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Home Equity Assistance Program:
A Direct Solution for Foreclosure Mitigation

Abstract

The current global financial crisis is a complex brew of 
interconnected problems that are pitting various social, 
business and political groups against each other in the 

search for a solution. Each proposed solution or rescue plan is 
just another way of allocating losses based on the economic 
interests of the solution designer. 

A more holistic view of the problem is a solution that meets 
the needs of all affected parties —distressed homeowners, tax-
payers, banks, mortgage backed securities (MBS) investors and 
politicians. This solution deals directly with foreclosures, the 
root cause of the financial and economic problems.

The Home Equity Assistance Program (HEAP) prevents fore-
closures by providing a source of funding to prepay first and 
second mortgages so that a distressed homeowner is left with 
an affordable monthly payment. In exchange, the homeowner 
accepts an obligation with recourse to repay the equity as-
sistance in the future. Beneficiaries of the program must accept 
certain reasonable conditions to participate and thus remain in 
their homes while achieving financial stability. 

The program helps distressed homeowners today 
and provides oversight in the future to ensure they 
always have affordable mortgage payments as they 
buy and sell homes. The program does not seek to 
put a floor on housing prices like many believe is 
necessary. Rather, the goal is to restore the value of 
a mortgage by achieving affordable monthly pay-
ments without painful principal adjustments and 
cramdowns that damage the financial system. By 
making monthly payments affordable, previously 
distressed homeowners will be able to success-
fully service their mortgage and regain the ability 
to increase their consumer spending to a more 
normal level. This approach is the firewall that 
Martin Feldstein is calling for to put a halt to the 
housing crisis.

HEAP effectively addresses each of the intercon-
nected problems the nation is facing. It provides 
real solutions to the conflicts raging in housing, 
the financial markets and the general economy. Al-
though the assistance provided is substantial, it is 
less than the total direct and indirect costs of fore-
closure. The total capital required for the program 
is estimated at 38 percent to 62 percent of the total 
capital committed by the U.S. government to all 
significant bailout and stimulus programs. 

Finally, the program successfully addresses 
each of the eight points in the checklist that the 
Congressional Oversight Panel uses to evaluate 
foreclosure mitigation programs. It deals with 

negative equity, can scale up rapidly and will gain acceptance 
from servicers of private label MBS. 

The gridlock of competing interests in this crisis makes it 
inevitable that objections will be raised to this program. The 
multiple benefits derived from each dollar of assistance need 
to be weighed against all of the tangible and intangible costs. 
Through implementation of appropriate policies and proce-
dures, the program can adequately address objections to moral 
hazard, total cost and size of assistance provided.

The Problem
The current global crisis is a complex brew of interconnected 

problems that are pitting various social, business and political 
groups against each other in the search for a solution. Each pro-
posed solution or rescue plan is just another way of allocating 
losses based on the economic interests of the solution designer. 

The problem is circuitous in nature (Figure 1). It started as 
a housing crisis in 2007 with the sudden rise in mortgage 
defaults and home foreclosures. Those affected were primarily 
subprime and Alt-A borrowers. Then it morphed into a financial 
crisis as banks and financial institutions experienced losses in 
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their holdings of mortgages and mortgage-backed securities 
(MBS). Finally, it spurred an economic crisis that is producing 
massive job losses that threaten to escalate the housing crisis. 

If corrective action is not taken soon, the United States could 
face a second, much larger housing crisis affecting prime bor-
rowers. The domino effect could produce another round of 
more severe losses because of the size of the prime mortgage 
market.

The challenge now is to break the gridlock of competing 
interests vying to control the rescue process. These interests and 
their concerns are:
•	 Taxpayers do not want to give a free handout to distressed 

homeowners who took on mortgages they could not af-
ford or who lied on their mortgage applications.

•	 Distressed homeowners feel taken advantage of by 
deceptive lenders who did not tell them about escalating 
monthly payments.

•	 Distressed homeowners who made down payments or im-
provements to their homes do not want to be foreclosed 
on and lose their investments. 

•	 Politicians want to prosecute lenders who deceived their 
constituents. 

•	 Private investors do not want bankruptcy judges to have 
the ability to break contracts and force cramdowns on 
lenders.

•	 Banks that are forced to write down mortgage principal to 
help owners by restructuring their distressed mortgages do 
not want to lose equity capital. 

•	 Politicians want banks to lend more to stimulate the 
economy even though bank capital is being destroyed by 
foreclosure losses and principal reductions.

•	 The market for MBS is no longer functioning because 
MBS investors do not trust the value of these securities. 
Without an active market, banks are unable to sell their 
MBS to raise cash to meet their operating needs.

•	 Financial institutions like AIG that sold credit default 
swaps (CDS) on collateralized debt obligations (CDOs) 
and MBS are being forced to pay more collateral to coun-
terparties as the value of the CDOs and MBS fall. Taxpay-
ers and politicians are growing increasingly angry over 
providing bailout funds to meet these collateral calls.

•	 Owners of the highly rated tranches of CDOs want servic-
ing agents to foreclose and liquidate collateral before 
conditions get much worse while owners of the low-rated 
tranches threaten to sue the agent for foreclosing because 
of the losses they will incur.

•	 The Federal Reserve Bank is being forced to act as a 
lender and the U.S. Treasury as a guarantor in the securi-
tization market because private investors no longer want 
to participate. The freeze in securitization is the leading 
cause for the credit crunch faced by consumers and busi-
nesses.

•	 MBS investors in foreign countries feel cheated by Ameri-
can homeowners who are defaulting on their mortgages. 
U.S. taxpayers and politicians do not want the U.S. gov-
ernment to make these foreign investors whole because 
the money is needed here to stimulate the economy.

Many experts have said that we will not come out of this cri-
sis until we put a floor under housing prices or resolve the fore-
closure problem. But the government does not have enough 
financial resources to do this or the capability to intervene 
so extensively in private markets. And debates about ways of 

Table 1. Largest-Scale Proposed Solutions

Program Program Size Purpose

Troubled Asset Relief Program (TARP) $700 billion Purchase toxic assets from banks. Actual use so 
far has been to inject common and preferred 
equity directly into banks.

American Recovery and Reinvestment 
Act (Stimulus Package)

$787 billion Spending and tax cuts designed to jump-start the 
sagging economy caused by the housing crisis 
and reduced consumer spending.

Term Asset-Backed Securities Loan 
Facility (TALF)

$20 billion equity capital from TARP and 
$200 billion in loans from the Federal Reserve 
(starting point). Program could expand to TARP 
contribution of $100 billion and $1 trillion in 
loans from Federal Reserve Bank.

Provide guarantees and incentives to private 
investors to purchase asset-backed securities so 
consumers and businesses can get more credit.

Long-Term Treasury Purchase by Federal 
Reserve

$300 billion Purchase long-dated Treasuries to help bring 
down mortgage rates.

Purchase MBS issued by Fannie Mae 
and  
Freddie Mac

Up to $1.25 trillion by the end of 2009. Provide reduced mortgage rates for homeowners 
to refinance at a lower rate.

Public-Private Investment Program 
(PPIP)

$75–$100 billion in TARP funds leveraged up 
to generate purchasing power of $500 billion; 
could be expanded to $1 trillion. Treasury 
provides 7 percent of equity capital and FDIC 
provides loan guarantees for 86 percent of funds.

Provide financing and loss guarantees to motivate 
private investors to purchase toxic assets from 
banks.

Homeowner Affordability and Stability 
Plan

$75 billion Direct assistance to prevent home foreclosures.

Source: Real Estate Center at Texas A&M University
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preventing foreclosure bring a host of arguments about moral 
hazard while the differences between GSE-backed and private 
label MBS only serve to complicate matters. 

The result is that the majority of government resources have 
been dedicated to indirect efforts like manipulating mortgage 
rates, facilitating private sector investment in “toxic” assets and 
restoring securitization markets. Only a fraction of resources 
have been directly committed to stopping the foreclosures that 
created the housing crisis in the first place.

Some compare this crisis to the real estate crisis of the 1980s 
and say we need a government entity like the Resolution Trust 
Corporation (RTC) to solve the problem. The key difference be-
tween now and then is that the RTC gathered banks’ foreclosed 
properties after the banks had failed. In this crisis, efforts are 
focused on preventing home foreclosures and thereby prevent-
ing banks from failing. The best way to achieve foreclosure 
mitigation is to establish a new government entity dedicated to 
providing the counseling and support services that have already 
proven effective in reducing default risk.

The costs of foreclosure are high for individuals, lenders and 
communities. On March 6, 2009, the Congressional Oversight 
Panel (COP) supervising foreclosure mitigation efforts by the 
Treasury department released a report called “Foreclosure 
Crisis: Working Toward a Solution.” The panel estimates that 
after accounting for foreclosure costs and the lower prices from 
foreclosure auctions, lenders lose an average of $60,000 per 
foreclosure. The COP estimates that “each of the 80 closest 
neighbors of a foreclosed property can suffer a nearly $5,000 
property value decline as a result of a single foreclosure.” 

Communities that have a high concentration of foreclosed 
properties also suffer the costs of urban blight and higher crime 
rates. The intangible costs are reflected in the emotional toll 
for families that are forced to relocate and cut community ties 
with friends, families, schools and medical care. The cost to the 
greater economy is manifested through constrained consump-
tion by families who have had their finances devastated by 
foreclosure.

The alphabet soup of solutions designed to address various 
parts of the current crisis represent a significant commitment of 
resources by the Federal Reserve and U.S. Treasury. Yet they do 
not focus directly on foreclosure mitigation (Table 1). 

The programs focused on reducing mortgage rates seek to 
solve the housing crisis by making mortgages payments more 
affordable, if homeowners can qualify for refinancing. The 
programs focused on expanding consumer and business credit 
hope to solve the crisis by providing financing for more con-
sumption, which is what created this mess in the first place! 

Other programs focus on lifting toxic assets out of financial 
institutions to improve bank balance sheets so they can start 
lending to businesses and debt-strapped consumers again. 
But how does having a private equity group service a troubled 
mortgage add any more value to the economy than having a 
bank service the mortgage? 

The $75 billion of direct assistance to homeowners repre-
sents just 1.5 percent of the approximate $5 trillion in capital 
that the U.S. Treasury, FDIC and Federal Reserve are willing to 
commit to indirect efforts to solve the crisis.

