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HAMP Modifications: Is Reset Risk an 
Issue? 
BY LAURIE GOODMAN AND JUN ZHU 

As of January 2014, more than 1.1 million 
homeowners had received a permanent modification 
of their mortgages through the government’s Home 
Affordable Modification Program (HAMP), which 
began in 2009. The program was intended to help 
homeowners avoid foreclosure as housing prices 
sank and unemployment soared nationally. Under 
HAMP, loans were modified so that the borrowers’ 
housing expenses were equal to 31 percent of their 
gross monthly income, or a 31 percent “front-end” 
debt-to-income (DTI) ratio.  

Most HAMP modifications involve interest rate 
reductions, and although HAMP modifications are 
called “permanent,” most of those reduced interest 
rates last for only five years. Recently, concerns have 
been raised that HAMP interest rate resets, which 
begin later in 2014, could cause many borrowers to 
default on their modifications, thus lowering the 
number of program successes.1 And since many 
proprietary modification programs were modeled on 
HAMP, such concerns extend beyond HAMP. In this 
commentary, we look at the reset issue and 
demonstrate that it will manifest itself initially in 2016 
and will be less severe than others have predicted. 

HAMP requires lenders to take a sequence of 
steps—called a “waterfall” and explained below—to 
reduce the borrowers’ monthly payments to 
31 percent of their gross monthly income. One of 
the early steps in the process is to reduce interest 
rates to as low as 2 percent.2 The reduced interest 
rate lasts for five years, after which it resets upward 
by up to 1 percent a year until it reaches the primary 
mortgage rate in effect at the time of the 
modification.3 For 2009 and 2010 modifications, 
the maximum rate is approximately 5 percent; it is 
lower for mortgages modified in 2011 and later 

years, reflecting the decline in mortgage rates. All 
other terms of the modification remain unchanged 
when the loan resets. 

Although interest rates on 2009 modifications 
begin to increase in 2014, only about 33,000 HAMP 
modifications were performed in 2009 and the vast 
majority of these borrowers will find the first 
gradual increases manageable. As we will argue, 
most borrowers will be able to handle the first two 
payment jumps—it is the third increase that may 
prove problematic. Consequently, we expect that 
reset issues will begin to manifest themselves in 
2016 (when the 2009 cohort experiences its third 
increase, with many loans resetting from 4 to 
5 percent), and will be clear in 2017 (when the 2010 
modifications experience their third increase, with 
many loans similarly resetting from 4 to 5 percent).  

We also show that fears of massive re-defaults are 
overblown. Using data from the private-label securities 
market, we find that defaults increased 15 percent 
when borrowers were faced with large resets. This 
should be regarded as an upper bound: the population 
is different, the HAMP resets are occurring in a 
healthier housing market, and the resets are gradual. 
So, we believe an increase of 10 percent in re-defaults 
is more reasonable. Moreover, we expect that there 
will be some further modifications at that point, which 
will cushion the re-defaults. We estimate 40 to 
50 percent of the incremental borrowers defaulting on 
their modified mortgages will qualify for an alternative 
modification, suggesting a 5 to 6 percent increase in 
defaults at the reset.  

The impact of modification reset goes well beyond 
the HAMP modifications. All servicers have 
proprietary modification programs, and many have 
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emulated the blueprint for HAMP in these 
proprietary programs, replacing less successful 
programs that had been in place. Figure 1 shows the 
relative number of HAMP versus proprietary 
modifications. As can be seen, the number of 
proprietary modifications is considerably higher 
than the number of HAMP modifications. Thus, the 
numbers shown here, exclusively based on HAMP 
loans (and computed from the US Treasury’s HAMP 
database), will understate the number of borrowers 
who are affected. Even so, we expect the overall 
impact to be relatively modest. 

HAMP History and Background 
The original HAMP program was implemented in 
early 2009.4 Participating servicers—and all sizable 
servicers participate—test every delinquent loan 
that meets HAMP edibility criteria5 to determine 
whether the loan qualifies for a modification. The 
servicer goes through a series of steps to bring the 
borrower’s payment to a 31 percent front-end DTI, 
the target modification payment. The steps, or 
waterfall, are as follows: 

• Step 1—Capitalization 
A servicer capitalizes all arrearages, including 
delinquent interest payments. The new loan 
balance is used in steps 2 through 4 of the 
modification process.  

