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Abstract
Introducing a little discussed concept to mortgage markets termed Price Appreciation Rights; this proposal presents a practical private sector, non-partisan solution to the ongoing housing and mortgage crisis plaguing the United States economy. Under this plan, financially distressed home owners present a deed-in-lieu of foreclosure as an alternative to default and agree to rent the property from the loan servicer at an affordable rate. This arrangement prevents vacated property decay and maintains the value of the rented property and that of its neighboring properties. In addition to the rental payment, qualifying renters may also make equity payments into the property with the goal of reaching a 20% equity stake. Upon financial recovery of the renter and after reaching the 20% equity stake, the renter can then repurchase the home for the value of the property at that time. In return for assuming 100% of the risk in the rent-repurchase agreement, the loan servicer is entitled to 75% of the increase in the home’s value realized during the rental phase, i.e. Price Appreciation Rights. The renter is entitled to 25% of the Price Appreciation Rights. This solution can be administered in similar forms to first time home buyers and other subprime market participants. If properly implemented, the proposed solution should return proper clearing mechanisms to both the housing and mortgage markets. As a result of returning to functional mortgage and housing markets, housing demand and prices should begin to increase leading to economic recovery including higher levels of employment. 
In addition, this proposal suggests a sliding interest rate scale of 6.65% down to 5% for borrowers with a 96.5% loan to value ratio (based on June 2011 interest rate levels). That sliding scale rewards both borrowers and lenders with a 12% ROE on the top 6.5% tranche for extra principal payments and 8% on the next 10% tranche. It is specifically designed to offer a private alternative to government sponsored loans. The plan encourages rapid collateralization of the loan toward 20% equity to reduce its risk both to the lender and the housing system itself. The fact that there are no widely available private alternatives now probably indicates that current FHA loans under-price market risk.

This proposal compliments the one announced on October 24, 2011 on refinancing at lower current interest rates, because they serve different categories of distressed borrowers. In fact, the one announced on October 24 might be enhanced by incorporating price appreciation rights to mitigate a portion of tax payer losses arising from lower interest rate refinancing, while still lowering default risk from lower current payments.

We also believe a recovery in the housing market would lead to a quicker, substantial reduction in unemployment. This hypothesis is based upon Latoya Egwuekwe’s research that illustrates how unemployment trailed the collapse of the housing market on a county-by-county basis during the 2007-2010 period: 

http://www.latoyaegwuekwe.com/geographyofarecession.html.

Our proposed relief-repurchase mortgage has the potential to greatly aid in the reversal of this trend and return the U.S. economy to significantly higher growth.
Proposal Summary: Solution to the Mortgage and Housing Crisis 
1. To revive the residential housing market, market participants need a means to overhaul the current system in a way that is equitable to all parties by sharing the loss from principal reduction. To achieve this, we propose the following:
a. Reset sub-prime residential mortgages to current market price levels

b. Protect the most innocent (least culpable) -> The Distressed Home Owner. For Example, current mortgage greater than current appraisal, and 1/3 of verifiable monthly income less than current monthly mortgage payment & monthly property tax payments. 

c. Ask the most sophisticated & knowledgeable party in the crisis to split the loss burden -> the financial industry equitably shares the loss burden.
d. In return, provide an opportunity for the “knowledgeable” lenders to mitigate their losses through future home Price Appreciation Rights. Additionally, lenders avoid 70% of losses from foreclosures.
e. Permanently improve and align incentives to prevent recurrence of this mortgage crisis.
2. Proposal to revamp the current house purchasing system includes:
a. Offer a special no money down self-collateralizing mortgage with a declining interest rate based on eventually meeting the traditional 20% equity-to-value targets (7% to 5% interest rate)

b. Reduce the time for a short sale/foreclosure to refinance a property with a deed-in-lieu process with current owner as renter until sale

c. If owner qualifies for hardship (e.g. 30-40% verifiable income greater than house payment based on current appraisal), that current owner can refinance by becoming a renter with an option to buy with a declining interest rate mortgage until the 20% equity-to-value target is met. Interest deductions and property tax deductions will continue to the renter.   
d. Initially, extra principal payments produce a 12% return on equity to both the renter and the lender

e. To avoid non-documented loans, renters with options to purchase authorize payments from their employer source

f. The renter will give up 75% of the appreciation in the property to mitigate the loss of the previous lender from principal reduction.. Recovers about 80% of lender losses, thereby protecting tax payers from institutional driven losses.

g. At the renters option, once the equity/loan value is at least 20%, the loan will be converted to a conventional mortgage with no closing cost (only an appraisal to determine loan/value ratio), renter-‘ will receive title, and can select a fixed or variable mortgage going forward

h. Once the mortgage is converted to a conventional mortgage, the previous lender will be paid off from the refinance proceeds including 75% house price appreciation rights and will no longer have interest in the property

i. If the previous owner who is currently a renter does not meet affordability requirements, the current renter will continue to rent until a buyer is found. Although not as diligent as an owner, a renter is superior to having the house unoccupied.

j. If the previous owner meets distress and affordability requirements, but later relinquishes all his/her interest in the property before conversion to a conventional mortgage, the previous owner shall receive accrued principal payments and 25% of property price appreciation. The lender can then find a new renter using similar mortgage terms (assignable loan) with price appreciation rights to the previous lender still intact.

3. Benefits of the proposed system:
a. Foreclosures will dramatically decrease and many current owners will remain in their homes.
b. Short-sales will be expedited and sold to new buyers who can afford terms with the property preserved

c. Version of proposed mortgage structure can be used as a new sub-prime mortgage with a down payment

d. The no money down mortgage will be eliminated when the crisis passes

e. Home prices will stabilize and home price appreciation will begin across all housing markets
f. New buyers will enter the market at a very favorable time for home ownership.
Introduction