A solution that focuses directly on foreclosure mitigation 
might put an end to the downward spiral started by the 

housing crisis. Such a solution could creatively meet the needs 
of the multiple parties currently stuck in gridlock. Most impor-
tantly, it could be backed by adequate resources to prevent as 
many foreclosures as possible. Only this type of solution will 
bring about stabilization in the financial sector and broader 
economy.

Framework for Evaluating Alternative Solutions
It is important to have a set of criteria for evaluating alterna-

tive solutions. In their report on the foreclosure crisis, the COP 
included this eight-point checklist to evaluate the likely effec-
tiveness of any solution designed to prevent foreclosures.
•	 Will the plan result in modifications that create affordable 

monthly payments?
•	 Does the plan deal with negative equity?
•	 Does the plan address junior mortgages?
•	 Does the plan overcome obstacles in existing pooling and 

servicing agreements that may prevent modifications?
•	 Does the plan counteract mortgage servicer incentives not 

to engage in modifications?
•	 Does the plan provide adequate outreach to homeown-

ers?
•	 Can the plan be scaled up quickly to deal with millions of 

mortgages?
•	 Will the plan have widespread participation by lenders 

and servicers?
Any solution that addresses these eight points will be more 

likely to achieve widespread success because it will reach all 
mortgages, including those in private-label MBS pools. The 
plan outlined in this white paper will be evaluated against this 
checklist.

The COP went on to raise concerns about the Homeowner 
Affordability and Stability Plan announced by the Obama Ad-
ministration on February 18, 2009.

The Administration estimates that the Plan’s ex-
panded refinancing opportunities for Fannie Mae and 
Freddie Mac mortgages could assist four to five million 
responsible homeowners, some of whom otherwise 
would likely have ended up in foreclosure.

While these projections are encouraging, the Panel 
has additional areas of concern that are not addressed 
in the original announcement of the Plan. In particular, 
the Plan does not include a safe harbor for servicers op-
erating under pooling and servicing agreements to ad-
dress the potential litigation risk that may be an impedi-
ment to voluntary modifications. It is also important 
that the Plan more fully address the contributory role 
of second mortgages in the foreclosure process, both 
as it affects affordability and as it increases the amount 
of negative equity. And while the modification aspects 
of the Plan will be mandatory for banks receiving TARP 
funds going forward, it is unclear how the federal regu-
lators will enforce these new standards industry-wide to 
reach the needed level of participation.

The Plan also supports permitting bankruptcy judges 
to restructure underwater mortgages in certain situa-
tions. Such statutory changes would expand the impact 
of the Plan. Without the bankruptcy piece, however, the 
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Plan does not deal with mortgages that substantially ex-
ceed the value of the home, which could limit the relief 
it provides in parts of the country that have experienced 
the greatest price declines.

On March 4, 2009, the administration announced its Making 
Home Affordable Program “to offer assistance to as many as 
seven to nine million homeowners.” The program relies heavily 
on principal reduction and provides some financial incentives 
to lenders willing to reduce principal. It also proposes prin-
cipal cramdowns by bankruptcy judges. However, Congress 
has been unable to agree on statutory changes to achieve this. 
Finally, the program provides financial incentives for mortgage 
servicers to reduce loan principal but does not provide protec-
tion from litigation by investors opposed to principal forgive-
ness. While it is well intentioned and functional for a subset of 
mortgages, the program fails to achieve the massive foreclosure 
mitigation needed.

The second-lien issue is emerging as a major challenge to 
the plan. The details of this problem are described in an April 
3, 2009, Wall Street Journal article entitled “Homeowner-
Aid Plan Caught in Second-Loan Spat.” Approximately half 
of homeowners who are seriously delinquent and in need of 
assistance have a second mortgage. The Treasury Department 
is trying to persuade lenders to forgive a portion of the second 
liens. But this is sparking a battle about how to share the 
losses between MBS investors who own the first mortgages 
and banks that hold the second mortgages. An effective plan 
to prevent foreclosure needs to adequately address this signifi-
cant problem.

The Public Private Investment Program (PPIP) has been 
heralded by the financial markets as the most promising plan 
to fix the crisis. The common belief is that removing troubled 
mortgages and MBS securities from bank balance sheets will 
free up capacity for new lending. But success depends largely 
on the price at which the assets are transferred from the banks 
to private investors. 

If the price is too low, the program will effectively transfer 
wealth from the banks to PPIP’s private investors. The banks 
would be forced to realize significant losses because of the low 
price while private investors and taxpayers would share in the 
long-term gains on the assets. However, the bank losses would 
force the government to inject hundreds of billions of taxpayer 
money into the banks to help them recapitalize. 

If the price is too high, wealth will be transferred from 
taxpayers to the banks. The banks would benefit from the high 
price while PPIP would experience large losses. Private inves-
tors would absorb losses up to the small percentage of their 
equity investment in PPIP while taxpayers would realize all ad-
ditional losses because of the guarantees provided by Treasury 
and the Federal Deposit Insurance Corporation. If the price is 
equal to the long-term value of the toxic assets, what has PPIP 
really accomplished other than bringing clarity to bank balance 
sheets?

Clarifying bank balance sheets is a good and worthy objec-
tive, but is PPIP the best way of achieving it? How will private 
investors be better at valuing distressed mortgages than the 
banks? How will private investors be better at foreclosure miti-
gation than the banks that own the assets and know the history 
of the loans? How long will it take private investors to ramp up 

full foreclosure mitigation efforts to halt the continuing cascade 
of losses?

Maybe a better solution would be to lend the $1 trillion plus 
in government (taxpayer) resources directly to creditworthy 
homeowners with negative equity. This would immediately halt 
foreclosures and restore mortgages to full performing value. The 
restoration of mortgage values would produce bank balance 
sheet clarity without all the risks of the PPIP. The most effec-
tive solution for this crisis will be one that focuses resources 
directly on restoring the performing status of mortgages and 
thereby clarifies the value of toxic assets.

Martin Feldstein, chairman of the Council of Economic 
Advisers under President Reagan, offered a description of the 
problem in housing and described a direct plan for foreclosure 
mitigation (Wall Street Journal, Oct. 4, 2008, “The Problem 
Is Still Falling House Prices”). The vehicle he prescribed for 
delivering assistance is what he called a mortgage replacement 
loan.

The prospect of a downward spiral of housing prices 
depresses the value of mortgage-backed securities and 
therefore the capital and liquidity of financial institu-
tions. Experts say that an additional 10 percent to 15 
percent decline in house prices is needed to get back 
to the prebubble level. The decline would double the 
number of homes with negative equity, raising the total 
to 40 percent of all homes with mortgages. The mort-
gages of five million homeowners would then exceed 
the value of their homes by 30 percent or more, which 
could prompt millions of defaults.

We need a firewall to break the downward spiral of 
house prices. Here’s how it might work. The federal 
government would offer any homeowner with a mort-
gage an opportunity to replace 20 percent of the mort-
gage with a low-interest loan [Mortgage Replacement 
Loan] from the government, subject to a maximum 
of $80,000. This would be available to new buyers as 
well as those with mortgages. The interest on that loan 
would reflect the government’s cost of funds and could 
be as low as 2 percent. The loan would not be secured 
by the house but would be a loan with full recourse, 
allowing the government to take other property or in-
come in the unlikely event that the individual does not 
pay. It would by law be senior to other unsecured debt 
and not eligible for relief in bankruptcy.

The individual could repay the loan at any time or 
could refinance the remaining loan on more favorable 
terms as long as the principal did not increase. A 30-
year amortization of the government loan would make 
the payments low, and a life-insurance policy would 
protect taxpayers if the borrower dies before the loan is 
repaid. If the homeowner chooses to accept the loan, 
creditors would have to accept the 20 percent mortgage 
repayment, reducing the monthly payments of principal 
and interest by 20 percent.

This plan is much closer to what we need. It achieves a reduc-
tion in mortgage principal without causing a loss by the lender 
or MBS investors. All banks and mortgage servicers will gladly 
participate in any program that provides a repayment of principal 
in cash. Signaling to the market that principal reductions will 
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be funded through cash prepayments will remove a significant 
amount of uncertainty about bank balance sheets and MBS 
security values.

Feldstein’s plan also resolves the “handout” issue raised in 
so many moral hazard arguments. The beneficiary homeowner 
retains responsibility for repaying the assistance amount so it is 
not a free handout. However, the homeowner will have a long 
period to repay the loan, and the rate of interest will be below 
market rates.

However, the plan does not adequately address four impor-
tant points:
•	 Affordability of monthly payments: The plan proposes to 

reduce monthly payments by reducing principal by up to 
$80,000. This limit reduces the capital required for the 
program but the homeowner may be left with a payment 
that is still unaffordable. The goal is to provide enough 
funding to insure that the resulting monthly payment (first 
mortgage + monthly payment on the mortgage replace-
ment loan) is an affordable amount of 31 percent of gross 
income. This is the best way to protect the mortgage 
replacement loan principal.

•	 Second-lien snafu: This could spark a legal battle that 
would bog down the solution. Current second-lien hold-
ers will object to a new second-lien position inserting 
itself between the first lien and existing second lien.

•	  Future mortgages: This plan focuses on providing as-
sistance to solve the current mortgage crisis, but it does 
not provide oversight that would prevent a future crisis. 
It is critical that adequate ongoing oversight be provided 
to prevent the homeowner from getting into trouble when 
purchasing a new home in the future.

•	 Halting current foreclosures: The plan may not provide 
adequate incentive to lenders and mortgage servicers to 
immediately halt foreclosures.

The Home Equity Assistance Program is a proposed solution 
focusing directly on foreclosure mitigation. It could be imple-
mented under the Home Affordability and Stability Plan. 

Home Equity Assistance Program
Millions of homeowners are at risk of defaulting on their 

mortgages because they do not have enough equity in their 
homes, and their monthly payments are too high. Typically 
the homes were purchased with a high loan-to-value (LTV) 
mortgages, and now the value has fallen below the mortgage 
amount. Many of the mortgages had teaser rates or introduc-
tory low payments for an initial term and the end of that term 
is approaching. The mortgage payments are about to reset to 
an amount that is unaffordable. Lenders are not willing to refi-
nance these mortgages because the homeowner has negative 
equity. Anticipated losses on mortgages have caused the market 
for MBS securities to become dysfunctional. Financial institu-
tions are experiencing significant destruction of equity capital 
thanks to losses on their loan portfolios and on the MBS they 
own.