• Step 2—Interest Rate Reduction 
A servicer reduces the interest rate as low as 
necessary to achieve a front-end DTI of 

31 percent but goes no lower than 2 percent; 
this rate is then fixed for the next five years. 
After that period, the rate will rise by 1 percent 
per year until it reaches its interest rate cap, 
which is the rate in effect when the modification 
was made. The mortgage rate will be fixed at 
this cap for the remaining loan term.  

• Step 3—Term Extension 
If after the interest rate reduction, the 
borrower’s front-end DTI is still greater than 
31 percent, a servicer will extend the term to as 
long as needed to get the target DTI, but the 
term will not exceed 40 years. 

• Step 4—Principal Forbearance 
If the borrower’s front-end DTI still exceeds 
31 percent, the servicer will forebear as much 
principal as necessary to reduce the payments 
in order to achieve the target DTI; the forborne 
amount is non-interest-bearing and non-
amortizing. The forborne amount is a balloon 
due and payable at the earliest of either: the 
borrower’s transfer of the property, payoff of 
the interest-bearing unpaid principal balance 
(UPB), or maturity of the loan.  

Once the servicer has calculated the modified 
payments, it calculates the net present value (NPV) 
of the modified loan. If the NPV of the modified 
loan is higher than what the servicer would receive 
if the home were foreclosed upon (that is, the loan 
is “NPV positive”), then the servicer is obliged to 
offer the modification to the borrower.  

Figure 1: HAMP Mods vs. Proprietary Mods 

 
Source: Hope Now Reports and Urban Institute 
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Under this standard waterfall, principal forgiveness 
was permitted—and could take place at any point in 
the sequence—but was not encouraged or 
compensated. In 2010, the Principal Reduction 
Alternative (PRA) was introduced to lower the 
default rate on loans that had substantial negative 
equity—that is, loans in which the current mark-to-
market loan-to-value (LTV) ratio was greater than 
115 percent. The critical difference between the 
standard HAMP waterfall and PRA is that under 
PRA, principal is forgiven, not deferred. Moreover, 
principal reduction occurs high in the waterfall; 
thus, PRA adds additional relief by permanently 
reducing the balance of the loan. The sequence of 
steps under PRA is: 

• Step 1—Capitalization 
Capitalize all arrearages, as in a standard 
modification. 

• Step 2—Principal Reduction 
Reduce the UPB to as low as needed to achieve 
a 31 percent front-end DTI but to no lower than 
a mark-to-market LTV of 115 percent.6 

• Step 3—Interest Rate Reduction 
If the borrower still has a front-end DTI of 
greater than 31 percent, then the servicer will 
reduce the interest rate as far as needed but no 
lower than 2 percent, as in a standard 
modification. 

• Step 4—Term Extension 
If the borrower is still above a 31 percent front-
end DTI, then the servicer will extend the term 
as long as 40 years, as in a standard 
modification. 

• Step 5—Principal Forbearance 
If the borrower is still above a 31 percent front-
end DTI, then the servicer will forbear 
principal, as in a standard modification. 

Beginning in 2010 with the introduction of PRA, the 
US Treasury required servicers to apply two 
different NPV tests to a loan—the standard HAMP 
priority waterfall and PRA—and offered monetary 
incentives for successful modifications under both 
the standard waterfall and the PRA waterfall. 

However, even if PRA produced the higher NPV, 
servicers were not required to use it. Instead, the 
US Treasury requires that each servicer develop and 
implement a policy that treats all similarly situated 
borrowers equally when determining the 
circumstances under which the servicer will and will 
not use PRA for its HAMP-eligible loans.  

In June 2012, the Treasury introduced “Tier 2” 
evaluation for loans not backed by Fannie Mae or 
Freddie Mac (the Government Sponsored 
Enterprises (GSEs)). Tier 2 was modeled after the 
GSE Standard Modification program. It allows for a 
more flexible DTI ratio (generally greater than 
10 percent, less than 55 percent7) and includes 
properties that are currently occupied by tenants as 
well as vacant properties the borrower intends to 
rent.8 So far, the take-up on Tier 2 has been small: 
out of the 1,327,287 permanent modifications 
started as of end-January 2014, fewer than 40,000 
have been Tier 2. Out of the 933,900 permanent 
modifications that remain outstanding, 896,573 are 
Tier 1 and 37,327 are Tier 2.9 Nevertheless, the 
Tier 2 program is relevant to the question of 
whether HAMP resets will lead to increased defaults 
because borrowers who have missed more than 
three payments under the standard, or Tier 1, 
HAMP program are entitled to be evaluated for a 
Tier 2 modification. While a Tier 2 modification 
fixes interest rates based on the then-prevailing 
rate,10 the flexibility in the DTI ratio will, for some 
borrowers, result in a lower payment. These 
modifications are subject to the NPV test.  