For the past year, a volunteer group of about twenty financial professionals from the Financial Management Association (FMA) and the CFA Society of Chicago performed extensive research on both the mortgage and housing market crises in an effort to provide a comprehensive and practical solution to these interrelated issues. The result of that research is this proposal based upon mortgage relief
 with an option to repurchase provided through a new concept termed Price Appreciation Rights. We believe this private sector solution equitably distributes losses and reallocates risks across all market participants while providing a strong catalyst towards recovery in the mortgage, housing and employment markets.   
The next several pages describe this solution for people knowledgeable about the problem, current financially distressed home owners
, taxpayers, first time home buyers, key policy makers and regulators, and mortgage originators. The second section presents a graphical illustration of the solution.
Financially Distressed Home Owners: The Relief-Repurchase Mortgage
In the current mortgage system, a distressed home owner has two options. The first is to make an attempt for mortgage relief in an effort to remain in the home. The second and most costly, for both the distressed home owner and mortgage holder(s), is for the home owner to default and walk away from the mortgage. Under the proposed solution, a distressed home owner begins a process with his/her loan servicer with the ultimate goal of remaining in his/her home. 
The initiation of the process begins with the distressed homeowner submitting a complete financial package of information to the loan servicer. This package includes employment verification and salary, an exhaustive list of expenses, assets, and liabilities. The loan servicer then orders an appraisal on the property from a licensed professional, acceptable to the bank. That appraisal provides three values of the property; as a normal sale, as a short sale, and as a foreclosure. Ranges of these three values may also be included. The appraisal cost is charged to the borrower’s home mortgage principal balance.

Based on the submitted financial package, the loan servicer calculates an affordable payment for the distressed home owner. Typically, the affordable payment will be approximately 30-40% of gross verifiable income from employment, which is the range suggested by personal finance experts. If accepted by the distressed home owner as part of a relief-repurchase mortgage agreement, these new payments should be deducted directly from the employer source to eliminate the default risk that was highlighted during the Mortgage Crisis.
    
If the present value of the new affordable payments exceeds the appraised value as a short sale, the loan servicer obtains permission from the lender to offer a mortgage relief-repurchase deal to the borrower. It is important to point out that in many cases the lender will be the taxpayers through their wholly owned subsidiaries Fannie Mae or Freddie Mac.
The offered mortgage relief-repurchase deal is structured around a Deed-in-Lieu of foreclosure. In return for a Deed-in-Lieu, the distressed home owner agrees to rent the property with an option to repurchase at a later date. This arrangement is similar to a traditional lease-purchase transaction. Because the borrower in financial distress is cooperating to avoid the costly foreclosure process, this proposal suggests no negative effect on the borrower’s credit rating.
 The amount of rent is based on a declining interest rate structure charged against the current value of the property. Rates begin at approximately 7% and decline to 5%. In addition to these rent payments, the previous distressed home owner, now the renter, makes additional “principal” payments to rebuild equity in the property. The target equity stake is 20% of the property’s value at the time of the appraisal that is made for the relief-repurchase mortgage deal. Together, the rent and additional principal payments equate to the new payment amount established by the loan servicer and based on the financial package submitted by the distressed home owner. 
The major benefit of the relief-repurchase structure is the financial returns for the renter and the lender. Specifically, the first 10% of “loan equity” achieved generates a return on equity (ROE) to both parties of approximately 12%. For the second 10%, the ROE is approximately 8%. These returns equate to a dual incentive for the renter in the form of significant financial returns that are better than most other savings vehicles and encourage the building of equity as rapidly as practical. Additionally, it provides a market return to lenders for accepting the risk of a 100% loan. The returns are the results of interest rates that float with Treasury Bond Yields and include a 0.5% premium to avoid any taxpayer guarantees in the future as the lender may sell the loan into the secondary market after the renter has built a 20% equity stake.

To largely compensate lenders, taxpayers in many cases, for the loss incurred on the reduction of principal, the renter agrees to provide the lender 75% of “Price Appreciation Rights.” These Price Appreciation Rights equal the difference between the appraised value of the property and the present value of the rental payments at any future date. Also at any future date once a 20% equity stake in the property has been achieved, the renter with an option to repurchase can pay the landlord/lender to commission a new appraisal with the intent of exercising the option (i.e. repurchasing the property).  This deal concludes with a new loan to repurchase the property. The amount of this new loan pays off both the existing loan and the Price Appreciation Rights owed to the lender. Finally, the new monthly payment of the new loan is similar to the amount of rent he/she paid during the rental phase of the agreement. The deal culminates with the formally distressed home owner remaining in his/her repurchased home with a lower mortgage payment than his/her original and with a minimum 20% equity stake in the property.
Our calculations from this form of home price recovery suggest that the lender (taxpayers, if the Lender is Fannie Mae or Freddie Mac) can recover approximately 80% of their principal losses. This 80% recovery exceeds the more certain 70% loss from foreclosure in the current system.
Financially Distressed Home Owners: Extreme Cases
In cases where the distressed home owner cannot afford the level of rental payments necessary for a relief-repurchase deal, the distressed home owner provides the lender with a Deed-in-Lieu of foreclosure. In return, the former home owner rents the house for the maximum amount that he/she/they can afford. This arrangement keeps someone in the property until it is sold. In the event of a default on rent payments, the renter is evicted, which is a much quicker and more efficient process than foreclosure.

The loan servicer now orders a lien title search, inspection, plat survey, and all other tasks traditionally undertaken to close a deal with a buyer. Upon completion of the lien title search, the loan servicer must negotiate payoff amounts from second and higher lien holders. Satisfying all liens prior to listing the property for sale should attract many more home buyers due to the ease of closing a “clean, certain deal” in fewer than 30 days.  However, clearing liens could significantly slow the process. In order to avoid this bottleneck, a process must be put into place to satisfy second and higher liens. This may require the Federal Government to invite the major loan servicers and their CEOs to Washington to pre-negotiate an acceptable process of lien satisfaction. A major part of this process could include partial relief from further liability of the loan servicers, i.e. avoiding double jeopardy from State Attorneys General.   Economically, the second and higher lien payoffs could be based on the approximately 85-95% discounts currently available in the market place.

