Doomed from the Start:

How Conflicting Interests and Ineffective Incentives Led to the Failure of the Home Affordable Modification Program
I.  Background

In the wake of the financial crisis, the US government attempted to address the alarming foreclosure rate by enacting the Making Home Affordable Program (“MHAP”), comprised of the Home Affordable Refinance Program (“HARP”) and the Home Affordable Modification (“HAMP”)
.  This paper will focus on HAMP, and explore the defects and shortcomings of the Program, and suggest reasons for the overall failure to have any kind of meaningful impact on the foreclosure crisis.   
In its most basic form, HAMP is a program implemented by the federal government, which established guidelines for lenders when considering allowing mortgage loans that would offer struggling homeowners temporary mortgage modifications in an effort to avoid foreclosure.
While the initial theory of HAMP modifications was to reduce the monthly mortgage payments of homeowners to 31% of their gross monthly income, in practice, HAMP modification, “left borrowers with high overall debt-to-income ratios, did not require reduction of loan principal even for those owing much more than the value of their homes, and used primarily temporary interest rate breaks, resulting in a high risk of redefault.”
  
II. The Failure of HAMP

HAMP program, while a novel and commendable idea, has been marked only with a lack of success and overwhelming frustration by borrowers, their attorneys, and trustees. As more homes fall to foreclosure, as more homeowners fall delinquent on their mortgages, our opportunity to fix the problem diminishes
.  As a nation we have missed the boat on addressing the housing crisis in a way that mitigates the bloodshed, and we continue to allow the market to hemorrhage.  Without drastic changes, HAMP will continue to fail and we will continue to watch the housing market deteriorate.  To make the necessary changes, it is critical to address the underlying failures of HAMP as it exists today, and look at areas for improvement that could turn the program around.
III. Servicing Lenders
There are many theories as to the cause for HAMP’s general failure in mitigating the damages associated with the mortgage crisis, and while there is likely truth in most of those theories, there is a strong argument made that links the root cause of the failure with fundamental flaws in the administration of the Program by the servicing lenders.  While servicers historically handled collections and foreclosure matters for the underlying investors, they were not particularly adept at dealing with loan modifications or short sales.  However, with the onset of the financial crisis, the servicers were in the most obvious position to handle the new administrative burden associated with increased defaults, which included modification and short-sale proceedings.  Unfortunately, the infrastructure in place at the servicers was ill equipped to handle the acute needs of millions of distressed borrowers, so they responded by hiring third-party vendors to mitigate the burden.  
The need to utilize outsourced vendors created another layer of frustration for distressed borrowers, and another layer of ineffective, unskilled labor pushing borrowers around in what was most often a fruitless search for relief.  As a result, millions of homeowners ended up in foreclosure despite their repeated attempts to find a workable solution that would have kept them in their homes.  While we cannot blame the servicers for needing help dealing with the massive influx of claims, we can marvel and the level of incompetence, lack of training, and lack of empowerment most of the employees at the vendors possessed.  The servicers had a duty to find qualified individuals to assist homeowners, but instead, the servicers were content to simply have a live person on the like, skill set and experience not withstanding.
The underlying lenders hired servicers to deal with the volume of defaults that started after the financial crisis, and although servicers welcomed the business, it was a trial by fire since servicers had no experience handing the needs and level of difficulty involved in the housing crises and needed to figure out how they were going to operate a completely new business model. 
  The administrative expense that servicers incur under HAMP is a huge reason that the new business model was clearly not going to work if the servicers actually wanted to remain economically viable.   Specifically, “servicers often made more money by keeping delinquent loans in the pool on which they collected a percentage fee and also by charging delinquency fees and "junk fees" for inspections, appraisals, and the like. Only when cure looked impossible, servicers pursued foreclosure as quickly as possible to avoid carrying costs.”
 