An Analysis of the Distribution of 
Payment Increases  
The HAMP program began in 2009, so the first 
HAMP modifications will have their initial interest 
rate resets in 2014. The critical question is whether 
these resets are likely to jeopardize the success of 
the program. SIGTARP, the Special Inspector 
General of the Troubled Asset Relief Program, 
studied the impact of rate resets and found that the 
median payment increase, after all rate increases 
are completed, will be around $200 a month—from 
a median total monthly mortgage payment of $773 
to a median monthly payment of $989. Although 
this fact is interesting, it alone does not tell us the 
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likelihood of borrower re-default after these 
payment increases.  

Our own study, using the US Treasury’s HAMP 
database as of January 2014, confirmed 
933,900 active permanent modifications, exactly 
matching the Treasury’s published number. Out of 
these, 748,424, or about 80 percent, are marked as 
eligible for interest rate resets (“step-ups”), and we 
detected those step-ups.11  

The distribution of these 748,424 modifications 
with a step-up is shown in Table 1. In 2009, 
32,282 step-up modifications were made, these will 
reset for the first time in 2014; 289,846 took place 
in 2010 and will reset for the first time in 2015; 
211,711 were 2011 modifications that will reset for 
the first time in 2016; 116,835 took place in 2012 
and will reset for the first time in 2017; and 88,405 
were 2013 modifications that will reset for the first 
time in 2018. There are also a small number of 2014 
modifications. It is clear from this distribution that 
the effects of interest rate resets in 2014 will be 
small, as there are relatively few resets. The years 
2010 and 2011 were the two largest years for 
modifications, and these modifications will begin to 
reset in 2015 and 2016. 

Table 1 also shows the number of modifications that 
will have only one reset (rather than two, three, or 
four), by year. We can see from the column labeled 
“income of the borrower” that the borrowers who 
have only one or two resets generally had higher 
incomes at the time of modification. As a result, the 
interest rate did not need to be reduced to as low as 
2 percent to achieve the DTI target of 31 percent. 
For example, for 2009 modifications, the average 
monthly income for borrowers who will be subject 
to one or two resets was $4,144 per month and 
$4,294 per month, respectively; it was $3,504 per 
month and $3,475 per month for borrowers who 
will be subject to three or four resets.12 For all 
modification years, the median borrower had his or 
her interest rate reduced to 2 percent as well as 
some term extension; however, about a quarter of 
the borrowers did not need to have their rate reset 
all the way to 2 percent and also, therefore, had no 
term extension. 

The borrowers who had their rates reduced all the 
way to 2 percent will undeniably face large 
increases in their monthly principal and interest 
(P&I) payment. For example, for the large 2010 
cohort, the median increase in the P&I payment 
from start to finish is 37 percent for all 
289,846 borrowers. The 22,845 borrowers who face 
only one increase will see their payments increase 
by 6 percent; the 32,183 borrowers facing two 
increases will see their payments increase by 
16 percent; the 196,015 borrowers facing three 
payment increases will see payment jumps of 
42 percent; and the 38,803 borrowers facing four 
payment increases will face the highest increase, at 
54 percent.  

However, it is important to realize that the most 
relevant variable to a borrower is total housing costs 
(P&I plus taxes, insurance, and homeowner 
association dues). We find that, for the 2010 cohort, 
total housing costs jump by 5 percent, 12 percent, 
28 percent, and 34 percent for those facing one, 
two, three, and four resets, respectively. Borrowers 
facing three and four resets will see a front-end DTI 
ratio of around 40 percent at the end of the reset 
process, assuming no income growth over the 
period. However, this is perhaps an unnecessarily 
bleak picture; the period between the initial 
modification and the final adjustment is eight to 
nine years, and assuming no income growth may be 
too conservative an assumption. Furthermore, 
home prices have already increased considerably, 
and assuming a home price growth of 3 percent per 
year, home prices would have increased between 
the time of modification and the final reset by 
19 percent, 23 percent, 27 percent, and 30 percent, 
depending on how many resets take place. If a 
borrower is not underwater, then he or she is more 
apt to stretch to make his payments and may have 
the option to sell the property to pay off the loan, 
rather than default on it.  

Thus, while the weakest borrowers will ultimately 
face the largest cumulative jump in payments, the 
problems will manifest themselves slowly, over 
several years.  
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Table 1: Borrower Distribution by Number of Resets 

Mod. 
Year 

Resets 
(#) 

Borrowers 
(#) 

Unpaid 
Principal 

Balance (UPB) 
of Loan 

($) 

Borrower 
Income 

($) 

Payment 
after 
Mod. 
($) 

Max. 
Payment 

after 
Reset 

($) 

Increase 
in 

Payment 
(%) 

Term 
after 
Mod. 