Once all liens are cleared, the loan servicer negotiates an agreement to list the property with a real estate agent. To attract the maximum number of buyers, the multiple listing (MLS) should include the appraisal values based on normal sale, short sale, and foreclosure. Also included are results of the title search, inspection, plat survey, and other disclosures required of home owners.
Once listed, the loan servicer should seek a price that minimizes its losses. Therefore, if the present value of the current rent payments is less than the appraisal as a short sale, it is disclosed on the MLS as the minimum required bid. Once the price is marked down at the lender’s discretion to a price equal to that present value, the lender offers the renter an option to buy with the same Price Appreciation Rights described in the above relief-repurchase deal. Before exercising the option to buy, the renter must build up 20% equity from additional principal payments.
In the event of a sale, the existing lender guarantees financing to all qualified buyers, based on the unbiased appraised value as a normal sale. This prevents the lender from using a high valuation to negotiate a higher price from a buyer on a short sale and a lower valuation for a loan to a borrower. 
First-Time Home Buyers
For a 3½% down payment like FHA, the lender offers financing beginning at approximately 6.65% and declining to 5.00% as the borrower builds a 20% equity stake in the property. These declining interest rates also offer 12% ROE to both the lender and the borrower on the 6.5% tranche and 8% on the next 10% tranche.
We envision that this properly priced risk structure illustrated in the preceding sections  will eventually enable lenders (taxpayers, if lender is Fannie or Freddie) to sell these loans in the secondary market without a government guarantee because of the protection afforded by the 20% equity stake in the property.
Lowering Initial Payments with Inflation Adjusted Mortgages

Additionally, our calculations indicate that initial payments for rentals can be reduced substantially for home owners employed in industries where wages are likely to increase with inflation. For instance, the $200 extra monthly principal payment in our example can be expanded to $500 with an inflation adjusted mortgage similar to Treasury Inflation Protected Securities (TIPS). The $500 could be reduced to achieve affordability for both the existing owner and the new first time home buyer.

Of course, the higher payments associated with high loan to value ratios until 20% equity is achieved means that people will be purchasing less square footage for a given level of income. However, taxpayers no longer wish to subsidize larger houses for home owners.

Once the 20% equity stake is achieved, inflation adjusted mortgages could be sold in the secondary market with no government guarantee. Retired people with inflation adjusted needs and wanting real 2.25% yields higher than the 1.6% U.S. TIPS could purchase these securities. Effectively, grandparents are funding the needs of their first time home buyer grandchildren.   
Aiding Implementation
To aid the process of implementing this new type of mortgage, credit counseling for some borrowers will be necessary. These services can be provided from a variety of sources including banks, other financial intermediaries, local churches, and other community organizations. This counseling should include material that helps low down payment borrowers clearly understand the opportunity of rapidly building 20% equity in their homes through 12% and 8% return on investment. Additionally, the churches and community organizations can help with employment search should the borrower lose his/her job.

Finally, we envision insurance companies beginning to offer attractively priced rent/mortgage payment continuation policies for loss of employment and extraordinary medical expenses. If introduced, these instruments would further reduce default risk across the system.
Mortgage Relief-Repurchase Agreements: The Economics
According to Bloomberg Businessweek, “The FHFA now forbids principal reductions on mortgages that Fannie and Freddie own, not wanting to condone anything that would reduce the value of their assets.”
 Replacing this policy with Price Appreciation Rights would likely achieve lender (taxpayers, if lender is Fannie and Freddie) recovery of 80% of principal losses instead of the more certain 70% losses being realized during normal foreclosure proceedings. Currently, RealtyTrac nationwide is reporting that short sales sell for a 15% discount from homes not “under water”, i.e. mortgage greater than home value, while foreclosures sell for a 36% discount. After adding holding and other costs associated with foreclosure, the discount for foreclosures expands to approximately 70%. The economics from our research are overwhelmingly clear. Compared to foreclosure, short sales and relief-repurchase agreements are much more attractive to lenders/taxpayers, distressed home owners, and first time home buyers.

When incorporated into the conventional products and methods of the housing market, we believe our proposed relief-repurchase mortgage would greatly contribute to and quicken the healing of the housing market. If correct, we also believe a recovery in the housing market would lead to a quicker, substantial reduction in unemployment. This hypothesis is based upon Latoya Egwuekwe’s research that illustrates how unemployment trailed the collapse of the housing market on a county-by-county basis during the 2007-2010 period: 

http://www.latoyaegwuekwe.com/geographyofarecession.html.

Our proposed relief-repurchase mortgage has the potential to greatly aid in the reversal of this trend and return the U.S. economy to significantly higher growth.

Graphical Illustrations for People Interested in the Details
This section provides graphical illustrations of the benefits and the mechanics of the proposed relief-repurchase mortgage. These graphs are products of our research calculations performed in a Microsoft Excel Workbook available on the FMA Web Site:
 http://69.175.2.130/~finman/Practitioners/PDDARIpage.htm. 
The workbook displays all assumptions and calculations that resulted in the relief-repurchase mortgage solution. The comprehensiveness of the workbook also provides the option of running different scenarios based on a combination of assumptions.
Graph 1 below illustrates how the loan to original cost declines through time with the $200 of additional monthly principal payments.
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To provide incentives for both borrowers and lenders, the interest rate in Graph 2 below declines as a 20% equity stake is built. The graph shows a 7% interest rate at 100% financing for the renter, previously the distressed home owner, and declining to 5% as the renter progresses toward 20% equity. On the first 10% of equity, both the borrower and lender earn a 12% Return on Equity (ROE) and 8% on the second10%.
These high returns encourage the renter with an option to repurchase to invest more equity in the property as rapidly as possible to earn the higher 12% return. These returns are far greater than those promised by other current investment vehicles, e.g. stocks, bonds, CDs, etc. They also compensate the lender for the added risk of more than 80% financing. These returns are designed to completely replace U.S. Government guarantees of any kind.
Graph 2
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The article, “The Margin of Safety and Turning Points in House Prices”
 demonstrates the cyclical pattern of house prices in the United States, United Kingdom and Japan. Deflating house prices by the CPI shows that they oscillate around a fundamental value. This fundamental equilibrium value reflect s the long term real cost per square foot to build a house. Graph 3 below extends this empirically validated concept of house price cyclicality to the example presented in this proposal.

In this example, the house was purchased in January of 2008 near the peak of the “Bubble” for $320,000. The Owner put 10% down and borrowed $288,000 at 5.5%. The current loan balance is $273,816. The existing monthly mortgage payment is $1,635. According to the relief package filed with the loan servicer, the borrower can currently now afford $1,478 or $157 per month less. That $1,478 would fund a $192,000 affordable loan at a 7% interest rate and a $200 additional principal payment. 