A. Lack of Oversight

Arguably, one the most fundamental problems with HAMP revolve around issues relating to the servicing lenders.  At the outset, it is clear that there is a critical lack of oversight when it comes to ensuring that the provisions in HAMP are properly administered by the servicing lender.  Currently, the success of a homeowner in getting relief from HAMP is based on luck as much, if not more, on their actual qualification under the Program guidelines.  There is simply not enough oversight of the servicers, and they, “remain largely unaccountable for their dismal performance in making loan modifications.”
  Lenders and servicers are not looked at under a microscope and there is no way to track which lenders and servicers make a good faith effort to carry out the mandate of HAMP.  Instead, the program is based on trust, and the practice of letting the lenders regulate themselves.  Just as lack of oversight of the financial systems and lenders lead to the housing crisis, lack of oversight of HAMP lead to the failure of the Program to yield any meaningful relief for homeowners.
B. Lack of Meaningful Incentives 
HAMP offers certain incentives for loan servicers who are able to successfully bring a homeowner through the full modification process, including completing a three-month trial period to ensure that the modification is sustainable
.   However, even if a servicer is eligible for the incentives, the economic reality is that the compensation is de minimis and is not a meaningful motivating factor for the servicers to complete modifications.  Services that successfully modify a loan for a homeowner are eligible to receive $1,000 at the time of the modification, and then another $1,000 per year for three years, provided that the homeowner continues making payments under the modification.
  If a successful loan modification was a simple and expeditious undertaking, these incentives might have meaning for servicers that could complete high volumes of successful modifications.  However, the current HAMP structure requires servicers to do a great deal of work and guideline satisfaction before they are even eligible for the incentives, and in the event that the modification is not successful or if the homeowner defaults within the three month trial period, the servicer will walk away with nothing.  As a result, the likelihood that a servicer will put in a large number of hours and have nothing to show for it is high.  Additionally, “it was in servicers' interest, after a default without prospect of a quick cure, to rush to foreclosure rather than taking extra time and expense trying to arrange a modification.”

For obvious reasons, the $4,000 maximum incentive over three years for the servicers is not enough to make HAMP and loan modifications a smart business decision for the servicers.  When compared with the alliterative, in which the servicer can process defaults and push foreclosures in a much more time efficient manner, and they are guaranteed to be compensated by the underlying lender and they cut their workload considerably.  Assuming that servicers are in the business of making money, going the route of foreclosure for borrowers in default is the better economic choice for the simple fact that HAMP’s incentives are both uncertain and unremarkable.  
Additionally, it is worth noting that if a borrower modified their loan prior to default, the incentive for servicers is reduced by $500.  In essence, the incentive structure of HAMP discourages servicers for taking pro-active steps to avoid foreclosure by allowing borrowers to modify their loans when default was only imminent, instead of present.  While servicers who modify loans in default are eligible for $1,000 incentive, servicers who modify close to deafly are only eligible for a $500 incentive.
  This type of punitive policy is irresponsible at best, and wholly contrary to the tenants of HAMP.  By prohibiting borrowers from modifying loans that are still current (even if default is a certainty based on the borrowers hardship or new circumstances), the system actually forces borrowers to spiral downhill and hope for relief once the situation deteriorates completely.  As is the case with many government programs, preventative measures that could benefit many are forfeited in favor of a ‘Hail Mary’ pass in the final seconds of the game.  It is an irresponsible and impractical way to do business; yet, HAMP’s incentives, or lack thereof, seem to mandate such practices as a matter of course.  The end result is generally an account that becomes delinquent, followed by failed modification attempts, a short sale at best, and foreclosure at worst.  A modification prior to default would benefit all parties involved, with the exception of the servicers, who would lose money.  Clearly, a conflict of interest exists that undermines HAMP and harms lenders and borrowers alike.   
C. Conflicting Interests

As a result of HAMP’s failure to provide servicers with meaningful incentives to invest time and resources into achieving successful modifications, the economic reality of the program also puts the interests of the servicer and the underlying lenders at odds with one another.  As discussed, the servicers are incentivized to find resolution on as many lender accounts as possible.  Given the time involved in achieving a successful modification, it is often more expeditious for the servicer to send a home into foreclosure proceedings and collect from the lender for resolving the account.  On the other hand, the underlying lender has an interest in not having to own a huge quantity of foreclosed homes, and would benefit from keeping homeowners in their homes making some sort of payment.  
The interests of the underlying lender are more complicated than simply an economic decision, especially when lenders have many homes in one area where the homeowners are in default and close to foreclosure.  The more homes vacant in an area and the more foreclosures for sale in an area, the lower the home values are for the surrounding properties.  When the value of the homes in an area goes down, it gets even harder to sell properties for sale, so the lenders sit with scores of vacant homes with no buyers in site.  And when homes sit vacant, they fall quickly into disrepair.  The possibility that a dangerous situation will go unnoticed is also significantly higher when a home is vacant for a long period of time.  The end result is that the lenders end up with properties that are essentially worthless because of the level of deterioration that occurs because the home has been vacant for so long.
There is a school of thought that looks at the pure economics of foreclosure and the impact on underlying lenders, and argues that it makes more sense for lenders to foreclose and get out.  However, that theory starts to loose muster when the reality of languishing homes on the market for extended periods of time is faced.  Undoubtedly, lenders would be better off having borrowers pay a reduced mortgage for three years than to receive zero payments and end up still owning an uninhabitable house after three years with no maintenance.  It seems reasonable that, given the economic climate and the sheer volume of foreclosed homes remaining unoccupied for long periods of time, that lenders would want to avoid further foreclosures at all costs.  But, with servicers failing to provide meaningful modification efforts, and with HAMP failing to properly oversee the process, there is a disconnect between what should happen and what actually does happen.  The disconnect is due in large part to the conflicting interests of the servicers who want to get guaranteed and quick payment, and the lenders who rely on there servicers to handle the burden of resolving the huge number of defaulted mortgages.  Unless the conflict is resolved, it seems unlikely that the interests of the lenders and servicers will be aligned, and unlikely that HAMP will be implemented as it was intended.
 IV. UNDERLYING Lenders
The harsh reality of the HAMP’s failure is that, provided there are willing and able buyers in the market, it is much more cost effective for the underlying lender to foreclose on a property than it is to all a modification under HAMP.  The Program fails to provide adequate incentives to shift the economic reality for the underlying lender; thus, the Program provides no economic incentives to lenders when there are buyers willing to scoop up foreclosed properties at a bargain price.  The current structure essentially relies on lenders and servicers to utilize HAMP on their “scouts honor” but provides no mechanism for ensuring that the lenders act in good faith (as opposed to actually only to further their own interests).  To implement a program the magnitude of HAMP without providing an oversight mechanism is essentially willing the Program to fail from the outset.  