(Months) 

Interest 
Rate  
(%) 

Housing Cost 
($)  Change 

in 
Housing 

Cost 
(%) 

Front End 
Debt to 

Income (DTI) 
after Reset 

Change 
in 

House 
Prices 

(%) 
after 
Mod. 

after 
Final 
Reset after Mod. 

after 
Final 
Reset 

2009 

1 2,452 190,000 4,144.45 968.05 1,035.63 7 327 4.38 5.00 1,291.91 1,352.89 5 32.58 16 
2 3,783 220,000 4,293.90 1,003.67 1,174.29 17 329 3.38 5.00 1,335.48 1,509.50 13 34.96 20 
3 18,404 210,000 3,503.82 724.70 1,036.39 43 408 2.00 5.00 1,085.54 1,401.70 29 39.45 23 
4 7,643 210,000 3,475.20 709.44 1,068.04 51 447 2.00 5.25 1,074.46 1,433.01 33 40.92 27 

All 32,282 210,000 3,618.73 762.82 1,059.78 39 385 2.00 5.00 1,120.52 1,416.18 26 39.04 24 

2010 

1 22,845 190,000 4,267.00 1,007.82 1,070.83 6 319 4.25 4.88 1,325.72 1,387.31 5 32.46 19 
2 32,183 210,000 4,286.20 994.27 1,151.87 16 320 3.25 5.00 1,332.16 1,492.91 12 34.75 23 
3 196,015 220,000 3,600.65 746.05 1,058.98 42 403 2.00 4.88 1,115.05 1,430.56 28 39.35 27 
4 38,803 210,000 3,446.22 694.34 1,067.38 54 441 2.00 5.13 1,063.49 1,430.09 34 41.27 30 

All 289,846 210,000 3,700.00 783.82 1,071.23 37 363 2.00 5.00 1,145.51 1,433.40 25 38.76 27 

2011 

1 19,664 190,000 4,299.84 998.72 1,058.98 6 307 4.00 4.55 1,336.23 1,394.83 4 32.38 29 
2 32,690 220,000 4,166.66 922.65 1,107.04 20 312 2.84 4.50 1,292.97 1,479.61 14 34.95 34 
3 159,243 230,000 3,773.00 771.19 1,084.47 41 406 2.00 4.63 1,165.98 1,485.19 27 39.05 37 
4 114 220,000 3,580.62 689.65 1,069.69 55 455 2.00 5.05 1,081.56 1,453.64 34 40.35 42 

All 211,711 220,000 3,877.45 812.47 1,086.95 34 358 2.00 4.63 1,199.89 1,475.06 23 38.01 35 

2012 

1 14,283 200,000 4,335.00 978.48 1,033.62 6 296 3.20 3.88 1,346.99 1,404.55 4 32.27 26 
2 99,593 220,000 3,888.31 772.95 992.15 28 418 2.00 3.88 1,198.70 1,418.86 18 36.02 29 
3 2,956 190,000 3,474.93 657.02 902.20 37 444 2.00 4.13 1,042.45 1,277.55 23 37.32 41 
4 3 310,000 3,921.00 794.49 1,570.95 98 455 1.00 4.13 1,215.51 1,991.97 64 47.29 46 

All 116,835 220,000 3,927.75 792.25 992.74 25 396 2.00 3.88 1,211.19 1,413.80 17 35.68 29 

2013 

1 10,508 190,000 4,327.93 950.03 1,004.37 6 284 3.13 3.50 1,330.93 1,387.06 4 32.17 17 
2 54,567 210,000 3,897.59 760.61 943.69 24 419 2.00 3.50 1,199.48 1,384.98 15 35.04 24 
3 23,315 210,000 3,844.42 740.32 1,000.12 35 429 2.00 4.38 1,185.82 1,450.69 22 37.48 23 
4 15 360,000 5,970.45 1,182.60 1,755.79 48 382 2.00 5.01 1,851.44 2,633.90 42 41.22 26 

All 88,405 210,000 3,929.90 776.22 965.72 24 401 2.00 3.50 1,210.82 1,402.50 16 35.26 23 

