foreclosure.  Finally, w

e discuss ideas for im
proving m

ortgage servicing practices. 

H
ousing M

arket C
onditions 

H
ouse Prices and Im

plications for H
ousehold W

ealth 

H
ouse prices for the nation as a w

hole (figure 1) declined sharply from
 2007 to 2009 and rem

ain 
about 33 percent below

 their early 2006 peak, according to data from
 C

oreLogic.  For the U
nited 

States as a w
hole, declines on this scale are unprecedented since the G

reat D
epression.  In the 

aggregate, m
ore than $7 trillion in hom

e equity (the difference betw
een aggregate hom

e values 
and m

ortgage debt ow
ed by hom

eow
ners)--m

ore than half of the aggregate hom
e equity that 

existed in early 2006--has been lost.  Further, the ratio of hom
e equity to disposable personal 

incom
e has declined to 55 percent (figure 2), far below

 levels seen since this data series began in 
1950. 4   

 

                                                  
4 D

ata are from
 the Federal R

eserve B
oard’s Flow

 of Funds A
ccounts. 
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This substantial blow
 to household w

ealth has significantly w
eakened household spending and 

consum
er confidence.  M

iddle-incom
e households, as a group, have been particularly hard hit 

because hom
e equity is a larger share of their w

ealth in the aggregate than it is for low
-incom

e 
households (w

ho are less likely to be hom
eow

ners) or upper-incom
e households (w

ho ow
n other 

form
s of w

ealth such as financial assets and businesses).  A
ccording to data from

 the Federal 
R

eserve’s Survey of C
onsum

er Finances, the decline in average hom
e equity for m

iddle-incom
e 

hom
eow

ners from
 2007 through 2009 w

as about 66 percent of the average incom
e in 2007 for 

these hom
eow

ners.  In contrast, the decline in average hom
e equity for the highest-incom

e 
hom

eow
ners w

as only about 36 percent of average incom
e for these hom

eow
ners. 5  

For m
any hom

eow
ners, the steep drop in house prices w

as m
ore than enough to push their 

m
ortgages underw

ater--that is, to reduce the values of their hom
es below

 their m
ortgage balances 

(a situation also referred to as negative equity).  This situation is w
idespread am

ong borrow
ers 

w
ho purchased hom

es in the years leading up to the house price peak, as w
ell as those w

ho 
extracted equity through cash-out refinancing.  C

urrently, about 12 m
illion hom

eow
ners are 

underw
ater on their m

ortgages (figure 3)--m
ore than one out of five hom

es w
ith a m

ortgage. 6  In 
states experiencing the largest overall house price declines--such as N

evada, A
rizona, and 

Florida--roughly half of all m
ortgage borrow

ers are underw
ater on their loans. 

                                                 
5 M

iddle-incom
e households are defined as those in the 40

th through 60
th percentiles of the household incom

e 
distribution.  H

igh-incom
e households are defined as those w

ith incom
e exceeding the 90

th percentile of the 
household incom

e distribution.  In 2007, the 40
th percentile w

as around $40,000; the 60
th percentile w

as around 
$65,000; and the 90

th percentile w
as around $150,000. 

6 This calculation does not account fully for second liens.  The share of underw
ater borrow

ers w
ould likely be a bit 

higher if w
e had com

plete coverage of these liens.  These estim
ates are derived from

 C
oreLogic and LPS A

pplied 
A

nalytics data. 
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N
egative equity is a problem

 because it constrains a hom
eow

ner’s ability to rem
edy financial 

difficulties.  W
hen house prices w

ere rising, borrow
ers facing paym

ent difficulties could avoid 
default by selling their hom

es or refinancing into new
 m

ortgages.  H
ow

ever, w
hen house prices 

started falling and net equity started turning negative, m
any borrow

ers lost the ability to 
refinance their m

ortgages or sell their hom
es.  N

onprim
e m

ortgages w
ere m

ost sensitive to house 
price declines, as m

any of these m
ortgages required little or no dow

n paym
ent and hence 

provided a lim
ited buffer against falling house prices.  B

ut as house price declines deepened, 
even m

any prim
e borrow

ers w
ho had m

ade sizable dow
n paym

ents fell underw
ater, lim

iting their 
ability to absorb financial shocks such as job loss or reduced incom

e. 7 

The resulting surge of delinquencies (figure 4) has overw
helm

ed the housing finance system
.  

M
ortgage servicers w

ere unprepared for the large num
ber of delinquent borrow

ers and failed to 
invest the resources necessary to handle them

 properly, resulting in severely flaw
ed and, in som

e 
cases, negligent servicing practices.  Exacerbating the problem

, som
e of the incentives built into 

servicing contracts encouraged foreclosures rather than loan m
odifications. 

                                                 
7 For m

ore discussion, see C
hristopher M

ayer, K
aren Pence, and Shane M

. Sherlund (2009), “The R
ise in M

ortgage 
D

efaults,” Journal of Econom
ic Perspectives, vol. 23 (W

inter), pp. 27–50, 
w

w
w

.aeaw
eb.org/atypon.php?return_to=/doi/pdfplus/10.1257/jep.23.1.27. 
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M
ortgage C

redit C
onditions 

A
s a result of these developm

ents, m
ortgage credit conditions have tightened dram

atically from
 

their pre-recession levels.  M
ortgage lending standards w

ere lax, at best, in the years before the 
house price peak, and som

e tightening relative to pre-crisis practices w
as necessary and 

appropriate.  N
onetheless, the extraordinarily tight standards that currently prevail reflect, in part, 

obstacles that lim
it or prevent lending to creditw

orthy borrow
ers.  Tight standards can take m

any 
form

s, including stricter underw
riting, higher fees and interest rates, m

ore-stringent 
docum

entation requirem
ents, larger required dow

n paym
ents, stricter appraisal standards, and 

few
er available m

ortgage products. 8  B
ank responses to the quarterly Senior Loan O

fficer 
O

pinion Survey on B
ank Lending Practices indicate persistent net tightening in lending standards 

for m
ortgages to purchase hom

es from
 2007 through 2009, and surveys since then have yet to 

show
 any unw

inding of that m
ove, even for prim

e m
ortgages eligible for G

SE or Federal 
H

ousing A
dm

inistration (FH
A

) guarantees, for w
hich lenders do not bear the credit risk. 9 

O
ther data show

, for instance, that less than half of lenders are currently offering m
ortgages to 

borrow
ers w

ith a FIC
O

 score of 620 and a dow
n paym

ent of 10 percent (figure 5)--even though 
these loans are w

ithin the G
SE purchase param

eters. 10  This hesitancy on the part of lenders is 
due in part to concerns about the high cost of servicing in the event of loan delinquency and fear 
that the G

SEs could force the lender to repurchase the loan if the borrow
er defaults in the 

                                                 
8 W

ith regard to appraisals, the A
ppraisal Foundation’s A

ppraisal Practices B
oard has recently issued for public 

com
m

ent a draft of guidance that w
ould address the special challenges of perform

ing residential appraisals in 
declining-value m

arkets, including the m
ethod by w

hich appraisers assem
ble data on m

arket conditions and the 
extent to w

hich distressed transactions should affect the com
parable-sales valuation of a property. 

9 R
esults from

 the Senior Loan O
fficer O

pinion Survey on B
ank Lending Practices are available at 

w
w

w
.federalreserve.gov/boarddocs/snloansurvey. 

10 Federal R
eserve staff calculation based on data from

 LoanSifter.  
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 future. 11  C
oncerns about the high cost of servicing reflect recent experience, in w

hich servicers 
w

ere badly underprepared to deal w
ith the volum

e of troubled loans, along w
ith ongoing 

uncertainty about the cost of com
pliance w

ith m
ortgage servicing-related regulatory 

requirem
ents going forw

ard; prospective capital treatm
ent of m

ortgage servicing rights under 
B

asel III m
ay also be affecting the perceived costs and benefits of servicing operations.  Lenders’ 

reaction to the possibility of forced repurchases highlights the tradeoff betw
een the G

SEs 
pursuing a policy of reducing their near-term

 losses and risk exposure versus adopting policies to 
support the broader housing m

arket.  A
ggressively putting back delinquent loans to lenders helps 

the G
SEs m

axim
ize their profits on old business and thus lim

its their draw
s on the U

.S. Treasury, 
but at the sam

e tim
e, it discourages lenders from

 originating new
 m

ortgages.  M
eanw

hile, for 
loans that are ineligible for G

SE purchase, only high-credit-score borrow
ers generally have 

access to financing, and lenders often keep these loans in portfolio, leading them
 to be selective 

about the volum
e of such loans they originate. 

 

R
educed m

ortgage lending is also notable am
ong potential first-tim

e hom
ebuyers, w

ho are 
typically an im

portant source of increm
ental housing dem

and.  These households often have 
relatively new

 credit profiles and low
er-than-average credit scores, as they tend to be younger 

and have few
er econom

ic resources to m
ake a large dow

n paym
ent.  C

onsum
er credit record data 

show
 that the share of 29- to 34-year-olds getting a first-tim

e m
ortgage w

as significantly low
er 

                                                 
11 W

hen the G
SEs purchase m

ortgages from
 originators, the contracts specify that the originators m

ake 
“representations and w

arranties” w
ith respect to inform

ation related to the borrow
er, property, and so on.  In the case 

of delinquency, if the G
SEs believe these representations and w

arranties w
ere violated (for exam

ple, inform
ation 

w
as false or inadequately verified), they can “put back” the loan to the originator, w

ho is obligated to repurchase the 
m

ortgage at par value. 
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 in the past 2 years than it w
as 10 years earlier. 12  The sam

e data show
 that the drop-off w

as m
ore 

pronounced am
ong individuals w

ith less-than-excellent credit scores, even in parts of the country 
w

here unem
ploym

ent rates are better than the national average. 13  These data suggest a large 
decline in m

ortgage borrow
ing by potential first-tim

e hom
ebuyers due to not only w

eaker 
housing dem

and, but also the effect of tighter credit conditions on all but the highest-credit-
quality borrow

ers.  