Congress needs to create a program to provide equity as-
sistance to distressed homeowners so they can reduce the 
balances on their high-LTV mortgages and second mortgages 
to a level that produces affordable monthly payments over the 
remaining life of those mortgages. Affordable payments will 
prevent foreclosure and solve the economic crisis by enabling 
homeowners to resume more normal consumption patterns. 
The combination of effective foreclosure mitigation and support 
for consumer spending will slow the decline in home values 
and provide a floor for general economic activity. 

The optimal program will provide assistance today and then 
offer support services to the beneficiaries so that over a period 
of years they will be able to earn enough equity through hom-
eownership to repay the assistance. By funding the mortgage 
principal reduction with cash, the market will regain confi-
dence in the value of mortgages, and MBS and write them up 
to a higher value that will restore equity capital to financial 
institutions.

HEAP prevents foreclosures by providing a source of fund-
ing to prepay first and second mortgages so that a distressed 
homeowner is left with an affordable monthly payment. In 
exchange, the homeowner accepts an obligation with recourse 
to repay the equity assistance in the future. Beneficiaries of the 
program must accept certain reasonable conditions to partici-
pate and thereby remain in their homes while achieving finan-
cial stability. The program helps distressed homeowners today 
and provides oversight in the future to ensure they always have 
affordable mortgage payments as they buy and sell homes. 

The program does not seek to put a floor on housing prices 
like many believe is necessary. Rather, the goal is to restore the 
value of a mortgage by achieving affordable monthly payments 
without painful principal adjustments and cramdowns that 
damage the financial system. By making monthly payments 
affordable, distressed homeowners will be able to successfully 
service their mortgage and regain the ability to increase their 
consumer spending. This approach is the firewall that Feldstein 
is calling for to put a halt to the housing crisis.

HEAP is best explained through a detailed hypothetical case 
study of how it would be implemented. The following section 
provides an overview of the case study with illustrating figures. 
Appendix A provides a detailed textual account.

Case Study
This case study is a demonstration of how HEAP would be 

implemented to prevent foreclosure. The program’s five goals 
are:
•	 To help distressed homeowners stay in their homes by 

achieving an affordable monthly payment.
•	 To restore normal consumer spending patterns.
•	 NOT to be a free handout.
•	 To restore confidence in the value of a mortgage.
•	 To restore bank equity capital so banks can begin lending 

again.
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Originating a Risky Mortgage

•	 The buyer’s monthly income comes from two sources. 
The primary source is a full-time clerical position with the 
local school district that pays $25,000 per year. The sec-
ondary source of income is a part-time job at a local retail 
store. Average annual pay from this position is $5,480.

•	 The schedule of monthly payments is presented in Ap-
pendix B.

•	 The monthly payment is a stretch for the buyer, but the 
buyer is committed to making it work.

•	 In 2006 a person decides to purchase a home and finds 
the “perfect house” for $415,000.

•	 The buyer secures 100 percent financing through a low-
documentation loan. It is an adjustable rate mortgage 
(ARM) with a low teaser rate for the first three years. After 
the introductory period the rate rises annually subject to a 
maximum adjustment cap.

•	 This was a first-time home purchase, so the buyer was 
not familiar with all the paperwork. The mortgage broker 
completed the lender’s application and entered a stated 
monthly income of $4,091. The buyer, whose actual 
monthly income was only $2,540, did not raise any 
objections.
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Homeowner in Distress

•	 By spring 2009, the homeowner is in distress and facing 
default on the mortgage. In December 2008 the part-time 
position ended when the retailer went bankrupt. This 
reduced the homeowner’s monthly income to $2,083. In 
addition, the introductory rate on the mortgage is about to 
end and monthly payments will begin rising each year.

•	 The homeowner hears about efforts to help distressed ho-
meowners refinance their mortgages, but the market value 

of the home has fallen well below the current balance on 
the mortgage. The homeowner is underwater with signifi-
cant negative equity.

•	 The homeowner is forced to cut back on all unnecessary 
(and some necessary) monthly consumption in an effort to 
avoid defaulting on the mortgage.
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Providing Home Equity Assistance

homeowner qualifies for a loan of $261,233. The hom-
eowner agrees to the conditions of assistance and accepts 
the HEAL. 

•	 The new schedule of monthly payments is presented in 
Appendix E. 

•	 The top priority of a HEAL is to provide an affordable 
monthly payment that enables the homeowner to stay in 
the home. The 31 percent affordability threshold for this 
homeowner is $645. The amount of assistance provided 
will reduce the Year 4 monthly payment to below this 
threshold ($480), however, the annual rate adjustment 
will cause the payment to increase each year. The pay-
ment will stay below the threshold for six years. This will 
enable the homeowner to resume a more normal pattern 
of consumption and provide adequate time to find alter-
native financing before the payment becomes unafford-
able again.

•	 The conditions for obtaining a HEAL are:
o	 Current monthly payment must be greater than 31 per-

cent of gross income. The affordability threshold may 
vary depending on geographic location. FHEAB will 
determine the threshold for each region of the country.

o	 The homeowner is not permitted to borrow against the 
new “equity” created by the HEAL.

•	 The homeowner hears about a new assistance program 
that sounds promising. A government-sponsored entity 
called the Federal Home Equity Assistance Bank (FHEAB; 
Appendix C) has been created to assist in reducing the 
homeowner’s mortgage burden by providing a nonamor-
tizing loan called a Home Equity Assistance Loan (HEAL; 
Appendix D) for the purpose of prepaying mortgage 
principal. 

•	 If a second mortgage exists, the HEAL will be used first 
to fully retire the second mortgage. Then, the remaining 
proceeds will be used to pay down the first mortgage and 
produce an affordable monthly payment. The first mort-
gage will remain intact but a new monthly payment will 
be calculated by amortizing the reduced balance over the 
remaining life of the mortgage. After these transactions, 
the HEAL becomes a second lien behind the first mort-
gage and is superior to all other unsecured debt of the 
homeowner.

•	 The distressed homeowner calls a Hope for Homeowner 
(a government program to assist distressed homeowners) 
representative to inquire about getting a HEAL. The repre-
sentative provides objective, unbiased counsel about the 
responsibilities and conditions of getting a HEAL as well 
as the consequences of foreclosure. Based on analysis of 
all documentation, the representative determines that the 
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o	 The HEAL is a loan with recourse. It is secured by all 
income and assets of the homeowner. A second lien 
will be placed on the home to protect the FHEAB’s 
economic interest.

o	 The homeowner is required to purchase insurance to 
protect the principal of the HEAL.

o	 If the homeowner sells the existing home and purchas-
es a new home while the loan is outstanding, the new 

mortgage may not have a monthly payment greater 
than 31 percent of gross income. The FHEAB will 
assist the homeowner in rolling over a portion of the 
home sale proceeds into a 20 percent down payment 
on the new home. The HEAL will then be established 
as a second lien against the new home.

o	 The term of assistance is 30 years. The entire balance 
must be repaid on or before the end of the term.

Home Equity Assistance Process Flow

•	 The distressed homeowner contacts a representative of 
the H4H program to seek assistance to prevent foreclo-
sure.

•	 The H4H representative evaluates the case and reviews 
the following documents:
o	 All documents pertaining to the mortgage in danger of 

default.
o	 Prior three years’ tax returns of the homeowner. This 

homeowner would present returns from 2006, 2007 
and 2008.

 •	 FHEAB works with the Hope for Homeowners (H4H) 
program to implement the policies and procedures for 
providing assistance to distressed homeowners. H4H rep-
resentatives provide objective counseling and complete 
information about equity assistance and home foreclosure 
so that distressed homeowners can make an informed 
decision about which option is best for them. It is critical 
that those providing assistance for this program be trust-
worthy and not have an economic interest in the outcome 
of the process.
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o	 Tax return for the year prior to the original loan. This 
homeowner would present the 2005 tax return.

o	 Employment verification letter for the homeowner.
o	 Property tax statement.

•	 The representative captures all case information in the 
FHEAB online system, which: 
o	 Captures all information including digitized paper 

documents.
o	 Provides calculations of assistance amount.
o	 Implements the workflow to process assistance distri-

butions and send reimbursements to approved proces-
sors.

o	 Manages the life of the HEAL, including:
§	 Collection of proceeds from the sale of the existing 

home.
§	 Distribution of proceeds as down payment in the 

purchase of a new home.
§	 Records losses if there are doubts about the ability 

to collect.
§	 Records repayment of the loan.

•	 The H4H representative compares the 2005 tax return to 
the original mortgage documents and determines that the 
borrower’s actual income is less than the stated income. 

This information is noted in the online system so that it 
can be analyzed later.

•	 The online system uses filtering criteria to forward pay-
ment instructions to an approved processing institution. 
The FHEAB selects a group of institutions with strong 
payment processing capabilities to process assistance 
distributions.

•	 Approved processors make individual payments to lend-
ers and mortgage servicers and submit disbursement 
information to FHEAB. FHEAB aggregates the disburse-
ments and makes a single bulk payment to each processor 
to reimburse them for the payments they have made.

•	 Funding for the reimbursement comes from a combina-
tion of proceeds from the U.S. Treasury and the Federal 
Reserve Bank.

•	 Management reporting is provided to Congress so that 
they can:
o	 Analyze the cases of homeowners receiving assis-

tance.
o	 Monitor disbursement amounts and patterns.
o	 Analyze data about suspected cases of fraud in order 

to make decisions about prosecuting abusive lenders.
o	 Track losses that occur in the program.
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Rolling Equity Assistance into New Home Purchase

•	 The homeowner contacts FHEAB and notifies them of the 
pending home sale.

•	 At closing the sale proceeds are distributed as follows:
o	 Sale costs: $8,940.
o	 Repayment of the first mortgage: $102,412.
o	 Repayment of the HEAL: $186,858 (residual balance 

of proceeds).
•	 The homeowner contacts FHEAB and notifies them of the 

pending purchase of a new home for $325,000. With a 
20 percent down payment, the monthly payments on the 
new mortgage will be no more than 31 percent of gross 
income. This meets the conditions of assistance so FHEAB 
will contribute the 20 percent down payment of $65,000 
at closing.

•	 The difference between the proceeds of sale ($186,858) 
and the down payment ($65,000) reduces the HEAL bal-
ance to $139,375.

•	 FHEAB places a second lien against the home for the re-
maining HEAL balance. Positioning the HEAL balance as 
a second lien and providing 20 percent of “equity” cush-
ion should enable the homeowner to secure a reasonable 
first mortgage.

•	 In 2015, six years after receiving assistance, the hom-
eowner accepts a better-paying job in a new city. The 
homeowner must sell the current home and purchase a 
new one.