The appraised value of the property for a normal sale is $183,575 or 57% less than the $320,000 purchase price. Please note the short sale value of $156,039 is 15% less than $183,575 from RealtyTrac research. The foreclosure value of $117,488 represents a 36% discount, again from RealtyTrac. After subtracting $60,734 for foreclosure costs – holding expenses, real estate taxes for one year, renovation costs, and legal expenses, the proceeds from Foreclosure decrease to $56,755 – a 69% discount from the $183,575.

The present value of rental payments can decrease all the way down to the short sale value of $156,039 before a sale becomes economically attractive to the lender (taxpayers, if lender is Fannie and Freddie).  Therefore, if the distressed home owner can afford the present value of Rental Payments between $183,575 and $156,039, the lender can insist that the property be placed on the market for sale with a minimum price equal to the present value of the rent payments.

Repeated in a slightly easier format, the $192,000 present value of affordable rent payments exceeds the $183,575 appraised value as a normal sale and the $156,039 value as a short sale. Therefore, the loan servicer should ask the lender and the lender’s regulator to offer the existing home owner the following:

1. A Deed-in-Lieu-of-foreclosure

2. A $1,478 affordable rental payment with an option to repurchase after the loan to value ratio decreases to 80% and the equity stake equals 20% or more.

3. As the housing market recovers, the lender (and likely the taxpayer) retains 75% of the Price Appreciation.

This example illustrates why foreclosure should be avoided at all costs. It also illustrates why “strategic defaulters” should wait for the market to recover before leaving their property vacant. We recommend that “strategic defaulters” be charged deficiency judgments in those states that allow them.
Graph 3
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In Graph 4, we illustrate the simplicity and importance of the 75% price appreciation rights. The graph clearly illustrates both the increase in home value and the payoff to the lender as the housing market recovers. The price appreciation rights of $67,776 at a 7% risk adjusted interest rate return 83% of the lender’s (taxpayer’s)  $81,816 loss.

To avoid paying further price appreciation and gain clear title to the property, the renter / now home owner pays an additional $93.40 per month in payments.  With an inflation adjusted mortgage, monthly payments actually decrease by about $300 at the conversion from house rental to home repurchase.

Graph 4
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All calculations presented in this section can be found in the “Home Mortgage Model” Excel Workbook available on the FMA Web Site. The sophistication and adaptability of the sheet enables analysis of 4 and 5 year Rapid House Price Recovery Scenarios. Many other Scenarios are also possible.

Policy Makers: Extended Details
To date, the major problem facing the housing market is unusually high supply and below average demand. Because detailed analyses of the causes of the current supply-demand relationship are readily available, these details are omitted from the current proposal.
   Further compounding problems across mortgage and housing markets are incentives that encourage the most expensive, damaging outcomes for both market participants and society in general. Now is the time to restructure the industry with new mortgage products that will encourage outside investment and reduce the risk in home ownership without exposing the federal government (i.e. the taxpayer) and local communities to undue risk. This section provides extended details of the proposed plan. The overall goal of the plan is to restore the buying and selling of homes to market clearing prices absent the large discounts for short sales and foreclosed properties currently plaguing the market. In order to remove or significantly reduce short sales and foreclosures, we advocate a new mortgage instrument designed to self-collateralize to 20% equity stakes. This self-collateralization does not purely rely on home price appreciation as the sole collateralizing method as has been the case in the U.S. housing market over the last 10 to 15 years. 

Additionally, the proposed solution properly allocates financial losses equitably across all market participants and not primarily on taxpayers. Past errors that created the mortgage crisis need to be corrected by making bond originators/issuers responsible for credit quality and maintaining a stake in all mortgages which are sub-prime until they reach conventional status, i.e. 20% equity stakes.

Reengineering short sales, foreclosures, securitized mortgage default triggers, and bankruptcy laws will solve the current crisis and reduce lending risk in the future. This should achieve the ultimate goal of restoring a sound home ownership market. Currently, prospective home buyers for “bank owned properties” and “bank short sales” are treated with such disrespect that far fewer purchasers participate in the market. Those that do, demand steeply discounted pricing as a result. Changing the process by streamlining procedures will encourage more buyers to participate and the current discounts will be substantially reduced.

Further, mortgage default triggers regarding securitized mortgages need adjusting to promote sales of distressed properties prior to default. The goal should be to encourage the current home owner to stay current while exploring refinancing or “short sale” options. Foreclosure should be the exception, not the norm for resolution.
Finally, Bankruptcy laws need amending to encourage the proper market behavior today, while also considering what is best for society going forward. Individuals should not be rewarded for gaming the system with “strategic defaults,” but individuals who are financially distressed should not be locked out of home ownership through conditions they could not anticipate and were fundamentally outside of their control. This is not to say that those home buyers that purchased homes they simply could not and cannot afford should not
Proposed Solution

As presented above, the foundation of the proposed solution is a new sub-prime mortgage structure available for financially distressed home owners. We define distressed home owners as home owners incapable of satisfying the obligations of their current mortgage and where the mortgage loan to house value is at least 105%. Simply put, these homeowners are at least 5% “under water”. For borrowers who do not meet hardship needs but their loan/market value is greater than 120%, a version of a standard sub-prime mortgage can be used as a refinance vehicle for the current homeowner with 15%-20% down payments and extended appreciation rights can be used to remove the potential for strategic default. In order for successful implementation of the proposal, considerable structural changes need to occur to mortgage and housing markets. These changes are wide ranging and include:

1. Better price discovery procedures for distressed sales.

2. Improved eviction procedures for sub-prime Renters / Borrowers who do not fulfill the contract.
3. Defining a set of allowable hardship rules which allow mortgage restructuring without costly legal proceedings.

4. Develop markets to resell house price appreciation rights to improve bank liquidity.

5. Develop bank capitalization rules for the new low risk sub-prime mortgages.

6. Rules governing securitization of conventional residential mortgages including realigning incentives, redefining  non-performing loans and developing rules for pulling non-performing loans from the pool with pre-specified rules for replacing loans with a percentage of the outstanding loan value. 

7. Developing rent- with- option- to- buy procedures (land contract rules) and rules on the ramifications of contract breach on borrower credit ratings as a UCC code.