A
t the sam

e tim
e, a host of factors have been w

eighing on housing dem
and.  H

igh 
unem

ploym
ent and w

eak incom
e grow

th have m
ade it difficult for m

any households to purchase 
hom

es despite the large declines in house prices and m
ortgage rates.  U

ncertainty about the 
future prospects for the econom

y and labor m
arket has also likely m

ade som
e households 

reluctant to buy hom
es.  The com

bination of w
eak dem

and to purchase hom
es and the restricted 

supply of m
ortgages has put considerable dow

nw
ard pressure on house prices in m

any areas.   

A
ddressing Foreclosed Properties: R

E
O

 to R
ental 

Background  

A
t the sam

e tim
e that housing dem

and has w
eakened, the num

ber of hom
es for sale is elevated 

relative to historical norm
s, due in large part to the sw

ollen inventory of hom
es held by banks, 

guarantors, and servicers after com
pletion of foreclosure proceedings.  These properties are often 

called real estate ow
ned, or R

EO
, properties.  W

hile the total stock of R
EO

 properties is difficult 
to m

easure precisely, perhaps one-fourth of the 2 m
illion vacant hom

es for sale in the second 
quarter of 2011 w

ere R
EO

 properties.  The com
bination of w

eak dem
and and elevated supply 

has put substantial dow
nw

ard pressure on house prices, and the continued flow
 of new

 R
EO

 
properties--perhaps as high as 1 m

illion properties per year in 2012 and 2013--w
ill continue to 

w
eigh on house prices for som

e tim
e. 14  To the extent that R

EO
 holders discount properties in 

order to sell them
 quickly, the near-term

 pressure on hom
e prices m

ight be even greater. 

In contrast to the m
arket for ow

ner-occupied houses, the m
arket for rental housing across the 

nation has recently strengthened som
ew

hat.  R
ents have turned up in the past year (figure 6), and 

the national vacancy rate on m
ultifam

ily rental properties has dropped noticeably from
 its peak 

in late 2009.  These developm
ents have been fairly w

idespread across m
etropolitan areas.  The 

relative strength of the rental m
arket reflects increased dem

and as fam
ilies w

ho are unable or 
unw

illing to purchase hom
es are renting properties instead.  R

ental dem
and has also been 

                                                 
12 In particular, 17 percent of individuals in this age group acquired a m

ortgage for the first tim
e betw

een m
id-1999 

and m
id-2001, w

hile only 9 percent did so betw
een m

id-2009 and m
id-2011.  These figures w

ere calculated using 
data from

 the FR
B

N
Y

/Equifax C
onsum

er C
redit Panel. 

13 For exam
ple, am

ong individuals w
ith credit scores betw

een 620 and 740 and w
ho lived in counties w

ith 
unem

ploym
ent rates less than 9 percent in 2010, the share obtaining first-tim

e m
ortgages w

as 23 percent from
 1999 

through 2001 and only 14 percent from
 2009 through 2011.  In contrast, individuals w

ith credit scores above 740 in 
the sam

e counties experienced a decline of just 2 percentage points (26 percent to 24 percent).  These figures w
ere 

calculated using data from
 the FR

B
N

Y
/Equifax C

onsum
er C

redit Panel. 
14 The tim

ing of future R
EO

 flow
s is difficult to forecast because the foreclosure process has slow

ed considerably in 
m

any states since the O
ctober 2010 revelations of significant deficiencies in foreclosure processes at m

any servicers.  
Foreclosures in states w

ith judicial foreclosure processes have been particularly affected. 
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 supported by fam
ilies w

ho have lost their hom
es to foreclosure--the m

ajority of w
hom

 m
ove to 

rental housing, m
ost com

m
only to single-fam

ily rentals. 15    

 

The price signals in the ow
ner-occupied and rental housing m

arkets--that is, the decline in house 
prices and the rise in rents--suggest that it m

ight be appropriate in som
e cases to redeploy 

foreclosed hom
es as rental properties.  In addition, the forces behind the decline in the 

hom
eow

nership rate, such as tight credit conditions, are unlikely to unw
ind significantly in the 

im
m

ediate future, indicating a longer-term
 need for an expanded stock of rental housing. 

A
lthough sm

all investors are currently buying and converting foreclosed properties to rental 
units on a lim

ited scale, larger-scale conversions have not occurred for at least three interrelated 
reasons.  First, it can be difficult for an investor to assem

ble enough geographically proxim
ate 

properties to achieve efficiencies of scale w
ith regard to the fixed costs of a rental program

. 16  
Second, attracting investors to bulk sales opportunities--w

hether for rental or resale--has 
typically required R

EO
 holders to offer significantly larger price concessions relative to direct 

sales to ow
ner occupants through conventional realtor-listing channels, in part because it can be 

difficult for investors to obtain financing for such sales.  Third, the supervisory policy of G
SE 

and banking organization regulators has generally encouraged sales of R
EO

 property as early as 
practicable.  W

e discuss each of these issues in m
ore detail later. 17  

                                                 
15 See R

aven M
olloy and H

ui Shan (2011), “The Post-Foreclosure Experience of U
.S. H

ouseholds,” Finance and 
Econom

ics D
iscussion Series 2011-32 (W

ashington:  B
oard of G

overnors of the Federal R
eserve System

, M
ay), 

w
w

w
.federalreserve.gov/pubs/feds/2011/201132. 

16 C
onsider the m

ost cost-effective form
 of rental housing: a large apartm

ent building in w
hich the costs of operating 

the building are spread over m
any units.  B

y pooling nearby properties, a rental program
 can com

e closer to 
approxim

ating the efficiencies of a large apartm
ent building.   

17A
s discussed later in this paper, under banking law

s and regulations, banking organizations generally m
ay not 

engage in property m
anagem

ent as an ongoing business, although they are generally allow
ed to m

anage R
EO

 
properties during the perm

itted R
EO

 holding periods.  In contrast, those w
ho m

ake decisions regarding disposition 
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 C
haracteristics of REO

 Properties 

Fannie M
ae, Freddie M

ac, and the FH
A

 together hold about half of the outstanding R
EO

 
inventory and so m

ight be able to aggregate enough properties to facilitate a cost-effective rental 
program

 in m
any rental m

arkets.  A
s of early N

ovem
ber 2011, about 60 m

etropolitan areas each 
had at least 250 R

EO
 properties currently for sale by the G

SEs and FH
A

--a scale that could be 
large enough to realize efficiency gains. 18  A

tlanta has the largest num
ber of R

EO
 properties for 

sale by these institutions w
ith about 5,000 units.  The next-largest inventories are in the 

m
etropolitan areas of C

hicago; D
etroit; Phoenix; R

iverside, C
alifornia; and Los A

ngeles, each of 
w

hich have betw
een 2,000 and 3,000 units. 

O
ther financial institutions also hold or control substantial inventories of R

EO
 properties.  M

ore 
than one-fourth of R

EO
 properties are held by non-agency securitized pools, w

hich are 
controlled by m

ortgage servicers under the term
s of pooling and servicing agreem

ents.  B
ecause 

these properties are m
ore likely to have been financed by subprim

e and alt-A
 loans, they are 

concentrated in som
ew

hat different m
etropolitan areas than the inventory held by the G

SEs and 
FH

A
.  A

bout 50 m
etropolitan areas appear to have at least 250 R

EO
 properties held by 

securitized pools, w
ith the largest inventories in M

iam
i; Los A

ngeles; R
iverside, C

alifornia; 
C

hicago; and Las V
egas. 19  The rem

aining R
EO

 inventory--a bit less than one-fourth--is held by 
com

m
ercial banks and thrifts.  R

oughly 50 m
etropolitan areas each have at least 250 properties 

held by these institutions, and the geographic distribution of these properties is sim
ilar to that of 

the inventory held by the G
SEs. 20 

N
ot all of these R

EO
 properties are good candidates for rental properties, even in geographic 

m
arkets w

ith sufficient scale.  A
s discussed in m

ore detail later, som
e properties are badly 

dam
aged, in low

-dem
and locations, or otherw

ise low
 value.  N

onetheless, according to Federal 
R

eserve staff calculations, m
any R

EO
 properties appear to be viable rental properties in term

s of 
both physical adequacy and potential attractiveness to tenants.  For exam

ple, m
ost R

EO
 

properties are in neighborhoods w
ith m

edian house values and incom
es that are roughly sim

ilar 
to the m

edians for the m
etropolitan area overall. 21  Sim

ilarly, the vast m
ajority of R

EO
 properties 

are in neighborhoods w
ith an average com

m
ute tim

e that is sim
ilar to the average for the entire 

m
etropolitan area, suggesting that the properties are not located unusually far from