•	 After receiving assistance, the homeowner was able to 
keep up with monthly payments and successfully pay the 
mortgage down to a current balance of $102,412.

•	 Housing prices fell an additional 5 percent from 2010 
to 2011 but began rising at 2 percent per year starting in 
2012. The current market value of the home is $298,210.

•	 No payments have been made on the HEAL so it remains 
at its original balance of $261,233.

•	 FHEAB continues to provide support to the homeowner 
so that the homeowner can continue to reap growing 
wealth from homeownership. While the homeowner’s 
equity has grown since the time of distress, it has still 
not grown to an amount that will fully repay the HEAL. 
Therefore, FHEAB allows the homeowner to roll a portion 
of the balance of the HEAL into a 20 percent down pay-
ment on a new home. This will enable the homeowner 
to continue growing his or her wealth and at some point 
refinance the home and repay the HEAL.
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Growing Equity to Repay Assistance

•	 Immediately after assistance is provided, the first mort-
gage position of the lender is protected by a large 
“equity” cushion created by the second lien position of 
the HEAL. The HEAL provides protection as home values 
continue to decline in the short term.

•	 The homeowner is able to service the new lower monthly 
payment after receiving assistance so the mortgage bal-
ance is reduced in the following six years.

•	 When the home is sold in 2015, a significant portion 
($121,858) of the assistance is recaptured when the sale is 
closed. At the same time, a portion ($65,000) of the assistance 
from the old home is used to finance the purchase of a new 
home so that the homeowner can continue to earn equity.

•	 Approximately 13 years after the initial assistance, the 
homeowner has accumulated equity that is equal to the 
remaining balance of the HEAL. This is the breakeven 
point after which FHEAB can recover the full balance of 
assistance from sale of the home.

•	 As time progresses and homeowner’s equity increases, the 
homeowner will be able to refinance in the private market 
and repay the HEAL on or before the 30-year term. The expe-
diency of repayment will depend largely on how onerous the 
program conditions of participation are to the homeowner.

 •	 Time is the most important ingredient in the success of the 
program. Distressed homeowners lack adequate finan-
cial resources to solve their current problems. They need 
time to accumulate the necessary resources. HEAP starts 
by lending distressed homeowners adequate capital to 
resolve the current demands of financial institutions in a 
way that does not destroy the equity capital of those insti-
tutions. Then it provides ongoing guidance to homeown-
ers to insure they do not get into trouble again. Finally, 
as homeowners in the program achieve increased equity 
through home price appreciation and successfully paying 
down their mortgage, they will accumulate adequate 
wealth to pay back the assistance they received.

•	 The two key benefits that taxpayers will receive for pro-
viding assistance to distressed homeowners are:
o	 Repair of the financial system through preservation of 

equity capital and restoration of the value of MBS.
o	 Improved economic conditions as consumption 

patterns of millions of homeowners return to a more 
normal level.

•	 The relationship over time between the assistance 
provided, mortgage principal and homeowner equity is 
illustrated in Figure 7.
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Evaluating the Home Equity Assistance Program
This white paper has laid out the plan for a solution designed 

to directly address home foreclosures. The solution overcomes 
the issues and shortfalls not addressed by other solutions. This 
section will evaluate the quality of the Home Equity Assistance 
Program by asking five questions:

1.	 How does the program address the interconnected prob-
lems of the current crisis?

2.	 How does the program overcome the gridlock of conflicts 
between competing parties in this crisis?

3.	 How does the cost of foreclosure compare to the amount 
of assistance provided?

4.	 What is the cost of the program?
5.	 How does the program stack up to the Congressional 

Oversight Panel’s eight-point checklist used for evaluating 
foreclosure mitigation solutions?

How does the program address the interconnected 
problems of the current crisis?

The program seeks to create a firewall that breaks the 
downward spiral of the housing crisis. It accomplishes this by 
establishing a new government-sponsored entity called the Fed-
eral Home Equity Assistance Bank (FHEAB) designed to provide 
the capital necessary to halt foreclosures. At the present time 

only the U.S. government has a balance sheet large enough to 
fund large-scale foreclosure mitigation. A significant amount 
of resources have been committed to solve problems that 
were started by the housing crisis. A relatively small portion of 
resources have been committed to directly preventing foreclo-
sures. The FHEAB will be able to directly halt a large number of 
foreclosures if given adequate capital to accomplish the task.

The program will help solve the financial crisis by restoring 
confidence in the value of mortgages and MBS. By funding the 
principal reductions with cash rather than forcing write-downs, 
the FHEAB will sharply reduce uncertainty about the value of 
bank assets. This will restore confidence in the financial system. 
The market for MBS should also begin functioning again once 
investors have confidence that they will receive most, if not all, 
of the principal from their investment.

Finally, the program will help solve the economic crisis 
by reducing the monthly mortgage payments of millions of 
homeowners to an affordable level. Millions of distressed hom-
eowners with high mortgage payments are contributing to the 
severity of the recession by cutting back on their consumption. 
They need the help of a nonamortizing loan like a HEAL to 
free up additional funds for normal consumption. This will help 
provide stimulus for the economy without special economic 
stimulus packages.

How does the program overcome the gridlock of conflicts between competing parties in 
this crisis?

Conflict Taxpayers do not want to give a free handout to distressed homeowners.

Resolution Home Equity Assistance Loans are not a free handout. They are a liability 
(loan with recourse) that the distressed homeowner commits to repaying 
through future growth in home equity. The program gives the distressed home
owner sufficient time to build equity to repay the loan.

Conflict Distressed homeowners feel taken advantage of by deceptive lenders.

Resolution The Federal Home Equity Assistance Bank is a government-sponsored entity 
without a motive for taking advantage of distressed homeowners. It works with 
representatives from the Hope for Homeowners Program to provide objective 
and complete information about how to get assistance and the consequences 
of foreclosure.

Conflict Distressed homeowners who made small down payments or improvements 
to their home and have serviced their mortgage for three or five years do not 
want the banks to foreclose and take away their investment.

Resolution The program will provide the capital necessary to reduce mortgage principal 
and prevent foreclosure. This will enable homeowners to retain the value of 
their investment and recoup it in the future when the home is sold.

Conflict Politicians want to prosecute lenders who deceived their constituents.

Resolution The program provides a centralized system for gathering information about 
troubled mortgages. The current distributed system of mortgage restructuring 
makes it difficult to get good information about improper lending practices. 
Creating a centralized database with information about distressed homeown-
ers will make analysis and prosecution much easier.

Conflict Private investors do not want bankruptcy judges to have the ability to break 
contracts and force cramdowns.

Resolution This program prevents bankruptcy and does not require cramdowns. It reduces 
mortgage principal through cash prepayments.
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Conflict Equity capital is destroyed when banks are forced to write down mortgage 
principal to help distressed owners.

Resolution This program preserves bank equity capital by funding principal reductions 
with cash prepayments. This will help solve the bank solvency crisis.

Conflict Politicians want banks to lend more to stimulate the economy.

Resolution By preserving bank equity capital, the program will enable banks to conduct 
more lending without the need for TARP equity injections.

Conflict The market for MBS no longer functions because MBS investors do not trust 
the value of these securities.

Resolution The program will fund principal reductions with cash prepayments so confi-
dence in the value of MBS should return. This will go a long way to restoring 
the market for MBS.

Conflict Taxpayers and politicians are growing increasingly angry over providing 
bailout funds to firms needing capital to meet collateral calls on credit-default 
swaps.

Resolution The program restores confidence in the value of MBS underlying the CDSs 
and CDOs. Restoring value will enable sellers of CDSs to recover collateral.

Conflict Owners of the highly rated tranches of CDOs want the servicing agent to fore-
close and liquidate collateral before conditions get much worse while owners 
of the low-rated tranches threaten to sue the agent for foreclosing because of 
the losses it will incur.

Resolution The program will prevent foreclosure losses by funding principal reductions 
with cash prepayments. Investors of all tranches should not object to the ser-
vicing agent accepting early principal payments.

Conflict The Federal Reserve Bank is being forced act as a lender and the U.S. Treasury 
as a guarantor in the securitization market because private investors no longer 
want to participate because of heightened risk of loss.

Resolution The program is the first step in restoring confidence to the securitization 
market. Many changes need to occur in the way MBS deals are structured but 
restoring principal to investors will give them the capital for participating in 
future securitizations.

Conflict MBS investors in foreign countries feel cheated by American homeowners 
who are defaulting on their mortgages. U.S. taxpayers and politicians do not 
want the U.S. government to make these foreign investors whole because the 
money is needed here to stimulate the economy.

Resolution The program makes foreign investors whole by funding principal reductions 
with cash prepayments. Achieving affordable monthly payments will provide 
stimulus to the economy. It is important that American homeowners repay 
their debts to foreign creditors because of America’s dependence on foreign 
capital to fund government budget deficits.
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How does the cost of foreclosure compare to the 
amount of assistance provided?

public sees negative equity at foreclosure, but the foreclosed 
homeowner sees the loss of a down payment and mortgage 
payments they have made. 

The largest loss is that experienced by the surrounding com-
munity. According to the Congressional Oversight Panel, the 
nearest 80 homes to a foreclosed home lose approximately 
$5,000 in market value per home. The most indirect loss occurs 
in the budget shortfalls of local and state governments. All of 
these losses could have been avoided with a rapid, effective 
solution to prevent foreclosure.

 The wide-reaching losses from foreclosure that would oc-
cur in the context of this case study are shown in Figure 8. 
The most visible and easily quantifiable loss is the difference 
between the mortgage balance at foreclosure and the auction 
value of the home. 

The least visible loss is that experienced by the homeowner 
who loses the value of three years of mortgage payments and 
any investments they made to improve the home. The general 
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The costs of foreclosure mitigation through the HEAP are 
illustrated in Figure 9. The most visible cash flow is the HEAL 
used to pay down the mortgage principal. The loan is not a cost 
of the program but rather an investment by the FHEAB in an 
asset that will be recovered when the loan is repaid. 

The long-term costs of the program are the cost of funds to 
the bank and the servicing provided to homeowners when they 
sell one home and purchase another. The most uncertain cost 
of the program is the loss that might occur if the homeowner 
defaults on the mortgage. In this case study, the significant 
equity cushion created by the large assistance loan would 
enhance the loss recovery for the bank.

What is the cost of the program?
The estimates provided here are not scientifically calculated 

and serve only to provide a rough estimate based on high-level 
assumptions.