8. Rules governing second lien holders and how to automatically distribute losses.

9. Standard rules for payroll deduction of rentals mortgage payments including principal prepayments.

10. Develop credit counseling procedures concerning sub-prime mortgages.

11. Re-define the governments and private sector’s role in the subprime housing market.

12. Eliminate the possibility of specific government social programs regarding home ownership from distorting or destroying the functioning of the housing market by promoting new solutions for mortgage assistance, reduce home value depreciation risk and mortgage discrimination including “red-lining.”

Distressed Property Sub-prime Mortgage

This mortgage is specifically designed to deal with the current crisis and establish liquidity of the housing market. Once the crisis is eliminated (when mortgage loans are no longer 105% or greater of housing values), this mortgage will no longer be used and should be replaced with a sub-prime mortgage with similar features but with additional borrower down payments.   

The new distressed sub-prime mortgage structure includes:

1. A Declining interest rate (see Workout Mortgage spread sheet) with a fixed payment rate in the initial phases and interest rate based on equity-to-loan-value which will start at 8%-7% and decline to 5 %. This feature means the mortgage has an accelerating collateralization rate. When the equity- to-original-loan-value and equity loan-to-market-value both reach 20%, the loan is converted with no closing cost (except an appraisal) to-market-value with a 30-year mortgage with predefined variable rates. These rates are determined at the origination of the distressed sub-prime mortgage. At this time, appreciation rights will be paid and the new mortgage will become a conventional mortgage. This is projected to occur between 4-7 years.  The new conventional mortgage may be securitized using new securitization rules.

2. The distressed sub-prime mortgage also has mandatory prepayments per month in the range of $200-$400 per month in addition to amortization principal payments. This feature allows the mortgage to self-collateralize without house appreciation within 7- 10 years.

3. The vendee (land-contract-renter) may have their rental payments deducted at employment source and the vendee may have to go through a specialized credit counseling program to reduce risk and protect vendee from abusive lending practices.

4. Establishing a clear definition of financial distress is imperative to avoid excessive conversions or gaming of the system, but not too restrictive that the market doesn’t clear or experience excessive strategic defaults. Our recommendation is to consider both affordability and the borrowers overall assets. If housing cost (considering mortgage payments, property taxes and insurance) exceeds 40% of gross income, the property should be considered distressed.  If the home owner has other significant assets, a special sub-prime mortgage can be constructed with the correct incentives to reduce strategic defaults for the current owner only.
5. With house appreciation, the home resident can, through the appraisal process, convert the mortgage at any time when their equity stake has reached 20% of the original loan value and 20% of market value. Without the resident triggering the conversion, the mortgage will automatically convert when the equity is 40% of market value. The vendee (renter) will pay for this appraisal. If this threshold is met, a new loan value is established using 20% down principles at previously determined rates and appreciation rights are paid to the vendee and the previous lender.

6. Price appreciation rights are a new concept in which for a period of time the appreciation increase in the property is not totally held by the vendee (renter). Modeling has shown that the ideal distribution of rights is 25% to the vendee (renter) and 75% to the previous mortgage holder (lender). These appreciation rights provide for a partial recovery of the previous mortgage holder principal loss.  Modeling has determined that this recovery should be approximately 75% of principal losses with a 3-year rapid house price recovery and 2% inflation per year. For previous mortgages which have been securitized, the initial mortgage distressed sub-prime refinancing will be considered a default with the new loan proceeds going to the mortgage pool trust with 75% appreciation rights. Upon payment of the appreciation rights, the pool trustees need to determine how to distribute these rights to the security owners.

7. Price appreciation rights should have a standardized designed and be a marketable asset which can be traded on exchanges, marked to market, and require collateral by the traders to hold positions in these instruments. This will allow banks to manage their capital requirement and allow pension plans and holders of previous securitized mortgages to monetize their holdings.

8. A homeowner who accepts this distressed sub-prime option will submit the title of the property to the new lender (deed-in-lieu) and his status will be changed to a vendee (land-contract-renter). Rights under these terms need to be clearly defined in the UCC code to protect new lenders. The intention is to protect the home asset when the contract is breached so that the property can be re-contracted under the same terms to a new buyer. The appreciation rights will continue to run at the previous sale price and be paid to the previous lender. If the current price drops from the initial distressed sale, the current lender will take the loss but all prepayments, principal payments and appreciation rights by the vendee (renter) will be forfeited to the new lender. 

9. Eviction on breach of contract should be expedited to protect the usability of the property. The lender will continue to hold this mortgage and will be the final determinate to release the vendee from contract terms, but must follow hardship guidelines.

10. The eligibility of this distressed sub-prime mortgage will be carried by the property as long as the outstanding balance on the mortgage exceeds 80% of the initial distressed mortgage value (initial market value when converted to distressed sub-prime mortgage).

11. Qualification for the vendee (renter) to receive this mortgage will be based on hardship and their willingness to acquire the property as a vendee for their personal residency or as a rental property for their family, but all vendees must meet the cash flow requirements of 33% of take home pay after taxes or provide 5 years of tax returns with adequate after tax cash flows. Real estate investors and businesses may be restricted from using this mortgage or will have additional requirements to prevent excessive leverage.  Other financing solutions for businesses are to structure a special sub-prime mortgage with a down payment and to limit the number of these special subprime mortgages. It is important to realize that the major goal will be to have the market clear of excess housing while preventing excessive no money down financing. Possibly, real estate business participation in certain markets and at a later date restrict this program to residence only.

12. Non-profit community groups will be eligible to purchase the top tranches of these mortgages when their purpose is to maintain the quality of their communities and support the current residence.

13. A major goal of the distressed subprime mortgage is to increase purchases of residential properties using micro-economic-principles, generational transfers, and local community development organizations to support local community values.

a. Chamber of commerce groups may start community development groups to buy distressed property and rent them out to current distressed home owners to eliminate community dislocation and protect neighborhoods from blight.

b. Parents and/or grandparents may purchase distressed homes and rent them out to their children.

c. Other community groups (e.g. religious) can form outreach organizations to support current residents staying in their homes.

d. The federal or state government can develop programs in economically distressed areas to provide additional guarantees on these mortgages or provide loss mitigation of the previous mortgage holder but should not deter private market solutions by underpricing risk, providing unsustainable low interest rates or creating asset bubbles which allow house prices to appreciate past affordability. 