 em
ploym

ent 
centers. 22 

                                                                                                                                                             
of R

EO
 properties in securitized pools m

ay be, or m
ay feel, restrained from

 renting properties by provisions in the 
pooling and servicing agreem

ents. 
18 Federal R

eserve staff calculations from
 data on the D

epartm
ent of H

ousing and U
rban D

evelopm
ent’s R

eal-Estate 
O

w
ned Properties Portal, available at w

w
w

.huduser.org/reo/reo.htm
l.  R

ecently, only around half of the properties in 
the R

EO
 inventories of the G

SEs have been offered for sale at any given point.  The other properties are leased to 
existing tenants under the provisions of the Protecting Tenants at Foreclosure A

ct, are located in states w
ith a 

redem
ption period after foreclosure, or are under renovation or otherw

ise unavailable for sale. 
19 Federal R

eserve staff calculation based on data from
 C

oreLogic. 
20 Federal R

eserve staff calculation based on data provided by M
cD

ash A
nalytics, LLC

, a w
holly ow

ned subsidiary 
of Lender Processing Services, Inc. 
21A

bout three-fourths of R
EO

 properties are in neighborhoods w
here the m

edian house values and incom
es are 

greater than 80 percent of the m
edians for the m

etropolitan area. 
22 D

ata on m
edian house values, incom

e, and com
m

ute tim
es are from

 the 2000 C
ensus. 
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 M
any R

EO
 properties also appear to be viable rental properties in term

s of im
proving loss 

recoveries to the R
EO

 property holder.  O
ne m

ethod of gauging the profitability of renting a 
particular property is to calculate its capitalization rate, or cap rate--the expected annual cash 
flow

s from
 renting the property relative to the price at w

hich the R
EO

 property holder could 
expect to sell it in the ow

ner-occupied m
arket. 23  Prelim

inary estim
ates suggest that about tw

o-
fifths of Fannie M

ae’s R
EO

 inventory w
ould have a cap rate above 8 percent--sufficiently high 

to indicate renting the property m
ight deliver a better loss recovery than selling the property. 24  

Estim
ated cap rates on the FH

A
’s R

EO
 inventory are a bit higher--about half of the current 

inventory has a cap rate above 8 percent--because FH
A

 properties tend to have som
ew

hat low
er 

values relative to area rents.  These cap rate calculations are illustrative exam
ples subject to a 

num
ber of assum

ptions, and do not control for the fact that holding on to properties and renting 
them

 m
ay entail m

ore risk than selling into the ow
ner-occupied m

arket.  In particular, the R
EO

 
holder receives cash in the event of a sale, but earns a potentially higher but m

ore uncertain 
return from

 renting a property. 

Finally, the num
ber of properties currently in the foreclosure process is m

ore than four tim
es 

larger than the num
ber of properties in R

EO
 inventory.  The geographic distribution of these 

“pipeline” properties is sim
ilar to that of R

EO
 properties, although states that are experiencing 

significant foreclosure delays tend to have larger backlogs. 25  If recent trends continue, the share 
of R

EO
 inventory held by the G

SEs and FH
A

 should increase. 

REO
 to Rental Program

 D
esign 

The data cited earlier suggest that a governm
ent-facilitated R

EO
-to-rental program

 has the 
potential to help the housing m

arket and im
prove loss recoveries on R

EO
 portfolios.  The FH

FA
 

released a request for inform
ation on A

ugust 10, 2011, to collect inform
ation from

 m
arket 

participants on possible w
ays to accom

plish this objective and received m
ore than 4,000 

responses.  A
n interagency group in w

hich the Federal R
eserve is participating is considering 

issues related to the design of a program
 that w

ould facilitate R
EO

-to-rental conversions.  A
s no 

such program
 currently exists, predicting its success or efficacy is difficult.  O

ngoing 
experim

entation and analysis w
ill be a crucial com

ponent of developing such a program
. 

                                                 
23 For further discussion of cap rates in the real estate context m

ore generally, see B
oard of G

overnors of the Federal 
R

eserve System
, D

ivision of B
anking Supervision and R

egulation (2009), “Interagency Policy Statem
ent on Prudent 

C
om

m
ercial R

eal Estate Loan W
orkouts,” Supervision and R

egulation Letter, SR
 09-07 (O

ctober 30), p. 31, 
w

w
w

.federalreserve.gov/boarddocs/srletters/2009/sr0907a1.pdf. 
24 The return from

 renting is the annual gross rental incom
e less leasing costs, m

aintenance expenses, property taxes, 
m

anagem
ent fees, and foregone rent w

hen the property is vacant.  This estim
ate assum

es leasing costs are equal to 
one m

onth’s rent, m
anagem

ent fees are 8 percent of m
onthly rent, m

aintenance expenses are 2 percent of the 
property’s m

arket value, and the property is vacant for one m
onth per year.  D

ata on rents are from
 Zillow

 and the 
2010 A

m
erican C

om
m

unity Survey, and data on property taxes are from
 the 2007–09 A

m
erican C

om
m

unity Survey.  
The cap rate estim

ates are based on Fannie M
ae’s and the FH

A
’s R

EO
 portfolios as of m

idsum
m

er 2011. 
25 O

f course, it is possible that properties w
ill transition from

 foreclosure to R
EO

 at a faster rate in som
e locations 

than others, for instance due to state foreclosure law
s, so the flow

 of incom
ing R

EO
 could be distributed som

ew
hat 

differently than the current stock. 
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 A
 governm

ent-facilitated R
EO

-to-rental program
 could take m

any form
s.  The R

EO
 holder could 

rent the properties directly, sell the properties to a third-party investor w
ho w

ould rent the 
properties, or enter into a joint venture w

ith such an investor.  In m
aking this decision, 

policym
akers should consider w

hat program
 design w

ill provide for the best loss recoveries and 
the best outcom

es for com
m

unities.  

To date, R
EO

 holders have avoided selling properties in bulk to third-party investors because the 
recoveries that R

EO
 holders receive on such sales are generally low

er than the corresponding 
recoveries on sales to ow

ner occupants.  Investors considering such bulk-sale transactions tend to 
dem

and a higher risk prem
ium

 than ow
ner occupants and thus w

ill purchase only at low
er prices.     

Investors in such transactions also m
ight have m

ore difficulty obtaining debt financing than 
ow

ner occupants.  A
lthough m

ortgage products are available for individual one- to four-fam
ily 

houses and for m
ultifam

ily properties (albeit currently at tight term
s), no m

ortgage products 
currently exist for a portfolio of single-fam

ily hom
es. 26  In addition, R

EO
 holders m

ust absorb 
the costs of assem

bling inventory for bulk sale--that is, holding properties off the m
arket until 

enough properties have been assem
bled to cover the fixed costs of a rental program

.  U
ntil the 

inventory is assem
bled, the R

EO
 holder receives no revenue from

 the property but incurs direct 
financing costs; carrying costs such as taxes, utilities, and m

aintenance expenses; and the 
continued depreciation of the property. 

A
n R

EO
-to-rental program

 that relies on sales to third-party investors w
ill be m

ore viable if this 
cost-pricing differential can be narrow

ed.  R
EO

 holders w
ill likely get better pricing on these 

sales if the program
 is designed to be attractive to a w

ide variety of investors.  Selling to 
third-party investors via com

petitive auction processes m
ay also im

prove the loss recoveries. 

Providing investors w
ith debt financing w

ill likely also affect the prices they offer on bulk pools 
of R

EO
 properties.  A

s noted, such financing is largely unavailable now
, thus lim

iting the 
num

ber of potential investors.  In the current tight m
ortgage lending environm

ent, private lenders 
m

ay not have the capacity to fund a large-scale rental program
, and it m

ay be appropriate for 
R

EO
 holders to fill the gap.  H

ow
ever, w

hether such funding should be subsidized is an 
im

portant question.  Subsidized financing provided by the R
EO

 holder m
ay increase the sales 

price of properties, but at the cost of reducing the R
EO

 holder’s future incom
e stream

.  If so, the 
costs of such financing need to be accounted for in the rental program

. 

In addition, a program
 that m

inim
izes the am

ount of tim
e that a vacant property lingers in R

EO
 

inventory before being rented w
ould reduce disposition costs to the R

EO
 holder.  These costs 

m
ight be reduced by including properties that are already rented, such as properties rented under 

the provisions of the Protecting Tenants at Foreclosure A
ct. 27  A

nother possibility is to auction to 

                                                 
26 It is unclear w

hether these m
ortgages have not existed because of a historical lack of dem

and (that is, under earlier 
housing m

arket conditions, investors did not find operating large-scale rental program
s of single-fam

ily hom
es 

attractive) or because lenders perceived such loans as not w
orth the risk. 

27 The Protecting Tenants at Foreclosure A
ct of 2009 protects tenants from

 im
m

ediate eviction by persons or entities 
that becom

e ow
ners of residential property though the foreclosure process.  Title V

II of the H
elping Fam

ilies Save 
Their H

om
es A

ct of 2009.  Public Law
 111-22, effective M

ay 20, 2009 (w
w

w
.gpo.gov/fdsys/pkg/PLA

W
-

111publ22/pdf/PLA
W

-111publ22.pdf).  
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 investors the rights to acquire, in a given neighborhood, a future stream
 of properties that m

eet 
certain standards instead of auctioning the rights to current R

EO
 holdings.  A

 third possibility is 
to encourage deed-for-lease program

s, w
hich circum

vent the R
EO

 process entirely by com
bining 

a deed-in-lieu of foreclosure--w
hereby the borrow

er returns the property to the lender--w
ith a 

rent-back arrangem
ent in w

hich the borrow
er rem

ains in the hom
e and pays m

arket rent to the 
lender. 