According to IHS Global Insight, there is approximately 
$11 trillion in home mortgages currently outstanding. These 
mortgages are owned either by institutions or mortgage-backed 
pools. Bill Gross of PIMCO wrote in his August 2008 Invest-
ment Outlook that “PIMCO estimates a total of $5 trillion of 
mortgage loans are in risky asset categories and that nearly $1 
trillion of cumulative losses will finally mark the gravestone of 
this housing bubble.” 

This much loss in such a short period is a significant blow 
to the financial system. The goal of the program is to restore 
the financial system by minimizing losses and stretching them 
out over a long period. It is assumed that $1 trillion of mort-
gages have already been foreclosed or are beyond saving. The 
program will attempt to save the remaining $4 trillion in risky 
mortgages.

Redefaults will represent a significant cost to the program. 
Many will object to providing such substantial assistance 
to a distressed homeowner because of the perceived risk of 
redefault. Many, but not all, distressed homeowners are poor 
credit risks. Distressed homeowners have often been able to 
service their low introductory mortgage payments for three 
years or more. They have proven that they are responsible in 
making a fixed monthly payment. The two key reasons they are 
in distress is because of the resetting payment and negative eq-
uity. Therefore, with equity assistance there is a high probability 
the homeowner will continue to meet the monthly payments if 
they are affordable.

The probability of redefault can be estimated based on the 
experience rate of existing mortgage modification efforts. The 
Office of the Comptroller of the Currency (OCC) and the Office 
of Thrift Supervision (OTS) recently released their quarterly re-
port on first lien mortgage performance for fourth quarter 2008. 
It provides a view into the success of current loan modification 
efforts.

Overall for 2008, about 42 percent of modified loans 
resulted in reduced payments, 27 percent in unchanged 
payments, and 32 percent in increased payments. The 
proportion of reduced payments increased significantly 
in the fourth quarter, to more than 50 percent of all 
modifications.

Redefault rates were consistently lower for modifica-
tions that resulted in lower monthly payments. When 
modifications decreased monthly payments by more 
than 10 percent, only about 23 percent of the loans 
became seriously delinquent six months later. By con-
trast, some 51 percent of the loans in which payments 
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remained unchanged were seriously delinquent after 
six months. The comparable number for loan modifica-
tions in which payments increased was 46 percent.

 Given that the HEAP will achieve a much greater reduction 
in monthly payments, the likely rate of redefault will be much 
lower than 23 percent.

The cost of funding Home Equity Assistance Loans over 
30 years will be the largest cost of the program. A significant 
portion of the assistance balance will be recaptured when 
homeowners sell the home that was saved. This is illustrated in 
the case study. Collection of the entire balance will occur after 
the homeowner has accumulated enough equity to refinance it 
and draw out cash. The cost of capital used for this estimate is 
4.5 percent. This would represent the rate on Treasury bonds 

issued to fund the program and the cost of loans from the Fed-
eral Reserve Bank.

Worst-case and best-case estimates of program costs over 
30 years starting in 2009 are shown in Tables 2 and 3. They 
are based on different sets of assumptions that are summarized 
here:

Worst-Case  
Estimate

Best-Case  
Estimate

Average Principal 
Reduction By  
Assistance

65 percent 40 percent

Redefault Loss 20 percent 10 percent
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The total cost of funds and redefault losses over a 30-year 
period for the worst-case scenario would be approximately 
$2.56 trillion. Under the best-case scenario, the total would 
be approximately $1.3 trillion. These are significant amounts 
but they accomplish much more than just enabling millions of 
distressed homeowners to remain in their homes. For the price 
of the program taxpayers are also getting the following benefits:
•	 Healing of the financial system without having to inject 

more taxpayer money as equity capital.
•	 Economic stimulus by reducing mortgage payments so 

that consumers can return to healthier spending patterns.
•	 Upside potential for reduced program costs if the program 

goes well. This is unlike the current programs where 
taxpayers share a portion of the upside gains with private 

capital but assume virtually all of the downside risk of 
loss if things go poorly. If the program goes well, most of 
the assistance proceeds will be recaptured, and all of the 
cost saving benefits will go to taxpayers. If the program 
goes poorly, taxpayers are no worse off than they would 
be under existing programs.

•	 Restored confidence in the securitization market as the 
creditworthiness of American homeowners is restored.

The capital requirements of the program compare favorably 
with the capital requirements of current bailout programs. 
Total capital required for the program ranges from $1.6 trillion 
to $2.6 trillion. The U.S. Treasury, Federal Reserve Bank and 
Federal Deposit Insurance Corporation have committed or are 
willing to commit approximately $4.25 trillion of capital to 

2029 1% 16$ 704$ 31 68$

Table 3. Best-Case Estimate of Program Costs
[The estimates provided here are not scientifically calculated 
and serve only to provide a rough estimate based on high level assumptions.]

(All Amounts in Billions)
Total Home Mortgages* 11,000$
Risky Home Mortgages** 5,000$        
Mortgages Beyond Saving 1,000$        
Total Mortgages in need of Assistance 4,000$        

Cost of Capital 4.50%

Mortgages
Assisted Assistance %

Assistance
Loans Repayment % Repayments

Assistance
Balance Cost of Funds

2009 500$          40% 200$ 0% -$             200$              9.00$
2010 1,500$        40% 600$ 0% -$             800$              36.00$
2011 1,500$        40% 600$ 2% 32$ 1,368$           61.56$
2012 500$          40% 200$ 2% 32$ 1,536$           69.12$
2013 5% 80$ 1,456$           65.52$
2014 7% 112$ 1,344$           60.48$
2015 7% 112$ 1,232$           55.44$
2016 7% 112$ 1,120$           50.40$
2017 5% 80$ 1,040$           46.80$
2018 3% 48$ 992$              44.64$
2019 3% 48$ 944$              42.48$
2020 3% 48$ 896$              40.32$
2021 3% 48$ 848$              38.16$
2022 2% 32$ 816$              36.72$
2023 1% 16$ 800$              36.00$
2024 1% 16$ 784$              35.28$
2025 1% 16$ 768$              34.56$
2026 1% 16$ 752$              33.84$
2027 1% 16$ 736$              33.12$
2028 1% 16$ 720$              32.40$
2029 1% 16$ 704$              31 68$ .           
2030 1% 16$ 688$              30.96$
2031 1% 16$ 672$              30.24$
2032 1% 16$ 656$              29.52$
2033 1% 16$ 640$              28.80$
2034 1% 16$ 624$              28.08$
2035 1% 16$ 608$              27.36$
2036 2% 32$ 576$              25.92$
2037 6% 96$ 480$              21.60$
2038 10% 160$ 320$              14.40$
2039 10% 160$ 160$              7.20$

Totals 1,600$ 90% 1,440$ 1,137.60$

***Redefault Loss (%) 10%
Redefault Loss ($) 160$

* Source: IHS Global Insight
** Source: Bill Gross, August 2008 Investment Outlook
*** Source: Estimate based on OCC report of redefault rate for loans with at least 10% reduction in monthly payments.

http://www.occ.treas.gov/ftp/release/2009-37.htm
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fund TARP, TALF, PPIP, purchases of Treasuries and purchases 
of agency MBS. The stimulus package of $787 billion provides 
for some capital investment but is largely a spending bill that 
represents ongoing operating costs for the government. Most of 

Checklist Item Effectiveness Evaluation

Will the plan result in modifications that create 
affordable monthly payments?

Yes. The amount of a Home Equity Assistance Loan 
is calculated based on what it takes to achieve an 
affordable payment.

Does the plan deal with negative equity? Yes. The significant size of the Home Equity As-
sistance Loan reduces the mortgage principal and 
restores positive equity. The second lien position 
of the loan means that the first mortgage receives 
the benefit of positive equity if foreclosure occurs 
in the future.

Does the plan address junior mortgages? Yes. Junior mortgages are fully repaid first and the 
remaining balance of the Home Equity Assistance 
Loan is applied to the first mortgage. This enables 
the FHEAB to take a second lien position superior 
to all other unsecured creditors. Taking out the 
junior mortgages eliminates the legal challenges 
that would occur if they remained in place.

Does the plan overcome obstacles in existing 
pooling and servicing agreements that may pre-
vent modifications?

Yes. Pooling and servicing agreements currently 
accept prepayments and should welcome any 
program designed to modify mortgages by funding 
principal reductions with cash prepayments.

Does the plan counteract mortgage servicer incen-
tives not to engage in modifications?

Yes. Accepting cash prepayments is a part of the 
servicer’s normal business process so no excep-
tional effort is required. The program does not 
produce losses that would incent a servicer to not 
participate.

Does the plan provide adequate outreach to hom-
eowners?

Yes. The program makes use of a partnership with 
the Hope for Homeowner Program. Lenders and 
servicers are encouraged to bring their troubled 
cases to H4H for assistance.

Can the plan be scaled up quickly to deal with 
millions of mortgages?

Yes. Processing of cash prepayments is a normal 
business process in the mortgage industry. The 
FHEAB would contract with a few large payment 
processing institutions to facilitate rapid disburse-
ment of funds. The centralized online system 
would support the ramp up of staff to provide 
assistance while achieving timely reporting on the 
program.

Will the plan have widespread participation by 
lenders and servicers?

Yes. All lenders and servicers will seek participa-
tion to receive cash prepayments.

the capital required for these programs is not focused directly 
on foreclosure mitigation. So it is likely that additional funding 
will be needed until the end of the foreclosures is reached in 
two to three years. 

How does the program stack up to the Congressional Oversight Panel’s eight-point checklist 
used for evaluating foreclosure mitigation solutions?

In summary, the Home Equity Assistance Program effectively 
addresses each of the interconnected problems we are facing in 
the current crisis. It provides real solutions to the conflicts rag-
ing in housing, the financial markets and the general economy. 
Although the assistance provided is substantial, it is less than 
the total direct and indirect costs of foreclosure. Total capital 
required for the program is estimated to be 38 percent to 62 
percent of the total capital committed by the U.S. govern-
ment to all significant bailout and stimulus programs. Finally, 

the program successfully addresses each of the eight points in 
the checklist that the Congressional Oversight Panel uses to 
evaluate foreclosure mitigation programs. It deals with nega-
tive equity, can scale up rapidly and will gain acceptance from 
servicers of private label MBS. 