New Sub-prime Mortgage

The new sub-prime mortgage will have a similar structure as the distressed sub-prime mortgage with the major exception that a down payment will be required to accelerate collateralization. The buyer will also be a vendee (land-contractor renter). This mortgage will be available for all qualified buyers on all properties. The other consideration is that appreciation rights will reside with the vendee. This mortgage can also be used in a high loan-to-value short-sale situation (loan exceeds value by more than 95%).  If the market prefers this structure for short-sales, the appreciation rights can be changed to the 25%/75% split on distressed property. Modeling indicates that this mortgage should collateralize in under 4 years.

Alternative versions of this mortgage can also be structured for potential strategic defaults and for real estate business in specific areas where their participation can help eliminate blight.

When the number of distressed properties significantly decreases, this mortgage can be used as a sub-prime replacement product.  To securitize this mortgage prior to conversion, the following would have to happen:

1. The relationship between vendee (land-contract-renter) and originator must be clear concerning contract terms.

2. Specialized insurance may be needed to cover:

a. Loss of job,
b. Medical hardship, and
c. Down payment guarantee

This need and subsequent products should be determined and designed by the private markets.

3. Contract default needs to be clearly defined before short sales, bankruptcy and eviction with the mortgage originator and the organization that securitized the mortgage maintaining an obligation to pay a percentage of the outstanding loan to the pool as a default. This feature makes the ability to calculate the risk straight-forward. Our recommendation is that the originator/organization that securitized the mortgage place 70% of the outstanding loan value into the pool when there is a default. The originator/organization that securitized the mortgage should also be required to create a reserve to deal with counter- party bankruptcy risk of the originator. We believe this new structure makes all the plan economically feasible.

4. In addition since the originator maintains title to this property, they can continue the payment streams until a new vendee (land-contract-renter) is secured.  The problem with this is that if the property value decreases, the financial institutions will have to make up the difference in cash flows between the old vendee and the new vendee. If property values rise, the financial organization will actually have a one-time cash flow representing the property appreciation.

The Benefits

Restoring a functioning residential housing market will greatly reduce the duration of the current economic crisis and transition the economy into growth mode. A major component of this recovery will be home price appreciation. Additionally, home affordability with sound lending terms will attract new entrants.  Additional demand will be created as the “retired generation” (including pension funds) invests in the “family formation generation”. Additional benefits include:

1. Properly aligned incentives to eliminate default as the only solution to the current problem.

2. Providing younger buyers with sufficient cash flows to cover mortgage payments, but not enough down payments for a conventional mortgage yet, a means to safely invest in housing earlier in their careers.

3. Reduce the current risk exposure of current lenders, the federal government (Taxpayers), and local communities.

4. Facilitate moving current home owners from a hopeless situation to a more manageable situation where there is opportunity to re-establish savings.

5. Provide safe investment products for retirement investors that meet retirement portfolio inflation-protected flooring needs.

6. Re-establish the house construction market.

Benefits to Borrowers

The benefit to responsible borrowers who qualify for this new mortgage structure (borrowers who meet hardship requirements) is that they can seamlessly move from a vendee (rental) situation to home ownership in a manner which instills discipline and encourages savings. This discipline is important for first time borrowers.

By opening up this new structure to all members of society (first time buyers, existing homeowners, investors, community development organizations, etc.) additional resources are channeled into the residential housing market to deal with the crisis. This allows the local community to actively support their communities and stop the downward spiral in residential home prices.

Benefits to Lenders

Lenders will be able to do what they do best, lend money and move past this crisis. With this program the risk of default will be greatly reduced, and the reduction in home values will be mitigated.  The structure of this mortgage will allow lenders who adopt prudent lending standards to potentially recover a major portion of their previous losses.

The new mortgage structure will provide a superior sub-prime mortgage where ownership and responsibilities are clearly defined. By not allowing this mortgage to be securitized until it becomes conventional and not allowing home equity loans on the property, the previous economic leveraging will be eliminated which should prevent housing bubbles and reduce lending risk.  The structure also re-creates a healthy lender/ borrower relationship with clearly defined responsibilities for both parties.

Benefit’s to Society

The major benefits to society is to reduce the current dislocation which is happening while letting beneficial deleveraging and allowing society to take full advantage of the improvement in house affordability. It is interesting economically that by allowing the market to clear (house price to fall to an affordable level), we actually reduce the severity of the crisis. By not doing this, we continue to have a free fall in housing prices which will continue to discourage home purchases and lending. This problem cannot be solved by interest rate reductions, but must be dealt with by allowing housing prices to fall to affordability price levels and providing sound lending practices. 

Currently we are incentivizing the highest cost and most damaging solution which:

1. Encourages defaults which results in potential future buyers to lose their creditworthiness.

2. Destroys asset values through default and eventually results in properties being non-inhabitable.

3. Requires the local community to eventually expend scarce resources to restore the property to usability.

4. Unfortunately none of this helps solves the problem but only increases the dislocation and wealth loss.

Distressed Subprime Mortgage Example

	Initial Home Purchase

	Action/Description
	Date
	Dollar Amount
	Relative Percent

	Home Purchase
	1/1/2008
	320,000
	

	Down Payment
	
	32,000
	10%

	Loan Amount
	
	288,000
	90%

	
	
	
	

	Monthly Payment

   Term: 5.5%, 30 year conventional
	
	1,635.16
	

	2011 Home & Mortgage Values (post 41 payments on original loan)

	Action/Description
	Date
	Dollar Amount
	Relative Percent

	Home Value (post bubble)
	6/1/2011
	192,000
	

	Loan Value (as amortized)
	
	273,816
	

	Loan/Home Value Ratio
	
	
	143%

	Lender Principal Loss

   = Loan Value – Home Value
	
	81,816
	

	Refinancing Distressed Sub-prime 

	Action/Description
	Date
	Dollar Amount
	Relative Percent

	New Loan Amount
	6/1/2011
	192,000
	

	Monthly Payment

   Term: 7.0% declining, 30 year
	
	1,277.80
	

	Monthly Equity Payment
	
	200.00
	

	Total Payment
	
	1,477.80
	

	
	
	
	

	Period Summary:
	
	
	