If, after addressing these obstacles, selling to third-party investors still provides low
er loss 

recoveries than selling to ow
ner occupants, policym

akers m
ight w

ant to consider the m
erits of 

allow
ing or facilitating the rental of properties by R

EO
 holders them

selves.  A
lternatively, 

policym
akers m

ay judge that the broader positive effects on the econom
y from

 redirecting 
properties to the rental m

arket justify a m
oderate decline in loss recoveries.  Finally, even if the 

cost differential is large at this point, the calculation m
ay change if the foreclosure process 

accelerates in som
e states and R

EO
 holders experience significant increases in their inventories. 

A
n R

EO
-to-rental program

 should also consider the effects that poorly m
anaged or m

aintained 
properties have on com

m
unities and, in particular, ensure that com

m
unities are not dam

aged by 
rental practices.  For exam

ple, investors m
ight be allow

ed to bid on properties only after 
dem

onstrating som
e experience w

ith property m
anagem

ent and com
m

itm
ent to rehabilitation of 

properties.  Experienced nonprofit organizations w
ith established ties to the com

m
unity could 

also play a natural role as rental m
anagers.  In the case of for-profit com

panies or joint ventures, 
investors m

ight be given an incentive to provide appropriate property m
anagem

ent by deferring 
som

e of their com
pensation.  Investors m

ight receive som
e proportion of their paym

ent only 
after several years of renting properties in a m

anner consistent w
ith “good landlord” practices 

and com
pliance w

ith pertinent landlord-tenant and fair-housing requirem
ents. 

A
 final consideration is the length of tim

e R
EO

 properties are rented before they are placed on 
the for-sale m

arket.  G
iven the depressed state of the housing m

arket, properties m
ay rem

ain 
rental properties for an extended period.  R

ent-to-ow
n provisions, w

hich w
ould give existing 

tenants the option to purchase their properties during their tenancies, m
ight facilitate the 

transition of som
e renters back to the ow

ner-occupied m
arket.  Such provisions m

ay also reduce 
costs by encouraging renters to m

aintain their properties to a greater extent. 

The Role of Banks 

The G
SEs, of course, do not hold all of the residential R

EO
 exposure.  A

s of Septem
ber 2011, 

U
.S. com

m
ercial banks had $10 billion in residential R

EO
 properties on their balance sheets, 

w
hile savings and loans had an additional $1.4 billion. 28  G

enerally, banking organizations are 
not perm

itted to engage in real estate ow
nership or property m

anagem
ent, and supervisory policy 

typically encourages banking organizations to dispose of R
EO

 property as early as practicable.  
H

ow
ever, current law

 clearly contem
plates som

e scope for R
EO

 ow
nership to last beyond the 

fastest-possible disposition.  In particular, federal law
s dealing w

ith bank holding com
panies and 

                                                 
28 In aggregate, the serviced-for-others R

EO
 portfolios m

anaged by banking organizations are significantly larger 
than their ow

ned portfolios.  These statistics are for the ow
ned portfolios in depository institutions, as disclosed in 

bank and thrift regulatory reports. 
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 national banks and state law
s dealing w

ith state-chartered banks typically allow
 banking 

institutions to hold R
EO

 properties for a tim
e (such as up to five years), and often include a 

possibility of extending the perm
issible holding period, if approved by the appropriate regulator.  

D
uring this holding period, banking organizations are perm

itted to rent the R
EO

 properties on 
their balance sheets, as w

ell as m
anage the properties directly or through a third-party vendor, 

and take steps necessary to keep up the properties’ condition and value.  R
egulators generally 

expect that such rentals w
ould be done w

ith the goal of im
proving the ultim

ate recovery to the 
banking organizations.  R

egulators also expect that banking organizations engaged in rental of 
R

EO
 properties dem

onstrate ongoing good faith efforts to sell the properties w
ithin the statutory 

and regulatory tim
e periods and as appropriate under prevailing m

arket conditions. 

In light of the current unusually difficult circum
stances in m

any housing m
arkets across the 

nation, the Federal R
eserve is contem

plating issuing guidance to banking organizations and 
exam

iners to clarify supervisory expectations regarding rental of residential R
EO

 properties by 
such organizations w

hile such circum
stances continue (and w

ithin relevant federal and statutory 
and regulatory lim

its).  If finalized and adopted, such guidance w
ould explain how

 rental of a 
residential R

EO
 property w

ithin applicable holding-period tim
e lim

its could m
eet the 

supervisory expectation for ongoing good faith efforts to sell that property.  R
elatedly, if a 

successful m
odel is developed for the G

SEs to transition R
EO

 properties to the rental m
arket, 

banks m
ay w

ish to participate in such a program
 or adopt som

e of its features. 

Land Banks: An O
ption for Low

-Value Properties 

Som
e R

EO
 properties are low

 value and less likely to be viable for an R
EO

-to-rental program
.  

A
bout 5 percent of properties in the R

EO
 inventory of the G

SEs and FH
A

 are appraised at less 
than $20,000.  In som

e m
arkets, the share is significantly higher; for exam

ple, in D
etroit and 

C
leveland, m

ore than half of the R
EO

 inventory of these institutions is appraised below
 this 

value.  In these m
arkets, low

-value properties are less suitable for disposition through sales in the 
ow

ner-occupied m
arket or through rental m

arket strategies, and alternative disposition strategies 
m

ay be needed. 

C
urrently, a sm

all num
ber of these properties are disposed of through land banks, w

hich are 
typically public or nonprofit entities created to m

anage properties that are not dealt w
ith 

adequately through the private m
arket.  Land banks are governm

ent entities that have the ability 
to purchase and sell real estate, clear titles, and accept donated properties.  Properties m

ay be 
rehabilitated as rental or ow

ner-occupied housing, or dem
olished, as m

arket conditions dictate. 

W
hile the num

ber of land banks has increased significantly over the past few
 years, capacity 

nationw
ide rem

ains quite lim
ited, in term

s of both institutional infrastructure and funding.  O
nly 

a handful of states have passed legislation to establish land banks, and, as a result, m
any areas 

lack land banks altogether.  O
nly about half of the G

SE and FH
A

 inventory of low
-value R

EO
 

properties (properties w
ith a value of $20,000 or less) is in m

etropolitan areas w
ith an existing 

land bank.  In addition, the land banks that have been created have only lim
ited resources--the 

largest land bank can handle about 100 properties per m
onth, but m

ost handle just a few
 each 

m
onth.  This capacity pales in com

parison w
ith the num

ber of low
-value R

EO
 properties in 

current inventory.  O
ne potential strategy w

ould be to consider increasing funding (at the federal, 
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 state, or local level) and technical assistance to land banks in existence, encourage the creation of 
m

ore land banks on the local or regional level, or create a national land bank program
, in order to 

scale up capacity to m
atch current low

-value inventories.  Such initiatives w
ould need 

appropriate controls to prom
ote value to the com

m
unities affected and m

axim
ize efficiency 

w
henever possible. 

C
redit A

ccess and Pricing 

A
s noted earlier, m

ortgage credit conditions have tightened dram
atically from

 their pre-recession 
levels.  Lax m

ortgage lending standards in the years before the house price peak contributed to 
problem

s in the housing m
arket, so som

e tightening relative to pre-crisis practices w
as necessary 

and appropriate.  The im
portant question is w

hether the degree of tightness evident today 
accurately reflects sustainable lending and appropriate consum

er protection. 

Financial regulators have been in consultation w
ith the G

SEs and originators about the sources of 
the apparent tightness in lending standards.  C

ontinued efforts are needed to find an appropriate 
balance betw

een prudent lending and appropriate consum
er protection, on the one hand, and not 

unduly restricting m
ortgage credit, on the other hand.  In particular, policym

akers should 
recognize that steps that prom

ote healthier housing and m
ortgage m

arkets are good for safety and 
soundness as w

ell. 

A
ddressing H

om
eow

ners at R
isk of D

efault or Foreclosure  

O
bstacles to Refinancing 

M
any hom

eow
ners have been unable to take advantage of historically low

 m
ortgage rates 

because of low
 or negative hom

e equity, slightly blem
ished credit, or tighter credit standards.  

Perhaps only about half of hom
eow

ners w
ho could profitably refinance have the equity and 

creditw
orthiness needed to qualify for traditional refinancing.   

In response to som
e of these obstacles, the FH

FA
 introduced the H

om
e A

ffordable R
efinance 

Program
 (H

A
R

P) in 2009.  H
A

R
P allow

s qualifying borrow
ers w

ho are current on their 
paym

ents, and w
hose m

ortgages are ow
ned or guaranteed by Fannie M

ae or Freddie M
ac, to 

refinance even if they have insufficient equity to qualify for a traditional refinance. 29  
Participation in the program

 to date has been relatively m
odest, w

ith only about 925,000 
m

ortgages refinanced through H
A

R
P. 30 

                                                 
29 A

 traditional G
SE refinance requires a loan-to-value (LTV

) ratio of 80 percent or less unless the m
ortgage is 

enhanced w
ith m

ortgage insurance provided by a third party.  Initially, H
A

R
P allow

ed refinances of qualifying loans 
w

ith LTV
s up to 125 percent.  To have qualified, loans m

ust have been originated before M
ay 31, 2009, and have 

been current w
ith certain restrictions on late paym

ents over the preceding year. 
30 D

ata from
 the FH

FA
’s quarterly Foreclosure Prevention &

 R
efinance R

eport.  See Federal H
ousing Finance 

A
gency (2011), “Foreclosure Prevention &

 R
efinance R

eport: Third Q
uarter 2011,” report (W

ashington: FH
FA

, 
O

ctober), w
w

w
.fhfa.gov/w

ebfiles/22827/3Q
2011ForePrevFullR

eport12611.pdf. 
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 The low
 participation rate has been attributed, in part, to lender w

orries about G
SE putback risks.  