The size and nature of the program are likely to raise several 
objections. The next section will address concerns that have 
been raised.
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Overcoming Objections
The gridlock of competing interests in this crisis makes it in-

evitable that objections will be raised to the solution presented 
in this white paper. The multiple benefits derived from each 
dollar of program assistance need to be weighed against all of 
the tangible and intangible costs. This section will address the 
following objections:

1.	 The program helps homeowners who lied on their mort-
gage application.

2.	 The program helps those who do not deserve it.
3.	 The program costs too much.
4.	 The assistance amount provided to a homeowner is too 

high.
5.	 The program creates moral hazard by rewarding bad 

behavior.
The responses to these objections will show that they can be 

addressed through reasonable policies and procedures used to 
implement the program.

The program helps homeowners who lied on their mort-
gage application.

The program does not necessarily have to provide assistance 
to distressed homeowners who lied on their mortgage applica-
tions. This is an implementation issue that could be addressed 
through the conditions for assistance policy. The policy could 
explicitly deny assistance to any homeowner who lied on their 
application. The advantages of this approach would be:
•	 Reduces capital requirement and 30-year cost of assis-

tance.
•	 Filters out a risky class of distressed homeowners.
The disadvantages of this would be:
•	 Increases the number of foreclosures and lowers the value 

of surrounding homes.
•	 Increases equity losses at financial institutions.
•	 Increases need for economic stimulus to offset damaged 

consumption of foreclosed homeowners.

The program helps those who do not deserve it.

The generalization in this objection is subjective and does 
not contribute concretely to finding a solution. Who are those 
that qualify as deserving? Are there varying levels of deserved-
ness? Should varying levels of deservedness be granted varying 
levels of assistance? 

The program does not attempt to answer these questions. 
Rather, it asks that those who desire assistance make a com-
mitment to pay it back as a condition for assistance. Some 
individuals who made an irresponsible decision to commit to 
a mortgage three years earlier may be willing to responsibly 
commit to a solution that will enable them to remain in their 
homes. The advantages of this approach would be:
•	 Prevents another foreclosure that hurts the value of sur-

rounding homes.
•	 Reduces equity losses at financial institutions.
•	 Enables the homeowner to maintain a normal level of 

consumption.
The disadvantage of this approach would be that homeown-

ers could change their minds later and default on the reduced 
primary mortgage, ultimately causing foreclosure. 

There are certain to be losses as a result of redefault on the 
primary mortgage. However, the large equity cushion created 
by the Home Equity Assistance Loan amount is collateral that 
can be used to reduce the program loss from default.

The program costs too much.

This program is not intended to be a zero-cost solution. 
Rather, the cost of the program should be compared to the 
aggregate capital committed to bank lending facilities, toxic 
asset purchase programs, bank equity injections and economic 
stimulus programs.

The cost of funds for the program could be partially offset 
by declaring the Home Equity Assistance Loan to be a taxable 
benefit. This would raise funds to pay for interest expense and 
the operating costs of the FHEAB. But the tax paid on the ben-
efit should not put the homeowner back into a state of financial 
distress.

Declaring the loan amount to be a taxable benefit could 
also spur earlier repayment. A tax rate that increases over time 
would encourage the homeowner to repay the loan when the 
tax exceeded the cost of refinancing the first mortgage.

The assistance amount provided to a homeowner is too 
much.

The size of assistance provided is an important factor in the 
success of the program. The greater the assistance provided, the 
less likely that redefault occurs. The OCC and OTS have dem-
onstrated that the lowest probability of default occurs when the 
assistance provided causes the homeowner’s monthly payment 
amount to decrease by more than 10 percent. Providing sub-
stantial assistance will also maximize protection of bank equity 
and produce the greatest economic stimulus.

The program creates moral hazard by rewarding bad 
behavior.

It is important to contrast the competing solutions of prin-
cipal reduction and principal prepayment in the search for a 
foreclosure mitigation strategy. A solution that provides relief 
through principal reduction creates moral hazard issues that 
are virtually impossible to overcome. Who should get the 
benefit of having their loan principal reduced? And who should 
pay for it? 

A relief program that protects principal but provides tem-
porary relief from principal amortization accomplishes two 
things. First, it upholds the value of a contract. The foundation 
of America’s capitalist system rests on the value of contracts 
and property rights. If homeowners compromise their financial 
commitments now, they might repeat this behavior at the first 
sign of trouble in the future. The result will be erosion in our 
economic system and increased borrowing costs to compen-
sate lenders for greater risk of loss.

Second, this program can be executed more rapidly because 
it eliminates the need for negotiating the amount of principal 
reduction. Lenders are not equipped to negotiate principal 
reductions on a large scale. Nor are they incentivized to nego-
tiate quickly, lest they miss out on some big bailout program 
or economic conditions improve. Lender’s are better equipped 
to process large principal repayment volume more than large 
principal reduction volume. 
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Some may argue that prepaying principal to lenders cre-
ates moral hazard because it rewards bad lending behavior. 
This argument can be addressed on three levels. First, was the 
lender’s behavior legal and prudent? If the lender acted in a 
legal and prudent manner it should be protected from above-
normal loss rates and full prepayment is justified. Second, was 
the lender’s behavior legal but imprudent? If the lender acted 
legally but imprudently in the way it originated the loan then 
it should bear an above-normal loss rate reflected in a partially 
reduced prepayment. Third, was the lender’s behavior illegal? If 
so, the lender should face the full amount of loss and should be 
penalized for the bad behavior. 

Having an objective system for addressing moral hazard will 
be an important part of any foreclosure mitigation strategy. It 
is important that the program policies and procedures do not 
completely shut out all cases where imprudence occurred. This 
would discourage lenders and/or distressed homeowners from 
seeking assistance and having to disclose the circumstances 
of their situation. There is great value in gathering information 
about all of the distressed situations in the market so that effec-
tive steps can be taken to prevent future regulatory failures and 
penalize those who acted dishonestly.

Conclusion
The current global crisis is a complex brew of interconnected 

problems that are pitting various social, business and political 
groups against each other in the search for a solution. The fore-
closure crisis in housing is the starting point and must be ad-
dressed with an effective solution or else another round of even 
greater losses in a continuing downward spiral could occur. 
The conflicting interests of multiple parties are preventing us 
from arriving at a solution that will be positive for all. The U.S. 
government and Federal Reserve Bank have committed trillions 
of dollars in financial resources to fix the housing, financial 
and economic crises, but only a small percentage of those fixes 
deal directly with foreclosures.

The Home Equity Assistance Program prevents foreclosures 
by providing a source of funding to prepay first and second 

mortgages so that a distressed homeowner is left with an afford-
able monthly payment. In exchange, the homeowner accepts 
an obligation with recourse to repay the equity assistance in 
the future. 

Beneficiaries of the program must accept certain reasonable 
conditions to participate and thereby remain in their homes 
while achieving financial stability. The program helps distressed 
homeowners today and provides oversight in the future to 
ensure they always have affordable mortgage payments as they 
buy and sell homes. 

The program does not seek to put a floor on housing prices 
like many believe is necessary. Rather, the goal is to restore 
the value of a mortgage by achieving affordable monthly pay-
ments without painful principal adjustments and cramdowns. 
By making monthly payments affordable, previously distressed 
homeowners will be able to successfully service their mortgage 
and regain the ability to increase their consumer spending to 
a more normal level. This approach is the firewall that Martin 
Feldstein is calling for to put a halt to the housing crisis.

HEAP effectively addresses each of the interconnected 
problems in the current crisis. It provides real solutions to the 
conflicts raging in housing, the financial markets and the gen-
eral economy. Although the assistance provided is substantial, 
it is less than the total direct and indirect costs of foreclosure. 
The total capital required for the program is estimated to be 38 
percent to 62 percent of the total capital committed by the U.S. 
government to all significant bailout and stimulus programs. 

Finally, the program successfully addresses each of the eight 
points in the checklist that the Congressional Oversight Panel 
uses to evaluate foreclosure mitigation programs. It deals with 
negative equity, can scale up rapidly and will gain acceptance 
from servicers of private label MBS securities. 

It is inevitable that objections will be raised to this program. 
The multiple benefits derived from each dollar of assistance 
need to be weighed against all of the tangible and intangible 
costs. Through implementation of appropriate policies and 
procedures, the program can adequately address objections to 
moral hazard, total cost and size of assistance provided.
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Appendix A. Program Implementation Case Study

resentatives provide counseling about equity assistance 
and foreclosures so that distressed homeowners can make 
a decision about which option is best for them.

10.	 The homeowner contacts a representative of the H4H 
Program to seek assistance in preventing foreclosure.

11.	 The H4H representative evaluates the case and reviews 
the following documents:
a.	 All documents pertaining to the mortgage in danger of 

default;
b.	 Prior three years’ tax returns of the homeowner. This 

homeowner would present returns from 2006, 2007 
and 2008;

c.	 Tax return for the year prior to the original loan. This 
homeowner would present the 2005 tax return;

d.	 Employment verification letter; and 
e.	 Property tax statement.

12.	 The H4H representative compares the 2005 tax return 
to the original mortgage documents and determines that 
the homeowner’s actual income is less than the stated 
income. This is noted in the online application for assis-
tance.

13.	 The H4H representative calculates a new payment that 
is affordable for the homeowner based on current gross 
income. Affordability will typically be 31 percent of gross 
income but may be slightly higher in markets where 
housing is more expensive. The maximum payment will 
be 38 percent of gross income. In this case, the affordable 
payment is $645  [$25,000/12 x .31].

14.	 The H4H representative uses a standardized rate and term 
to calculate the loan principal that would produce an af-
fordable payment.
a.	 Monthly payment: $645
b.	 Mortgage rate: 5 percent  [Assume this is the current 

30-year fixed-rate in the market]
c.	 Term: 30 years
d.	 Affordable loan principal: $120,151

15.	 The H4H representative determines that the existing loan 
balance will be $381,384 when it resets on May 31, 
2009.

16.	 The H4H representative calculates the amount of a new 
nonamortizing loan called a Home Equity Assistance 
Loan (HEAL) that the borrower will need to achieve an 
affordable monthly payment on the original mortgage. 
The key assumption is that the current lender or servicer 
will adjust the original mortgage to have a lower monthly 
payment based on the remaining balance over the 
remaining life of the mortgage. This is different from the 
current process that keeps the monthly payment the same 
but shortens the remaining life.  The loan is described in 
Appendix D.  The amount of the HEAL will be $261,233 
[$381,384 – $120,151].