	Home Value
	
	192,000
	

	Loan Value
	
	192,000
	

	Previous Principal Loss
	
	81,816
	

	Refinance Status (post 36 payments on new loan) – Condition A

	Action/Description
	Date
	Dollar Amount
	Relative Percent

	Monthly Payment

   Term: 5.426.0%, 30 year
	6/1/2014
	1,477.33
	

	Monthly Equity Payment
	
	437.99
	

	
	
	
	

	Period Summary:
	
	
	

	Home Value (0% Inflation)
	
	192,000
	

	Loan Value
	
	174,617
	

	75% Appreciation Rights
	
	0.00
	

	Previous Loan Loss
	
	81,816
	


	Refinance Status (post 36 payments on new loan) – Condition B

Rapid Recovery Model

	Action/Description
	Date
	Dollar Amount
	Relative Percent

	Monthly Payment

   Term: 5.426.0%, 30 year
	6/1/2014
	1,477.33
	

	Monthly Equity Payment
	
	437.99
	

	
	
	
	

	Period Summary:
	
	
	

	Home Value (2% Inflation)
	
	280,642
	

	Loan Value
	
	174,617
	

	75% Appreciation Rights
	
	66,482
	

	Previous Loan Loss
	
	81,816
	

	Current Loss
	
	15,334
	81.26% recovery  of initial loss

	Equity/Original Loan Value
	
	
	9.05%

	Equity/Home Value (Lender/Vendee)
	
	
	37.78%

	Crossover Month for Conversion (73 Months)

Rapid Recovery Model

	Action/Description
	Date
	Dollar Amount
	Relative Percent

	Monthly Payment

   Term: 5.27.0%, 30 year
	7/1/2017
	1,477.33
	

	
	
	
	

	Period Summary:
	
	
	

	Home Value (2% Inflation)
	
	329,514
	

	Loan Value
	
	159,598
	

	75% Appreciation Rights
	
	103,136
	

	Previous Loan Loss
	
	81,816
	

	Current Gain above Loss
	
	21,320
	126.06% recovery  of initial loss

	Equity/Original Loan Value
	
	
	16.88%

	Equity/Home Value (Lender/Vendee)
	
	
	51.16%

	Converted Loan (73 Months)

	Action/Description
	Date
	Dollar Amount
	Relative Percent

	Monthly Payment

   Term: 5.0%, 287 payments remain
	7/1/2017
	1,576.33
	

	Interest Payment
	
	1,098.38
	

	Principal Payment
	
	477.95
	

	
	
	
	

	Period Summary:
	
	
	

	Home Value (2% Inflation)
	
	329,514
	

	Down Payment from financing & appreciation rights
	
	65,903
	

	Loan Value
	
	263,611
	

	Borrower now retains 100% of appreciation rights as the loan is now a conventional type loan


Who needs to do what?

There are many moving parts to the residential mortgage industry. To truly resolve the problem with long term solutions, the following needs to be done.

Federal Financial regulators and financial industry need to develop new mortgage products. These products should provide the right incentives to both borrowers and the lending industry to provide lower risk financing:

1. The borrowers need a declining interest, self-collateralizing mortgage that does not depend solely on house appreciation. The borrower also needs a long term option that maintains affordability in a rising interest rate environment.
2. Develop a UCC code for a land contract distressed mortgage which is standardized across the United States.
3. The lender needs the borrower to move the mortgage from a subprime status with less than 20% down to conventional status with more than 20% equity as quickly as possible.

4. The structure should also facilitate the sale of underwater properties to stronger borrowers at higher prices, without resorting to current short sale procedures, foreclosure facilities or bankruptcy procedures.

5. The new mortgage structure should allow the market to move toward market clearing pricing.

6. With subprime mortgages, the borrower should only have one secured lender and the title of the property should be held by the lender until the loan becomes conventional with 20% equity. Delinquency by the borrower should be as a renter. This structure avoids the long, costly foreclosure process by making eviction easier and shorter for those homeowners who can no longer support payments on their existing house with continuously verifiable income.

7. Federal Reserve needs to develop bank capital requirement for the new mortgage products.

8. These new mortgage products should encourage new investment money moving into the residential mortgage market without Taxpayers Government Guarantees.

9. The new mortgage should meet the needs of retired investors for floor retirement portfolios with inflation-adjusted, low risk returns.

10. Previous lender losses should be partially covered by providing house price appreciation rights on existing properties with a liquid, tradable aftermarket.

11. Federal Reserve regulation should develop standards for a residential house price appreciation rights market exchange.
12. Where a vendee defaults but the renter is current, the renter should not be evicted but the rental contract should be honored while a new vendee is found.
Congress:

1. Develop new laws to deal with short sales, foreclosure triggers, deed-in-lieu of foreclosure sales, and mortgage forgiveness recourse for residential mortgages, and residential home price appreciation rights market exchange.

2. Support a national land contract for deed rules and procedures for distressed properties which can become a UCC code. Develop new securitization standards which require originators, issuers, and entities that securitize mortgages to be responsible for credit quality through maintaining a financial interest in the top mortgage tranches, if the borrower defaults.

3. Approve the recommendation on how residential home price appreciation rights will be traded.

Federal agencies:

1. Reduce this role to just providing loss tail guaranties on pooled mortgages. Substitute this indirect role instead of being direct holders of mortgages. Retain appropriate excess collateral and rights to pull the mortgage from the pool with specific limited losses if the loan becomes non-performing by the entity that securitized the mortgages.

Current Mortgage Originators/Servicers need to participate in developing a standard practice for the current mortgage crisis. This includes:
1. A standard method to deal with second/third lien holders before MLS listing, so they cannot scare a buyer away by demanding an unanticipated payment after the buyer/borrower’s deal was negotiated in good faith with the first lien holder. Quickly develop these new standard methods with the U.S. Treasury in collaboration with other second/third lien holders who are also servicers to reduce the HUGE conflict of interest between the servicer and 2nd lien holder functions.
2. Standard methodology for removing defaulted mortgages from mortgage pools with a standard hair-cut to the mortgage pool. (The concept is to share the loss as broadly as possible while being fair).
3. Guidelines for new self-collateralizing mortgages which meet the general guidelines laid out in this document.
a. Declining interest rates as the equity builds by the borrower.
b. Both fixed and variable rate mortgage options when the mortgage becomes conventional.
c. Pre-defined mortgage terms to eliminate surprises for the borrower when mortgage converts to conventional without closing costs.
d. Utilization of home price appreciation credits for sub-prime borrowers in distressed sales to cover previous lender losses.
Current Entities who securitize mortgages:

1. Securitize only conventional mortgages with a minimum of 20% borrower equity in the property.
2. Agree to new standards of default and standards to pull mortgages from the pools when a default occurs. Organizations that have securitized mortgages should remain responsible for the top 5-10% tranche of securitized mortgages. This guarantee responsibility assures good underwriting processes by the Securitizing organizations.
Current Trustees of mortgage pools:

1. Oversee the enforcement of default rules.
2. Audit mortgage pools for compliance.
3. Determine how to apply appreciation credits in the pool.
Current borrowers:

1. Meet prepayment requirements.
2. Understand the split of home price appreciation rights between the Lender and the Renters / Borrowers.
3. Understand contract-for-deed relationship with the Lender that makes short term eviction likely with non-payment of the rentals, instead of the much longer foreclosure process.
4. Understand the advantages of equity in housing & the importance of affordability. Build 20% equity in the home as rapidly as possible, because this likely provides the highest return on investment for retirement available in today’s market.
Residential appraisers:

1. Follow new rules on appraisals on short sale and foreclosed properties to recognize the current discounts compared to normal sales of 15% for short sales and 36% for foreclosures.
2. Prepare shortened conclusions of appraisal for MLS listing.
3. Appraise the value of home price appreciation rights, assuming:
a. Trend of past price declines or increases in the local market.
b. 3-Year Rapid Recovery Price Model.
Title Companies:

1. Develop pricing for Title and Lien Searches occurring before MLS Listing

2. Streamline process so pricing for Title and Lien Search between deal and close is minimized.
Previous entities that securitized mortgages:

1. Accept new default terms.
2. Comply with hair cut rules for mortgages which have been previously pooled and are in default.
3. Accept & develop trading environment for residential home price appreciation rights.
Current holders of mortgage backed securities pools:

1. Accept settlement of new default standards.
2. Utilize proposed residential appreciation rights to mitigate previous loss.
3. Encourage market for residential home price appreciation rights to provide liquidity for organizations that would prefer exiting the residential mortgage market.
4. Approve application of appreciation rights.
Community Groups (non-profit organizations, churches, community development organizations):

1. Understand the opportunity to assist the local community through this crisis by:
a. Disseminating information on the new programs.
b. Provide Credit counseling to local community members.
c. Evaluate lender options for borrowers.
2. Consider providing equity capital for the top mortgage tranche for member Borrowers.

Credit Counseling organizations:

1. Extend activities to include short sales, mortgage borrowers counseling, and counseling on options.
2. Understand the emerging opportunity to develop network business that can participate in the proposed program.
Future Mortgage Originators/Issuers:

1. Change the market mindset from seeking Taxpayer Government Guarantees to creatively developing new products for borrowers with less than 20% down payment in previously red-lined areas facing declining house prices. Recognize the effect of Mortgage Originator behavior on solving or making these problems worse. Failure to creatively solve these problems with fact-based research and creative private products will likely continue to encourage the Government to file discrimination suits.

2. Recognize the values of a vibrant residential mortgage market with appropriately aligned incentives.

3. Refocus loss mitigation efforts to interest in future residential home price appreciation rights.

4. Participate in developing better risk measures & appropriate capital requirements for the new products.
Future Borrowers:

1. Understand the unique advantages in purchasing distressed housing.
2. Understand the importance of devoting discretionary cash flow to meet self-collateralizing obligations.
3. Understand this opportunity will only be offered once, but meeting these obligations will be the best investment you can possibly make (Return on investment for the new mortgages is designed to be 12% if mortgage payment is deducted at the employer source, 16% with direct deduction from the Borrower’s Bank Account.)
Future entities that securitize residential mortgages:

1. Meet new standards for securitizing sub-prime mortgages.
2. Participate in developing residential home price appreciation markets.
3. Develop safe products for retirement accounts and pensions which meet portfolio flooring requirements.
Future Trustees of residential mortgage pools and residential house price appreciation rights pools:

1. Trustees should be independent organizations which protect the interest of investors and have fiduciary responsibilities.

2. Trustees need to enforce securitization rules including auditing that default rules are strictly enforced.

3. Trustee organization need to reserve capital for potential claims by investors where they have been negligent.

� It is important to note that this proposal is a form of debt relief unlike the Federal Government’s current and unsuccessful loan modification plan that relies largely on temporary lower interest rates, but no principal forgiveness.


� For the purpose of this document the term “financially distressed home owner” refers to home owners incapable of satisfying the obligations of their current mortgage and that are at least 5% “under water”. 


� If the employer refuses direct deduction, direct deduction from the home owner’s bank account might be allowed, but at a significantly higher payment. Perhaps the ROE referred to later might rise from 12% to 16% for bank direct withdrawal instead of direct employer withdrawal. Competition from lenders would eventually control these prices without any tax payer supported government guarantee.


� In normal times, this proposal to have no negative effect on credit rating may not be advisable. But in the current economic environment, an outstanding case can be made that borrowers were mostly not responsible for the economic meltdown, caused by poor government policy.


� Most seconds are held by the four large loan servicers / originators – Wells, B of A, Citi, and Chase. Under the current environment, these second lien holders have strong incentives to delay the process as long as possible in the hopes of recovering their nearly 100% losses on the second liens through house price recovery. Substantially complicating this situation further is that taking a write down to market value of these second liens may reduce these banks’ equity to a level that threatens their very existence under Basel III. Although Dodd-Frank dictates that deposit insurance losses be paid by the industry, a loss of this magnitude might return to tax payers through depletion of FDIC reserves.


� The Editors. “More Ambitious Housing Plan Could Unlock the U.S. Economy: View”. Bloomberg Businessweek. August 1-August 7 Issue, page 10.





� Mizuno, M. and I. T. Tabner (2011). "The Margin of Safety and Turning Points in House Prices: Observations from Three Developed Markets." Financial Analysts Journal 67(3).


� For example, see the recent Federal Reserve System White Paper entitled “The U.S. Housing Market: Current Conditions and Policy Considerations” dated January 4, 2012.  Persistent link: http://federalreserve.gov/publications/other-reports/files/housing-white-paper-20120104.pdf
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