W
hen a lender refinances a loan originated by a com

petitor, the new
 lender in effect takes on 

som
e of the original lender’s putback risk.  B

ecause lenders are reluctant to take on this added 
risk, they tend to refinance only their ow

n loans and do not aggressively m
arket the program

 to 
borrow

ers. 

G
SE fees know

n as loan-level pricing adjustm
ents (LLPA

s) are another possible reason for low
 

rates of refinancing.  U
nder norm

al circum
stances, LLPA

s are used to provide higher 
com

pensation to the G
SEs for the risk that they undertake w

hen new
 loans are extended to 

borrow
ers w

ith high loan-to-value (LTV
) ratios or low

 credit scores.  In a H
A

R
P refinancing, 

how
ever, the G

SEs already carry the credit risk on the original m
ortgage, and refinancing to a 

low
er rate could even low

er the credit risk of som
e such loans; thus, it is difficult to justify 

im
posing a higher LLPA

 w
hen refinancing in this circum

stance. 

To reduce these and other obstacles to refinancing, the FH
FA

 announced changes to H
A

R
P in 

O
ctober 2011. 31  LLPA

s for H
A

R
P loans w

ere elim
inated for borrow

ers shortening the term
 of 

their loans to 20 years or less and reduced for longer-term
 loans, certain representation and 

w
arranty requirem

ents w
ere w

aived, loans w
ith LTV

s greater than 125 percent w
ere m

ade 
eligible for the program

, the appraisal process w
as largely autom

ated, servicers w
ere given 

greater flexibility to notify borrow
ers of their eligibility for refinancing through H

A
R

P, and 
private m

ortgage insurers agreed to facilitate the transfer of m
ortgage insurance.  Som

e estim
ates 

suggest that another m
illion or so hom

eow
ners could refinance their m

ortgages w
ith these 

changes in effect. 

N
onetheless, m

ore m
ight be done--for exam

ple, reducing even further or perhaps elim
inating 

rem
aining LLPA

s for H
A

R
P refinances (again, on the rationale that the G

SEs already carry the 
credit risk on such loans); m

ore com
prehensively reducing putback risk; or further stream

lining 
the refinancing process for borrow

ers w
ith LTV

s below
 80 percent, a potentially large group of 

borrow
ers w

ho face som
e (though not all) of the sam

e obstacles confronting high-LTV
 

borrow
ers.  Fannie M

ae has reduced putback risk for all loans (including those below
 80 percent 

LTV
 as w

ell as those above 80 percent LTV
), w

hile Freddie M
ac has reduced putback risk for 

loans above 80 percent LTV
 but not those below

 80 percent LTV
.  H

arm
onizing traditional 

refinancing program
s for borrow

ers w
ith LTV

s less than 80 percent, so that these program
s 

becom
e operationally consistent w

ith H
A

R
P, could facilitate m

ore refinancing am
ong this group 

of borrow
ers. 

A
n im

portant group of borrow
ers w

ho are not able to take advantage of the H
A

R
P program

 is 
hom

eow
ners w

ith high LTV
s but w

hose m
ortgages are not guaranteed by the G

SEs.  For the 
m

ost part, these borrow
ers are not able to refinance through any public or private program

.  O
ne 

possible policy option m
ight be to expand H

A
R

P--or introduce a new
 program

--to allow
 the 

G
SEs to refinance non-G

SE, non-FH
A

 loans that w
ould be otherw

ise H
A

R
P eligible.  U

nlike 
H

A
R

P refinances, how
ever, these refinances w

ould introduce new
 credit risk to the G

SEs 

                                                 
31 Federal H

ousing Financing A
gency (2011), “Fannie M

ae and Freddie M
ac A

nnounce H
A

R
P C

hanges to R
each 

M
ore B

orrow
ers,” press release, O

ctober 24, w
w

w
.fhfa.gov/w

ebfiles/22721/H
A

R
P_release_102411_Final.pdf.  
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 because the G
SEs do not currently guarantee the loans, even if the loans w

ere offered only to 
borrow

ers w
ho are current on their paym

ents and w
ould m

eet underw
riting standards (for 

exam
ple, debt-to-incom

e ratio and credit score), if not for their high loan-to-value ratios.  
Perhaps 1 m

illion to 2-1/2 m
illion borrow

ers m
eet the standards to refinance through H

A
R

P 
except for the fact that their m

ortgages are not G
SE-guaranteed. 32 

To be sure, this change w
ould introduce a host of risk-m

anagem
ent issues, and the G

SEs w
ould 

likely require new
 underw

riting and fees for insuring these loans.  M
oreover, legislative changes 

to G
SE governing statutes w

ould likely be needed because the G
SEs are prohibited from

 
purchasing or guaranteeing m

ortgages w
ith LTV

 ratios exceeding 80 percent unless the 
m

ortgages have credit enhancem
ent such as m

ortgage insurance.  This policy, because it requires 
a potentially large expansion of the G

SE balance sheet, w
ould also have to be balanced against 

the other policy goals of w
inding dow

n the G
SEs over tim

e and returning private capital to the 
m

ortgage m
arket. 

The structure of the H
A

R
P program

 highlights the tension
 betw

een m
inim

izing the G
SEs’ 

exposure to potential losses and stabilizing the housing m
arket.  A

lthough the G
SEs w

ould take 
on added credit risk from

 expanding H
A

R
P to non-G

SE loans, the broader benefits from
 an 

expanded program
 m

ight offset som
e of these costs.  In particular, som

e hom
eow

ners w
ho are 

unable to refinance because of negative equity, slightly blem
ished credit, or tighter underw

riting 
standards could reduce their m

onthly paym
ents significantly, potentially reducing pressures on 

the housing m
arket.  A

 stronger housing m
arket w

ould in turn likely im
ply an earlier stabilization 

of house prices and reduced rates of m
ortgage delinquency, helping both borrow

ers and lenders.  
N

eighborhoods w
ould benefit from

 reduced rates of foreclosure and few
er vacant hom

es, w
hile 

localities w
ould experience gains, or less pronounced reductions, in property tax receipts.  The 

reduction in aggregate m
ortgage paym

ents could also provide som
e boost to consum

er spending, 
although the net effect w

ould likely be relatively sm
all, in part because the gains to hom

eow
ners 

m
ay be partially offset by corresponding reductions in the incom

es of investors in m
ortgage-

backed securities.  

H
ow

ever, m
any G

SE and non-G
SE m

ortgages are not eligible for traditional or H
A

R
P 

refinancing because they are already delinquent or have been sufficiently delinquent in the past.  
These m

ortgages m
ight be best addressed through loan m

odification program
s--the topic of the 

next section. 

Loan M
odifications and the H

AM
P Program

 

Loan m
odifications help hom

eow
ners stay in their hom

es, avoiding the personal and econom
ic 

costs associated w
ith foreclosures.  M

odifying an existing m
ortgage--by extending the term

, 
reducing the interest rate, or reducing principal--can be a m

echanism
 for distributing som

e of a 
hom

eow
ner’s loss (for exam

ple, from
 falling house prices or reduced incom

e) to lenders, 
guarantors, investors, and, in som

e cases, taxpayers.  N
onetheless, because foreclosures are so 

                                                 
32 Federal R

eserve staff calculation based on data from
 C

oreLogic and from
 M

cD
ash A

nalytics, LLC
, a w

holly 
ow

ned subsidiary of Lender Processing Services, Inc. 
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 costly, som
e loan m

odifications can benefit all parties concerned, even if the borrow
er is m

aking 
reduced paym

ents. 

A
bout 880,000 perm

anent m
odifications have been m

ade through the voluntary H
om

e 
A

ffordable M
odification Program

 (H
A

M
P), w

hich is part of the M
aking H

om
e A

ffordable 
(M

H
A

) program
.  H

A
M

P pays incentives to lenders, servicers, and borrow
ers to facilitate 

m
odifications.  A

m
ong its key program

 term
s, H

A
M

P reduces m
onthly paym

ents for qualifying 
borrow

ers to 31 percent of incom
e.  For borrow

ers w
ho have received H

A
M

P m
odifications, the 

help is often substantial.  For exam
ple, the m

edian m
onthly paym

ent after a perm
anent H

A
M

P 
m

odification is about $831, com
pared w

ith about $1,423 before the m
odification. 33  M

illions of 
additional m

ortgages have been m
odified by lenders, guarantors, and the FH

A
. 