Home Equity Assistance Program Process Flow

17.	 The H4H representative reviews the calculations and 
amounts with the homeowner so that the homeowner can 
decide if they want to accept a HEAL. The HEAL is a way 

Originating a Risky Mortgage

1.	 On June 1, 2006, a person closes on the purchase of their 
new home. The net purchase price was $415,000. The 
buyer was able to arrange for 100 percent financing.

2.	 The terms of the mortgage are as follows:
a.	 Low documentation loan based on stated income
b.	 Stated income: $4,091 per month, $49,097 annually
c.	 3/27 adjustable rate mortgage
d.	 Loan amount: $415,000
e.	 Term: 30 years
f.	 Starting interest rate: 1.5 percent
g.	 Initial rate fixed for three years
h.	 12 months between rate adjustments
i.	 Expected adjustment: .5 percent per year
j.	 Interest rate cap: 12 percent
k.	 Monthly payment for first three years: $1,432.25 (35 

percent of stated income)
3.	 The schedule of monthly payments is presented in Appen-

dix B. 
4.	 This was the homeowner’s first home purchase so they 

were not familiar with the mortgage process. The mort-
gage broker filled out the application for the borrower 
with a stated income that was higher than the borrower’s 
actual income of $30,480 per year ($2,540 per month). 
The borrower saw the stated income amount on the ap-
plication but did not object and chose to sign it.

Homeowner in Distress

5.	 The homeowner works at two jobs to earn the gross an-
nual income of $30,480. The first is a full-time clerical 
position with the local school district that pays $25,000 
per year. The second job is a part-time position as sales 
clerk for a retail chain. The chain declared bankruptcy in 
December 2008 so the part-time position no longer exists.

6.	 The homeowner has tried to find another job to supple-
ment income but has not been able to find anything. The 
mortgage rate is about to reset on June 1, 2009, and the 
payment will increase to $1,524 per month. This is equal 
to 73 percent of actual monthly gross income of $2,083 
from the borrower’s full-time job.

7.	 It is the spring of 2009, and the homeowner would like 
to find a way to lower the monthly payment to prevent 
foreclosure but is not able to refinance because the home 
value has declined to $290,000 – less than the balance 
on the mortgage.

Providing Home Equity Assistance

8.	 U.S. Congress passes a new law creating the Federal 
Home Equity Assistance Bank (FHEAB). This will be the 
new Government-Sponsored Entity responsible for car-
rying out the Home Equity Assistance Program under the 
Homeowner Affordability and Stability Plan. See Appen-
dix C. 

9.	 FHEAB works with the Hope for Homeowners (H4H) 
Program to implement the policies and procedures for 
providing assistance to distressed homeowners. H4H rep-
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of funding a principal reduction to the original mortgage 
rather than forcing a cramdown. If the homeowner is 
willing to commit to the conditions of the HEAL, the 
H4H representative will contact the owner-servicer of the 
mortgage to inform them of the intent to make an early 
payment via the funds from a HEAL. If the homeowner is 
unwilling to commit to the terms of the HEAL, they must 
find another way to keep up with payments on the origi-
nal mortgage or choose to receive foreclosure assistance 
from FHEAB.

18.	 In this instance the borrower agrees to the terms of the 
HEAL. The H4H representative then initiates the applica-
tion process to create the new loan.

19.	 The H4H representative uses the new FHEAB online system 
to file the online application and supporting documents. 

20.	 An automated workflow process routes the application 
to an FHEAB-approved processor for processing (a group 
of processing institutions was selected for their ability to 
process large volumes of cash payments.)

21.	 Processor’s staff member–loan officer receives the elec-
tronic documents and processes them. 

22.	 The staff member–loan officer contacts the servicer of 
the homeowner’s original mortgage to tell them which 
processing institution will be sending payment.

23.	 The processor’s staff member–loan officer initiates pay-
ment of $261,233 to the mortgage servicer on May 31, 
2009. The mortgage servicer credits payment to the bor-
rower’s mortgage so the new balance on June 1, 2009, 
is $120,151. The servicer then recalculates the monthly 
payments for the remaining life of the loan based on the 
new balance. The processor then notifies FHEAB that the 
funds were successfully disbursed. FHEAB reimburses the 
processor with a bulk payment using funds provided by 
the U.S. Treasury–TARP and the Federal Reserve.

24.	 On June 1, 2009, the new monthly payment for the 
homeowner on the original mortgage will be $480 per 
month. The new payment schedule is presented in Appen-
dix E. This is lower than the affordable payment of $645 
because of the interest adjustment cap on the original 
mortgage. The monthly payment will be less than or 
equal to $652 until the June 1, 2016, reset date.  The new 
payment will meet the affordability criteria for the next 
seven years assuming the homeowner’s income does not 
change. Creating a buffer period of affordability is a criti-
cal goal of this program because of the role it will play in 
stimulating the economy through more normal consump-
tion. The HEAL is nonamortizing so that it does not create 
a monthly payment burden. Repayment of the HEAL is 
not required until maturity date. 

25.	 On June 1, 2009 the homeowner will begin making a 
monthly payment for insurance on the HEAL. It may be 
necessary for FHEAB to organize the insurance pool if 
private insurance companies are unwilling.  

26.	 This process successfully averts an impending foreclosure. 
The list of benefits of this process are:
a.	 Homeowners remain in their home and have an af-

fordable monthly payment. They can resume normal 
consumption rather than cutting back significantly to 
meet the increased mortgage payment. If the homeown-

er defaults under the new payment plan, this would 
be an indication that the home should be placed into 
foreclosure rather than providing further assistance.

b.	 The homeowner was able to work with an indepen-
dent intermediary to achieve resolution. No awkward 
communication with the bank or mortgage servicer 
was required. The information provided by the H4H 
representative will be more trustworthy and less ma-
nipulative than what the homeowner experienced in 
accepting the initial mortgage.

c.	 The process leveraged existing infrastructure in the 
mortgage industry to achieve resolution. The two new 
components in the process are the Hope for Hom-
eowner representatives and the new FHEAB online 
system.

d.	 By leaving the original mortgage open with an afford-
able monthly payment, the homeowner is given the 
opportunity to reestablish their creditworthiness. It is 
also a declaration to the market that the homeowner is 
willing to accept the consequences of their earlier ac-
tions. A good credit record will enable the homeowner 
to get more credit at a lower cost in the future. This is 
a much more constructive outcome than would occur 
in foreclosure or cramdown.

e.	 The new process avoids the issues of moral hazard. 
The homeowner maintains responsibility for repaying 
their debt. However, FHEAB provides the homeowner 
with the time and equity necessary to realize long-
term real estate gains that will be used to repay the 
HEAL in the future.

f.	 By leaving the original mortgage open, the amount of 
funding required for the program will be reduced. A 
smaller amount of funding from the U.S. Treasury and 
Federal Reserve would be needed. The program would 
only need to fund principal reduction, not the buyout 
of the total balance on the original mortgage.

g.	 By having an H4H representative educate the hom-
eowner about their options, the homeowner will be 
able to make an informed decision about accepting 
the HEAL. The calculations will be objective and ac-
curate and the advice complete. Accepting the HEAL 
will enable the home to be saved quickly. Helping the 
homeowner understand the consequences of fore-
closure may help the homeowner see the importance 
of honoring their debts. If counseling from the H4H 
representative causes the homeowner to decide that 
foreclosure is the desired option, it will speed the fore-
closure process and reduce the processing costs and 
losses for banks and MBS investors.

h.	 MBS investors receive the full amount of their princi-
pal on mortgages they own. No cramdown is neces-
sary. MBS investors are resistant to servicers accept-
ing cramdowns and may threaten the servicers with 
lawsuits but they should be very willing to accept cash 
prepayments and waive any prepayment penalty. This 
will restore confidence in the property rights of inves-
tors and the value of MBS and restart the market for 
these securities.
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i.	 Financial institutions that have written down their MBS 
will be able to write them up in value in anticipation 
of receiving principal cash. Writing up the value of 
MBS will restore equity capital to the banks and re-
duce the collateral calls for institutions who sold credit 
default swaps. This will help heal the banking system 
without action from the Federal Reserve.

j.	 It is more likely to be viewed as “fair” by the greater 
taxpayer population because the homeowner remains 
committed to repaying the loan. The majority of the 
program’s cost to taxpayers will be for interest on the 
funds borrowed by the U.S. Treasury and loaned from 
the Federal Reserve to make the HEAL loans.

k.	 Making the HEAL a recourse loan with special protec-
tion in bankruptcy makes the liability enduring. Plac-
ing a second lien on the beneficiary’s home provides 
a public record that protects the assistance balance 
owed to FHEAB. Making the HEAL subordinate to the 
first mortgage should make mortgage lenders willing 
to lend to the homeowner at a reasonable interest rate.

l.	 The program provides support to the homeowner 
when they sell the current home and purchase a new 
one. The HEAL repayment process includes a provi-
sion for using a portion of the proceeds from the sale 
of one home as a down payment for the purchase of 
another home. This enables a homeowner to always 
have an affordable mortgage payment and earn equity 
through future home price appreciation. It is the long-
term appreciation in home prices that will ultimately 
be used to repay the HEAL.

Rolling Equity Assistance into New Home Purchase

27.	 In spring of 2015, the homeowner makes a decision to 
sell the home and move to a new state. The homeowner 
has located a new job that pays a higher salary. The origi-
nal mortgage is still in place and payments are current. 

28.	 After the Homeowner Affordability and Stability Plan 
successfully stabilized credit markets, it took two years 
for the housing market to stabilize. Home values sank 
by another 5 percent so that the value of the home was 
$275,500 in mid- 2011. After that values began to appre-
ciate at a slow 2 percent per year rate. By spring of 2015 
the value of the home had appreciated to $298,210.

29.	 The homeowner successfully sold the home at market 
value for $298,210 on Feb. 28, 2015. The proceeds of the 
sale were distributed as follows:
a.	 Sale costs (3 percent): $8,940
b.	 Original mortgage repayment: $102,412
c.	 HEAL balance paydown: $186,858

30.	 The new home purchase is made with the following 
terms:
a.	 Purchase price: $325,000
b.	 Down payment disbursed by FHEAB: $65,000
c.	 Principal of new first mortgage: $260,000
d.	 Rate: 6 percent, fixed
e.	 Term: 30 year
f.	 Monthly Payment: $1,558.83

31.	 The monthly payment on the new mortgage is 31 percent 
of the homeowner’s income at the new job. This meets the 
conditions of assistance so FHEAB contributes $65,000 of 
the HEAL balance as a 20 percent down payment at clos-
ing on the new home purchase.