Practically speaking, “investors in loans and their servicers should have acted faster if more modifications were in their self-interest, and thus their failure to do so indicates that they were not.” 
   The reason for the economic disconnect can be attributed to many factors, not the least of which is the fact that servicers were incapable of handling the volume of work that the lenders needed to be done.  Another factor of the underlying lenders failing to move quickly was likely the desire of investors and lenders to avoid having to recognize losses associated with modifications.
  The issue here is that the problems of the crisis are so much greater than the losses written down quarter over quarter.  When looking at the bigger picture, it is clear that the lenders and the country overall would have greatly benefitted from a pro-active approach early on to allow borrowers to modify their mortgages, even if only temporarily, so that they did not languish and fall further and further behind.  If they knew that there was the possibility of keeping their home, many homeowners would have stayed current on their modified mortgages.  Once the notion of foreclosure sets in, the mindset of the borrow changes and they resign themselves to just staying in the house as long as they can until they are evicted.  During this time, which is often long due in large part to the backlog in the courts, lenders receive no payments from borrowers.  If the loan was modified and the homeowner was still motivated to try and keep their home, they would have continued to make payments and the lender would not have as much to write down.  Again, it seems simple enough in theory, but in practice, HAMP failed to make the simple choice a feasible one.
V.  The HAMP Lottery

Nothing strips a program of its legitimacy quite like the notion that it is applies in an arbitrary and completely random way.  While HAMP has a set of guidelines that lenders and servicers are required (although there are no measurable consequences for failure to adhere to the established guidelines), the current application of the Program is nothing more than a game of Russian roulette.  Success under HAMP is a game of chance or a stroke of luck – there is no rhyme or reason for the final outcome.  The burden on homeowners to provide endless amounts of paperwork, and the frustration involved with getting caught up in an endless cycle of fruitless and confusing phone calls, makes the Program seem out of reach and improbable for most homeowners in trouble.  
VI. THE National Discussion


In the end, the failure of HAMP is a fact and history cannot be rewritten.  However, there is an opportunity to engage in a meaningful dialogue in the US and try figure out a way to re-launch HAMP, or some other program like it, that will effectively deal with the housing crisis that continues to cripple the country.  We understand many of the shortcomings of the Program, not the least of which is ineffective incentives for servicers, and we can take meaningful steps to remediate the problem.  Bringing the conflict of interest between the servicers and the underlying lenders to light is a powerful step towards bringing transparency to HAMP, and taking the “luck” out of it.  


In order to impact the housing crisis, a government program needs to be administered and there needs to be actual oversight, accountability, incentives, and consequences for non-compliance.  Simply issuing legislation and relying on private companies to act in the best interest of society is both unrealistic and irresponsible.  The economic implications for borrowers, lenders, and servicers must be aligned in such a way that the interests of each to are benefitted at the same time.  As the system stands today, servicers benefit while borrowers and lenders are harmed, and vice versa.  The economic reality needs to change in order to meaningful reform to become feasible.  It is not enough to propose a solution; rather, we must implement the solution in a way that helps all partied involves and makes the country stronger in the process.  By providing greater incentives for servicers to actually achieve successful modifications, and by issuing fines against servicers who fail to uphold the requirements of the regulation, we could see meaningful change in the housing market.  If we simply write off HAMP as an epic failure and walk away without instituting some other system for recovery, the problem will continue to deteriorate.  
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