A
s is the case w

ith all loan m
odifications, som

e m
ortgages that have been m

odified under 
H

A
M

P have ended up defaulting after m
odification.  For exam

ple, am
ong H

A
M

P m
odifications 

m
ade perm

anent in the first quarter of 2010, 16 percent of m
ortgages w

ere m
ore than 90 days 

late a year after m
odification, and 22 percent w

ere 90 days late after 18 m
onths. 34  These re-

default rates are low
er than those for non-H

A
M

P m
odifications, according to O

ffice of the 
C

om
ptroller of the C

urrency (O
C

C
) statistics. 35  Such defaults after m

odification highlight the 
difficulty that som

e hom
eow

ners have had in sustaining even substantially reduced m
ortgage 

paym
ents over tim

e.  In som
e cases, this difficulty likely ow

es to the burden from
 other 

expenses, such as m
edical or elder care, or other debt, such as a second m

ortgage or consum
er 

debt, w
hich m

ay m
ake a 31-percent-of-incom

e first m
ortgage paym

ent unaffordable. 

O
n the other hand, the 31 percent paym

ent-to-incom
e target has also precluded the participation 

of borrow
ers w

ho m
ight benefit from

 a m
odification even though their first-lien paym

ent is 
already less than 31 percent of incom

e.  O
ne potential m

ethod of expanding the reach of H
A

M
P 

that m
ay be w

orth exploring w
ould involve allow

ing paym
ents to be reduced below

 31 percent 
of incom

e in certain cases.  This exploration m
ight consider incorporating all of a borrow

er’s 
m

ortgage paym
ents on a property in the debt-to-incom

e calculation, instead of just the first lien.  
A

lternatively, taking the entirety of a borrow
er’s balance sheet into account or m

aking 
                                                 
33 D

ata from
 the O

ctober 2011 M
aking H

om
e A

ffordable program
 servicer perform

ance report.  See U
.S. 

D
epartm

ent of the Treasury (2011), O
ctober 2011 M

aking H
om

e Affordable Report and Servicer Assessm
ents for 

Third Q
uarter 2011, report (W

ashington: U
.S. D

epartm
ent of the Treasury, D

ecem
ber), available at 

w
w

w
.treasury.gov/initiatives/financial-stability/results/M

H
A

-R
eports/Pages/default.aspx.  

34 M
ore recent m

odifications m
ay have different default experiences due to different econom

ic conditions during the 
life of the loan.  
35 For exam

ple, according to the O
C

C
 M

ortgage M
etrics R

eport for the third quarter of 2011 (table 32), som
e 17 

percent of H
A

M
P perm

anent m
odifications finalized in the second quarter of 2010 at a select group of national 

banks and thrifts had fallen 60 days delinquent w
ithin 12 m

onths of the m
odification.  In contrast, for this sam

e 
group of financial institutions, som

e 31 percent of non-H
A

M
P m

odifications m
ade perm

anent in the second quarter 
of 2010 had becom

e 60 or m
ore days delinquent w

ithin the sam
e interval.  The low

er rate of delinquency for H
A

M
P 

perm
anent m

odifications has likely been influenced by differences in docum
entation standards, m

agnitudes of 
paym

ent reduction, and requirem
ents for a trial period.  For the O

C
C

 report, see U
.S. D

epartm
ent of the Treasury, 

O
ffice of the C

om
ptroller of the C

urrency (2011), O
C

C
 M

ortgage M
etrics Report, Third Q

uarter 2011 
(W

ashington:  D
epartm

ent of the Treasury, D
ecem

ber), w
w

w
.occ.treas.gov/publications/publications-by-type/other-

publications-reports/m
ortgage-m

etrics-2011/m
ortgage-m

etrics-q3-2011.pdf. 
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 allow
ances for other unavoidable borrow

er expenses m
ight be considered.  Expanding the 

m
agnitude of potential paym

ent reduction in this w
ay w

ould, though, raise difficult issues of 
fairness and im

plem
entation. 

A
nother issue is the fact that m

any borrow
ers have gone delinquent or have defaulted because of 

incom
e loss resulting from

 unem
ploym

ent or other presum
ably tem

porary factors, w
hich im

pairs 
their ability to m

eet previously affordable paym
ent obligations.  The basic H

A
M

P m
odifications 

focus on longer-term
 paym

ent reduction to a level that can be supported by the borrow
er’s 

incom
e at the tim

e of m
odification.  This approach is often ill-suited for those w

ho have lost their 
jobs because the incom

e of unem
ployed borrow

ers is generally quite low
.   

Instead of a longer-term
 m

odification, a paym
ent deferral m

ay be m
ore helpful to tem

porarily 
unem

ployed borrow
ers w

hose incom
e, it is hoped, w

ill rise in the near future.  M
H

A
 has 

introduced an unem
ploym

ent forbearance program
 under w

hich servicers grant 12 m
onths’ 

forbearance.  R
esources from

 the H
ardest H

it Fund, w
hich w

as created by the D
epartm

ent of the 
Treasury (Treasury) under the Troubled A

sset R
elief Program

, have been used to provide 
assistance to unem

ployed hom
eow

ners through a variety of program
s run by state housing 

finance agencies.  

Program
s of this type m

ay prove helpful in preventing costly foreclosures am
ong hom

eow
ners 

suffering tem
porary incom

e reductions.  N
onetheless, a significant challenge involves targeting 

these initiatives to the borrow
ers m

ost likely to be reem
ployed.  In the current econom

y, few
er 

than 60 percent of unem
ployed w

orkers find reem
ploym

ent w
ithin a year of losing their jobs 

(figure 7).  M
oreover, even after reem

ploym
ent, a borrow

er’s incom
e from

 the new
 job m

ay be 
low

er than in the previous job, and his or her savings m
ay be depleted, reducing the borrow

er’s 
ability to keep up w

ith m
ortgage paym

ents.  Further w
ork in this area is w

arranted to better 
understand the tradeoffs in devising such program

s. 
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 B
roadly speaking, H

A
M

P em
phasizes m

odifications in w
hich the net present value to the lender 

of the m
odification exceeds the net present value of pursuing a foreclosure.  It should be 

recognized that other types of loan m
odifications m

ay be socially beneficial, even if not in the 
best interest of the lender, because of the costs that foreclosures place on com

m
unities, the 

housing m
arket, and the broader econom

y.  H
ow

ever, although policym
akers m

ight very w
ell 

decide that the social costs--w
hile obviously difficult to gauge--are great enough to justify 

additional loan m
odifications, lenders are unlikely to be w

illing to m
ake such m

odifications on 
their ow

n.  M
oving further in this direction is thus likely to involve additional taxpayer funding, 

the overriding of private contract rights, or both, w
hich raises difficult public policy issues and 

tradeoffs.  

Loan M
odifications w

ith Principal Reduction 

R
educing m

onthly paym
ents to a sustainable level for distressed borrow

ers w
ho are significantly 

underw
ater on their m

ortgages m
ay require principal reductions--that is, reductions in their 

m
ortgage balances--in addition to interest rate concessions and term

 extensions.  C
onsequently, 

H
A

M
P allow

s principal reduction to be used as part of its standard protocol w
hen interest rate 

reduction and term
 extension are not sufficient to reduce a borrow

er's debt-to-incom
e ratio to 31 

percent.  In addition, the H
A

M
P program

 introduced the Principal R
eduction A

lternative (PR
A

), 
w

hich allow
s the servicer to use principal reduction as the first step in m

odifying the loan.  In 
both cases, H

A
M

P uses principal reduction prim
arily as a m

eans to im
prove the affordability of a 

borrow
er’s m

ortgage, though w
ith the concom

itant benefit of reducing negative equity. 36  The 
H

ardest H
it Fund has also funded principal reduction program

s at the state level.   

N
egative equity is a problem

, above and beyond affordability issues, because it constrains the 
ability of borrow

ers to refinance their m
ortgages or sell their hom

es if they do not have the 
m

eans or w
illingness to bring potentially substantial personal funds to the transaction.  A

n 
inability to refinance, as discussed previously, blocks underw

ater borrow
ers from

 being able to 
take advantage of the large decline in interest rates over the past years.  A

n inability to sell could 
force underw

ater borrow
ers into default if their m

ortgage paym
ents becom

e unsustainable, and 
m

ay hinder m
ovem

ent to pursue opportunities in other cities. 

Principal reduction has been proposed and debated as one possible policy response to negative 
equity, including for borrow

ers current on their m
ortgage paym

ents.  Principal reduction has the 
potential to decrease the probability of default (and thus the deadw

eight costs of foreclosure) and 
to im

prove m
igration betw

een labor m
arkets.  Principal reduction m

ay reduce the incidence of 
default both by im

proving a household’s financial position, and thus increasing its resilience to 
econom

ic shocks, and by reducing the incentive to engage in “strategic” default (that is, to 
default solely based on the household’s underw

ater position rather than on the affordability of 
the paym

ents). 

                                                 
36 R

eflecting the preference for capitalization and interest rate reduction that is built into the H
A

M
P “w

aterfall,” 
98 percent of H

A
M

P m
odifications reduced the interest rate and 31 percent reduced principal.  Since its inception in 

O
ctober 2010, the PR

A
 program

 has m
odified 32,000 loans. 
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 These potential benefits, how
ever, are hard to quantify.  B

ased on the evidence to date, the effect 
of negative equity on m

igration betw
een labor m

arkets appears to be fairly sm
all. 37  The effect of 

reducing negative equity on default is hard to estim
ate because borrow

ers w
ith high LTV

 ratios 
tend to have other characteristics correlated w

ith default. 38  For exam
ple, high-LTV

 hom
eow

ners 
often m

ade sm
all initial dow

n paym
ents--perhaps due to a lack of financial resources--and tend 

to live in areas w
ith greater declines in house prices, w

here unem
ploym

ent and other econom
ic 

conditions also tend to be relatively w
orse.  H

ence, principal reduction is likely to low
er 

delinquency rates by less than the sim
ple correlation betw

een LTV
 and default rates w

ould 
suggest.  Further research or policy experim

ents in this area w
ould be useful. 