32.	 The outstanding balance on the HEAL after moving to the 
new city and purchasing a home is $139,375 [$261,233 
– $186,858 + $65,000]. The homeowner begins with an 
“equity” position of $65,000 in the new home. As the 
homeowner makes mortgage payments on the new home 
and the market value of the home increases in value at 
2 percent per year, the homeowner’s equity position in-
creases. The growth in equity is illustrated in Appendix F. 
Home Equity Growth Schedule. The schedule shows that 
by the 13th year (2022) of the HEAL the homeowner has 
reached an equity value that exceeds the HEAL balance. 
This is the breakeven point for the program.

Growing Equity to Repay Assistance

33.	 The HEAL reaches maturity in 2039 after 30 years. At this 
point, the homeowner will be required to repay the loan. 
The homeowner has two options for repayment. The first 
option is to refinance the home with a private lender and 
use a portion of the funds to repay the outstanding bal-
ance of $139,375. If the homeowner is not able to find 
a loan in the private market, they will have the option 
of initiating a new loan through FHEAB. The rate on this 
loan will be 200 basis points over the published bench-
mark 30-year fixed-rate mortgage rate. The goal of the 
additional margin is to incent assistance beneficiaries to 
repay their HEAL from private funds so that the portfolio 
of HEAL loans eventually liquidates.



25

Appendix B. Payment Schedule for a Risky Mortgage
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What is it?

•	 A new government-sponsored entity created under the 
Homeowner Affordability and Stability Plan to assist dis-
tressed homeowners facing foreclosure

How does it provide assistance?

•	 FHEAB will provide a network of representatives that 
distressed homeowners can contact to seek assistance. 
FHEAB will work primarily through the representatives of 
the Hope for Homeowners Program.

•	 If a distressed homeowner chooses to accept the terms of 
assistance, FHEAB will make a nonamortizing Home Eq-
uity Assistance Loan (HEAL) to the homeowner. The HEAL 
will be used to prepay principal on the troubled mortgage 
so that the monthly payments over the remaining life of 
the mortgage are affordable as determined by FHEAB. By 
reducing the principal and monthly payment the hom-
eowner will be saved from foreclosure.

•	 If a distressed homeowner decides that foreclosure would 
be the best option, FHEAB will provide counsel and assis-
tance to the homeowner so that they are guided through a 
safe foreclosure process. This will prevent the vulnerable 
homeowner from being taken advantage of by unscrupu-
lous parties in the foreclosure process.

Appendix C. Federal Home Equity Assistance Bank (FHEAB)

•	 When a homeowner sells a home subject to a HEAL, 
FHEAB will facilitate the process of rolling over a portion 
of the assistance balance from the prior home to a new 
home so that the homeowner can continue to build eq-
uity through homeownership. FHEAB will monitor terms 
of the new mortgage to insure that it meets the affordabil-
ity criteria for the homeowner.

What are other key responsibilities of FHEAB?

•	 To initiate and manage a loan insurance program de-
signed to protect U.S. taxpayers from default losses if 
private insurers will not cover these loans.

•	 To report to Congress on the status of assistance efforts, 
loan balances, repayments and ongoing losses.

•	 To pursue litigation for mortgage fraud perpetrated by 
dishonest lenders. The FHEAB online system is a central-
ized database for gathering information about troubled 
mortgages in addition to originating HEALs. Information 
can be gathered about brokers and lenders associated 
with troubled mortgages. With this information FHEAB 
can conduct litigation to punish dishonest persons and 
recover punitive damages.
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What is it?
•	 It is a nonamortizing, no-interest loan from the Federal 

Home Equity Assistance Bank to pay down the principal 
on a first mortgage and any junior mortgages outstanding 
that could go into default. Prepaying mortgage principal 
enables a lender to reduce the monthly payment owed by 
a distressed homeowner thereby preventing default. The 
recalculated monthly payment on the first mortgage will 
be more affordable because it amortizes the reduced bal-
ance over the remaining life of the mortgage. Funding the 
principal reduction with cash will save bank equity and 
restore the confidence of investors in MBS values.

How does it solve the second lien snafu?
•	 Many distressed homeowners in need of assistance also 

have a second mortgage. Any assistance program that 
forces a principal reduction creates a conflict between 
first and second mortgage holders with respect to sharing 
losses. This conflict causes gridlock. The proceeds of the 
HEAL will be used first to retire the second mortgage so 
that the conflict is removed. The remaining balance of the 
HEAL will be used to reduce the first mortgage principal 
to an amount that will result in an affordable monthly 
payment over the remaining life of the mortgage. Then the 
HEAL will become a second lien on the home, superior to 
all other unsecured debt.

Who qualifies?
•	 Distressed homeowners who meet one of the following 

criteria:

§	 The monthly mortgage payment is greater than the 
FHEAB-determined affordable amount (31 percent to 
38 percent depending on geography) based on the 
homeowner’s 2008 tax return.

§	 The homeowner can provide verifiable evidence that 
they recently (after Sept. 15, 2008) experienced a 
significant reduction in income due to loss of employ-
ment or business bankruptcy that caused their monthly 
mortgage payment to become unaffordable.

•	 Homeowners who are current on their mortgage could 
also qualify provided that they can demonstrate that their 
payment is unaffordable by FHEAB standards. There is 
value to helping individuals who are current on their 
mortgage but struggling under a high mortgage payment 
because they lack adequate equity in their home. Provid-
ing assistance will enable the homeowner to maintain a 
normal level of consumption rather than making sig-
nificant cutbacks that might contribute to the economic 
slowdown.

•	 A homeowner who falsified stated income on the original 
mortgage could qualify for a HEAL. If actual income is 
lower than the falsified stated income but the homeowner 
is willing to commit to the long-term repayment of the 
HEAL and the conditions of the loan, then there is value 
in providing assistance to the homeowner. The benefit is 
prevention of another foreclosure and prevention of loss 
to the lender or MBS investor.

What are the conditions for getting a HEAL?
•	 The homeowner is not permitted to borrow against the 

new “equity” created by the HEAL.

•	 The HEAL is a loan with recourse. It is secured by all 
income and assets of the borrower. A second lien will be 
placed on the home to protect the FHEAB’s economic 
interest.

•	 The borrower is required to purchase insurance to protect 
the principal of the HEAL.

•	 If the homeowner sells the existing home and purchases 
a new home while the loan is outstanding, the new 
mortgage may not have a monthly payment greater than 
31 percent of gross income. The FHEAB will assist the 
homeowner in rolling over a portion of the HEAL balance 
into a 20 percent down payment on the new home. The 
amount of the down payment may not exceed 50 percent 
of the original balance of the HEAL. The HEAL will then 
be established as a second lien against the new home.

•	 The term of assistance is 30 years. The entire balance 
must be repaid on or before the end of the term.

Might homeowners who are current on their mortgage 
be motivated to take advantage of this program by stop-
ping payments and becoming delinquent?
•	 Being delinquent on a mortgage is not the criteria for 

participation. See the criteria listed above.

•	 Homeowners who seek assistance in this program should 
understand the long-term commitment they are making. 
They will be required to submit to future supervision by 
FHEAB when buying or selling a home. The impact will 
be:

o	 FHEAB will place a second lien against the distressed 
homeowner’s residence for the amount of the HEAL.

o	 When the home is sold, all funds in excess of the 
repayment of the first mortgage plus sale costs will be 
sent to FHEAB

o	 When a new home is purchased the homeowner must 
coordinate the following with FHEAB:

§	 Contact FHEAB to request disbursement of funds 
for a down payment on the new home. The down 
payment will not exceed 50 percent of the initial 
balance of the HEAL.

§	 Homeowner must demonstrate to FHEAB that with 
the down payment the monthly mortgage payment 
will not exceed the approved affordable amount 
of gross income. This ensures that the homeowner 
maintains an affordable payment on future homes 
so that they are able to earn home equity that will 
eventually be used to pay back the remaining bal-
ance of the HEAL.

How is the loan amount determined?
•	 A Hope for Homeowners representative evaluates the cur-

rent position of a distressed homeowner and calculates a 
loan principal amount that would produce a payment that 

Appendix D. Home Equity Assistance Loan (HEAL)
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is affordable for the homeowner. The amount of the HEAL 
is the difference between the current mortgage principal 
and the affordable mortgage principal.

What is the term of the loan?
•	 30 years.

How is the loan initiated?
•	 A distressed homeowner contacts a Hope for Homeown-

ers representative to get counseling regarding the loan.
•	 The funds for the loan are disbursed through an FHEAB-

approved processing institution.

•	 Funding for HEALs is provided by the U.S. Treasury and 
Federal Reserve.

What is the collateral?
•	 The loan is collateralized by three things:

o	 The homeowner’s principal residence (second mort-
gage position behind first mortgage).

o	 All income and assets of the homeowner (full re-
course).

o	 An insurance policy paid by the homeowner.

•	 By accepting a second lien position, the program enables 
a homeowner to secure a first mortgage for the purchase 
of a home.

When does it have to be repaid?
•	 At any time during the 30-year term.

•	 Full repayment must be received by the 30-year maturity 
date.

How is it repaid?
•	 There are no monthly payments for a HEAL. It is nonam-

ortizing.

•	 The goal of the HEAL is to assist homeowners in rebuild-
ing equity in their homes so that the loan can be repaid 
through equity gains over a long period. The growth in 
equity can be refinanced to raise the funds to repay the 
HEAL. 

What impact will bankruptcy have on a HEAL?
•	 The HEAL will survive bankruptcy.
•	 U.S. taxpayers are funding the loan that helps a hom-

eowner avoid foreclosure so it is expected that the hom-
eowner will make a good faith effort to repay the loan in 
full.

How does HEAL create equity?
•	 In three ways:

o	 Reducing the principal on the original mortgage 
enables more of the monthly payment to go toward 
reducing principal. Reducing the principal increases 
equity faster and reduces the amount of total interest 
paid over the life of the first mortgage.

o	 Enables homeowners to remain in their homes and 
experience the benefit of long-term appreciation in 
home values.

o	 The roll-over provision enables homeowners to use 
a portion of the HEAL as a down payment on a new 
home when they decide to sell their existing homes. 
Establishing “equity” through a HEAL and ensuring 
that the homeowner always has an affordable mort-
gage payment will enable the homeowner to build the 
equity required to repay the HEAL.
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Appendix E. Payment Schedule after Principal Prepayment from HEAL Proceeds
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Appendix F. Home Equity Growth Schedule
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