A
t the sam

e tim
e, the costs of large-scale principal reduction w

ould be quite substantial.  
C

urrently, 12 m
illion m

ortgages are underw
ater, w

ith aggregate negative equity of $700 billion.  
O

f these m
ortgages, about 8.6 m

illion, representing roughly $425 billion in negative equity, are 
current on their paym

ents. 39  These costs m
ight be reduced if it w

as possible to target borrow
ers 

w
ho are likely to default w

ithout a principal reduction.  H
ow

ever, identifying such borrow
ers 

am
ong the m

any w
ho are current on their paym

ents is difficult.  M
oreover, targeting principal 

reduction efforts on those m
ost likely to default raises fairness issues to the extent that it 

discrim
inates against those w

ho w
ere m

ore conservative in their borrow
ing for hom

e purchases 
or those w

ho rent instead of ow
n.  D

epending on the requirem
ents for relief, such a program

 m
ay 

also give som
e borrow

ers w
ho otherw

ise w
ould not have defaulted an incentive to do so.  

A
n alternative to large-scale principal reduction for addressing the barriers that negative equity 

poses for m
ortgage refinancing and hom

e sales could involve aggressively facilitating 
refinancing for underw

ater borrow
ers w

ho are current on their loans, expanding loan 
m

odifications for borrow
ers w

ho are struggling w
ith their paym

ents, and providing a stream
lined 

exit from
 hom

eow
nership for borrow

ers w
ho w

ant to sell their hom
es, such as an expanded deed-

in-lieu-of-foreclosure program
 (described later).  This approach focuses on reducing paym

ents 
rather than reducing principal per se, and could be m

ore effective at keeping com
m

itted 
borrow

ers in their hom
es if affordability is the prim

e consideration driving default. 

Alternatives to Foreclosure 

D
espite the potential for loan m

odifications and targeted forbearance program
s to prevent 

unnecessary foreclosures, m
any borrow

ers w
ill not be able to keep their hom

es.  In these cases, 
the m

ost efficient solution m
ay be to find an alternative to foreclosure such as a short sale or a 

deed-in-lieu-of-foreclosure (D
IL).  In a short sale, the hom

e is sold to a third-party buyer 
offering less than the am

ount ow
ed by the hom

eow
ner.  In a D

IL, there is no sale, but the 

                                                 
37 See R

aven M
olloy, C

hristopher Sm
ith, and A

bigail W
ozniak (2011), “Internal M

igration in the U
nited States,” 

Journal of Econom
ic Perspectives, vol. 25 (Sum

m
er), pp. 173–96, 

w
w

w
.aeaw

eb.org/articles.php?doi=10.1257/jep.25.3.173. 
38 See N

eil B
hutta, Jane D

okko, and H
ui Shan (2010), “The D

epth of N
egative Equity and M

ortgage D
efault 

D
ecisions,” Finance and Econom

ics D
iscussion Series 2010-35 (W

ashington:  B
oard of G

overnors of the Federal 
R

eserve System
, June), w

w
w

.federalreserve.gov/pubs/feds/2010/201035/201035pap.pdf. 
39 A

bout 660,000 m
ortgages are 30 days past due, 310,000 are 60 days past due, 1 m

illion are 90 days or m
ore past 

due, and 1.4 m
illion are in foreclosure. 
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 property is transferred directly to the lender or guarantor, rather than going through the form
al 

foreclosure process.  B
oth options are w

ithin the bounds of m
ortgage contracts and avoid som

e 
of the econom

ic dam
age potentially caused by the foreclosure process.  Short sales can be 

attractive because the property is transferred to a (presum
ably sustainable) new

 ow
ner, keeping 

the property out of R
EO

 and reducing potential negative effects on com
m

unities from
 vacant 

properties.  D
ILs can also be helpful because they can som

etim
es be easier to execute than a 

short sale and because they can fit into an R
EO

-to-rental program
 to prevent a discounted sale 

that w
ould otherw

ise occur.  B
oth options m

ay be particularly attractive to borrow
ers if lenders 

partially or fully w
aive borrow

er liability for deficiency balances.  The M
H

A
’s H

om
e A

ffordable 
Foreclosure A

lternatives program
 provides incentive paym

ents to facilitate both short sales and 
D

ILs. 

B
oth short sales and D

ILs, how
ever, face barriers in current m

arkets.  Short sales require a 
w

illing buyer, a price that is acceptable to all parties, and a tim
eline that allow

s the transaction to 
close before foreclosure (w

hich is likely proceeding on a parallel path).  D
ILs m

ay not be 
actively pursued because of inform

ational or logistical obstacles.  Further, short sales and D
ILs 

often present additional obstacles to lenders, such as the disposition of second liens, the cost and 
uncertainty of loss recovery via m

ortgage insurance or deficiency judgm
ents, and (in the case of 

D
ILs) accum

ulating additional R
EO

 properties.  For their part, borrow
ers m

ay not know
 about 

D
ILs or short sales as an alternative to foreclosure and, in som

e cases, m
ay see little reason to 

engage in a short sale or D
IL rather than stay in their hom

es throughout the often draw
n-out 

foreclosure process.  G
iven the scope of the econom

ic losses associated w
ith foreclosure, 

figuring out w
ays to surm

ount these obstacles is crucial. 

M
ortgage Servicing: Im

proving A
ccountability and A

ligning Incentives 

M
ortgage servicers interact directly w

ith borrow
ers and play an im

portant role in the resolution 
of delinquent loans.  They are the gatekeepers to loan m

odifications and other foreclosure 
alternatives and thus play a central role in how

 transactions are resolved, how
 losses are 

ultim
ately allocated, and w

hether deadw
eight losses are incurred. 

Thus far in the foreclosure crisis, the m
ortgage servicing industry has dem

onstrated that it had 
not prepared for large num

bers of delinquent loans.  They lacked the system
s and staffing needed 

to m
odify loans, engaged in unsound practices, and significantly failed to com

ply w
ith 

regulations.  O
ne reason is that servicers had developed system

s designed to efficiently process 
large num

bers of routine paym
ents from

 perform
ing loans.  Servicers did not build system

s, 
how

ever, that w
ould prove sufficient to handle large num

bers of delinquent borrow
ers, w

ork that 
requires servicers to conduct labor-intensive, non-routine activities.  A

s these system
s becam

e 
m

ore strained, servicers exhibited severe backlogs and internal control failures, and, in som
e 

cases, violated consum
ers’ rights.  A

 2010 interagency investigation of the foreclosure processes 
at servicers, collectively accounting for m

ore than tw
o-thirds of the nation’s servicing activity, 

uncovered critical w
eaknesses at all institutions exam

ined, resulting in unsafe and unsound 
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 practices and violations of federal and state law
s. 40  Treasury has conducted com

pliance review
s 

since the inception of H
A

M
P, and, beginning in June 2011, it released servicer com

pliance 
reports on m

ajor H
A

M
P servicers.  These reports have show

n significant failures to com
ply w

ith 
the requirem

ents of the M
H

A
 program

. 41  In several cases, Treasury has w
ithheld M

H
A

 
incentive paym

ents until better com
pliance is dem

onstrated. 

These practices have persisted for m
any reasons, but w

e focus here on four factors that, if 
addressed, m

ight contribute to a m
ore functional servicing system

 in the future.  First, data are 
not readily available for investors, regulators, hom

eow
ners, or others to assess a servicer’s 

perform
ance.  Second, even despite this lim

itation, if investors or regulators w
ere able to 

determ
ine that a servicer is perform

ing poorly, transferring loans to another servicer is difficult. 
Third, the traditional servicing com

pensation structure can result in servicers having an incentive 
to prioritize foreclosures over loan m

odifications. 42  Fourth, the existing system
s for registering 

liens are not as centralized or as efficient as they could be. 

The lack of consistent m
etrics for assessing the quality of practices across servicers is a 

significant problem
.  H

elpful m
etrics m

ight include m
easures of borrow

ers’ ability to contact 
representatives through call centers, results from

 third-party satisfaction surveys, or m
easures of 

investors’ abilities to get data on loss-m
itigation activities.  Treasury has taken steps tow

ard 
addressing this lack of consistent m

etrics in its m
onthly M

H
A

 reports, w
hich include data on 

error rates, com
plaint response quality, and conversion rates (from

 trial to perm
anent 

m
odifications).  These data could help inform

 the developm
ent of appropriate m

etrics for the 
industry.  

The inform
ation provided by the m

etrics could be even m
ore helpful if com

bined w
ith low

er 
costs w

hen transferring servicing rights to a com
peting servicer.  In a w

ell-functioning servicing 
m

arket, low
er quality servicers w

ould quickly lose business to com
petitors w

ho are better able to 
reduce losses to investors, deliver a high quality of interaction w

ith hom
eow

ners, and com
ply 

w
ith regulations.  H

ow
ever, because servicing system

s are not interoperable or designed to easily 
im

port or export new
 records, transferring servicing responsibilities from

 one servicer to another 
is expensive, tim

e consum
ing, and prone to error. 

A
 third potential area for im

provem
ent in m

ortgage servicing is in the structure of com
pensation.  

Servicers usually earn incom
e through three sources: “float” incom

e earned on cash held 
tem

porarily before being rem
itted to others, such as borrow

ers’ paym
ents tow

ard taxes and 
hazard insurance; ancillary fees such as late charges; and an annual servicing fee that is built into 
                                                 
40 See Federal R

eserve System
, O

ffice of the C
om

ptroller of the C
urrency, and O

ffice of Thrift Supervision (2011), 
Interagency Review

 of Foreclosure Policies and Practices, report (W
ashington:  B

oard of G
overnors of the Federal 

R
eserve System

, A
pril), 

w
w

w
.federalreserve.gov/boarddocs/rptcongress/interagency_review

_foreclosures_20110413.pdf. 
41 The latest quarterly servicer assessm

ent reports (through O
ctober) can be found in the Treasury’s O

ctober 2011 
M

aking H
om

e Affordable Report (see note 33). 
42 See Larry C

ordell, K
aren D

ynan, A
ndreas Lehnert, N

ellie Liang, and Eileen M
auskopf (2008), “The Incentives of 

M
ortgage Servicers:  M

yths and R
ealities,” Finance and Econom

ics D
iscussion Series 2008-46 (W

ashington:  B
oard 

of G
overnors of the Federal R

eserve System
, N

ovem
ber), 

w
w

w
.federalreserve.gov/pubs/feds/2008/200846/revision/index.htm

l. 
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 hom
eow

ners’ m
onthly paym

ents.  For prim
e fixed-rate m

ortgages, the servicing fee is usually 
25 basis points a year; for subprim

e or adjustable-rate m
ortgages, the fee is som

ew
hat higher.  

From
 an accounting and risk-m

anagem
ent perspective, the expected present value of this future 

incom
e stream

 is treated as an asset by the servicer and accounted for accordingly. 

The value of the servicing fee is im
portant because it is expected to cover a variety of costs that 

are irregular and w
idely varying.  O

n a perform
ing loan, costs to servicers are sm

all--especially 
for large servicers w

ith highly autom
ated system

s.  For these loans, 25 basis points and other 
revenue exceed the cost incurred.  B

ut for nonperform
ing loans, the costs associated w

ith 
collections, advancing principal and interest to investors, loss m

itigation, foreclosure, and the 
m

aintenance and disposition of R
EO

 properties m
ight be substantial and unpredictable and m

ight 
easily exceed the servicing fee.  

The standard servicing com
pensation m

odel assum
es that the revenue stream

s are m
ore than 

enough in low
-default environm

ents, allow
ing servicers to cross-subsidize for high-default 

scenarios.  B
ut m

ost servicers do not appear to have invested in enough infrastructure, or 
reserved sufficient capital, for high-stress conditions.  Thus, they w

ere ill equipped to deal w
ith 

the m
agnitude of the ongoing foreclosure w

ave.  A
lso, the fee structure of the servicing industry 

helped create perverse incentives for servicers to, for exam
ple, reduce the costs associated w

ith 
w

orking out repaym
ents and m

oving quickly to foreclosure, even w
hen a loan m

odification 
m

ight have been in the best interest of the hom
eow

ner and investor.  

Possible changes to the com
pensation m

odel m
ight include aligning servicing fees m

ore closely 
w

ith expenses, such as sm
aller annual servicing fees for perform

ing loans but higher 
com

pensation for servicing delinquent loans, w
ith fees tied directly to expenses incurred and 

w
ith incentives for loan perform

ance. 43  A
 sm

all part of the current servicing business, including 
niche institutions know

n as “special servicers,” already operates under such a paym
ent regim

e.  
In addition, servicers’ contractual requirem

ent to continue advancing paym
ents of principal and 

interest to investors, even w
hen a loan is delinquent, strengthens servicers’ incentives to m

ove 
quickly to foreclosure.  O

ne possibility m
ight be to advance m

ortgage principal and interest only 
60 days beyond the first m

issed paym
ent.  This change w

ould affect paym
ent stream

s to 
investors m

odestly, and the m
arket could adjust pricing accordingly, but it could also help align 

the interests of servicers, borrow
ers, and investors in reaching final resolution of delinquent 

m
ortgages. 

A
 final potential area for im

provem
ent in m

ortgage servicing w
ould involve creating an online 

registry of liens.  A
m

ong other problem
s, the current system

 for lien registration in m
any 

jurisdictions is antiquated, largely m
anual, and not reliably available in cross-jurisdictional form

.  
Jurisdictions do not record liens in a consistent m

anner, and m
oreover, not all lien holders are 

required to register their liens.  This lack of organization has m
ade it difficult for regulators and 

policym
akers to assess and address the issues raised by junior lien holders w

hen a senior 
m

ortgage is being considered for m
odification.  R

equiring all holders of loans backed by 
                                                 
43 The FH

FA
 has proposed and sought com

m
ent on alternative servicer com

pensation structures.  See Federal 
H

ousing Finance A
gency (2011), “A

lternative M
ortgage Servicing C

om
pensation D

iscussion Paper,” w
hite paper 

(W
ashington:  FH

FA
, Septem

ber), w
w

w
.fhfa.gov/w

ebfiles/22663/ServicingC
om

pD
iscussionPaperFinal092711.pdf. 
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 residential real estate to register w
ith a national lien registry w

ould m
itigate this inform

ation gap 
and w

ould allow
 regulators, policym

akers, and m
arket participants to construct a m

ore 
com

prehensive picture of housing debt.   

The national lien registry could also record the nam
e of the servicer.  C

urrently, parties w
ith a 

legitim
ate interest in contacting the servicer have little to go on from

 the land records because, 
am

ong other reasons, m
any liens have been recorded only in the nam

e of the trustee or of 
M

ortgage Electronic R
egistration System

s (M
ER

S). 44  R
egistering the servicer, and updating the 

inform
ation w

hen servicing is transferred, could help local governm
ents and nonprofits, for 

exam
ple, w

ho m
ight be w

orking to resolve the status of vacant or abandoned properties.  
Im

plem
enting a m

odernized registry could build on system
s that have been put in place locally in 

som
e jurisdictions and could be designed to retain a role for state and local governm

ents as the 
default collectors of inform

ation, as long as the inform
ation is collected in an efficient and 

consistent m
anner. 45    

C
onclusion 

The challenges faced by the U
.S. housing m

arket today reflect, in part, m
ajor changes taking 

place in housing finance; a persistent excess supply of hom
es on the m

arket; and losses arising 
from

 an often costly and inefficient foreclosure process (and from
 problem

s in the current 
servicing m

odel m
ore generally).  The significant tightening in household access to m

ortgage 
credit likely reflects not only a correction of the unsound underw

riting practices that em
erged 

over the past decade, but also a m
ore substantial shift in lenders’ and the G

SEs’ w
illingness to 

bear risk.  Indeed, if the currently prevailing standards had been in place during the past few
 

decades, a larger portion of the nation’s housing stock probably w
ould have been designed and 

built for rental, rather than ow
ner occupancy.  Thus, the challenge for policym

akers is to find 
w

ays to help reconcile the existing size and m
ix of the housing stock and the current 

environm
ent for housing finance.  Fundam

entally, such m
easures involve adapting the existing 

housing stock to the prevailing tight m
ortgage lending conditions--for exam

ple, devising policies 
that could help facilitate the conversion of foreclosed properties to rental properties--or 
supporting a housing finance regim

e that is less restrictive than today’s, w
hile steering clear of 

the lax standards that em
erged during the last decade.  A

bsent any policies to help bridge this 
gap, the adjustm

ent process w
ill take longer and incur m

ore deadw
eight losses, pushing house 

prices low
er and thereby prolonging the dow

nw
ard pressure on the w

ealth of current 
hom

eow
ners and the resultant drag on the econom

y at large.  

In addition, reducing the deadw
eight losses from

 foreclosures, w
hich com

pound the losses that 
households and creditors already bear and result in further dow

nw
ard pressure on house prices, 

w
ould provide further support to the housing m

arket as w
ell as provide assistance to struggling 

hom
eow

ners.  Policym
akers m

ight consider m
inim

izing unnecessary foreclosures through the 

                                                 
44 M

ER
S provides services related to tracking and registering residential m

ortgage ow
nership and servicing, acts as 

m
ortgagee of record on behalf of lenders and servicers, and initiates foreclosure actions.  The A

pril 2011 
enforcem

ent action included an action against M
ER

S (see note 1). 
45A

lthough m
ost of the inform

ation that w
ould be registered is already in the public record, safeguards w

ould be 
needed to protect privacy. 
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 use of a broad m
enu of types of loan m

odifications, thereby allow
ing a better tailoring of 

m
odifications to the needs of individual borrow

ers; and servicers should have appropriate 
incentives to pursue alternatives to foreclosure.  Policym

akers also m
ay w

ant to consider 
supporting policies that facilitate deeds-in-lieu of foreclosure or short sales in order to reduce the 
costs associated w

ith foreclosures and m
inim

ize the negative effects on com
m

unities. 

R
estoring the health of the housing m

arket is a necessary part of a broader strategy for econom
ic 

recovery.  A
s this paper suggests, how

ever, there is unfortunately no single solution for the 
problem

s the housing m
arket faces.  Instead, progress w

ill com
e only through persistent and 

careful efforts to address a range of difficult and interdependent issues.  