2014 

1 974 170,000 4,138.12 910.48 971.86 7 277 3.75 4.38 1,281.16 1,331.94 4 32.20 16 
2 1,101 190,000 4,168.52 891.91 1,031.06 16 278 2.77 4.38 1,268.32 1,429.00 13 34.10 20 
3 7,267 210,000 3,843.37 731.88 989.54 35 424 2.00 4.38 1,181.85 1,444.82 22 37.40 23 
4 3 170,000 2,480.63 484.70 748.74 54 413 1.00 4.50 769.31 1,033.35 34 41.66 27 

All 9,345 200,000 3,905.29 762.19 993.91 30 389 2.00 4.38 1,200.86 1,432.19 19 36.56 23 

All 

1 70,726 200,000 4,292.50 989.68 1,048.81 6 307 3.88 4.50 1,331.34 1,390.75 4 32.36 25 
2 223,917 220,000 3,996.75 827.61 1,025.24 24 353 2.00 3.88 1,234.92 1,432.25 16 35.33 29 
3 407,200 220,000 3,679.45 753.27 1,064.77 41 407 2.00 4.75 1,137.39 1,449.66 27 39.08 28 
4 46,581 210,000 3,454.57 697.32 1,068.04 53 442 2.00 5.13 1,065.75 1,430.87 34 41.19 29 

All 748,424 220,000 3,806.09 791.07 1,051.93 33 373 2.00 4.63 1,177.14 1,437.66 22 37.53 28 

Source: Treasury HAMP Public Database and Urban Institute 
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When Will Resets Become a 
Problem? 
Now let us look at the resets year by year. The 
results of this analysis are shown in Table 2. All 
32,282 of the 2009 step-up modifications reset in 
2014, the average change in P&I is 15 percent, and 
the average change in housing cost is 11 percent. 
This leaves the average front-end DTI after reset at 
33.83 percent. Against a 16 percent increase in 
home prices since 2009, we project that there will 
be relatively few additional defaults. 

In 2015, 29,830 of the modified 2009 borrowers 
will experience their second payment increase. 
Their cumulative pay shock will be 29 percent, with 
a 20 percent increase in total housing costs. DTIs 
creep up to 36 percent. That year, the very large 

cohort of 2010 HAMP borrowers will receive their 
first payment increase, averaging 17 percent, 
translating to a 12 percent increase in home 
payments. Given the rapid increases in home prices 
in most areas of the country since 2010, we believe 
that there will be relatively few defaults on the 2010 
modification vintage. 

The real crunch years will be 2016 and 2017. In 
2016, the 2009 borrowers will have experienced 
44 percent increases in P&I payments and 
30 percent increases in total housing costs. The 
2010 borrowers will have a 30 percent cumulative 
increase in P&I payments and a 20 percent increase 
in total housing costs. We believe that, at this point, 
there will be signs of an increase in defaults and this 
will accelerate in 2017, when the very large 2010 
vintage hits its third reset.  

Table 2: When Do the Resets Hit? 

Reset 
Year 

Modification 
Year 

Modifications 
(#) 

Payment after 
Increase in 
Payment 

(%) 

Change in 
Payment 

from 
Previous 

Reset  
(%) 

Change in 
Total 

Housing 
Costs 

(%) 

Front End 
Debt to 

Income (DTI) 
after Reset 

Change in 
Home 
Prices  

(%) 
Modification 

($) 
Reset 
($) 

2014 2009 32,282 762.82 879.53 15 . 11 33.83 16 
All 32,282 762.82 879.53 15 . 11 33.83 16 

2015 
2009 29,830 748.76 968.45 29 11 20 36.65 20 
2010 289,846 783.82 914.71 17 . 11 33.88 19 
All 319,676 780.10 914.71 17 5 12 34 19 

2016 

2009 26,047 720.60 1,039.69 44 10 30 39.71 23 
2010 267,001 765.92 999.31 30 11 20 36.82 23 
2011 211,711 812.47 949.89 17 . 11 33.86 29 
All 504,759 782.02 976.38 25 8 17 35.72 25 

2017 

2009 7,643 709.44 1,068.04 51 1 33 40.92 27 
2010 234,818 737.50 1,055.50 43 9 29 39.58 27 
2011 192,047 795.49 1,040.95 31 11 21 36.86 33 
2012 116,835 792.25 923.55 17 . 11 33.77 26 
All 551,343 767.94 1,020.57 33 6 22 37.58 28 

2018 

2010 38,803 694.34 1,067.38 54 1 34 41.27 30 
2011 159,357 771.11 1,084.45 41 6 27 39.05 37 
2012 102,552 769.31 988.23 28 8 18 36.05 29 
2013 88,405 776.22 906.50 17 . 11 33.61 17 
All 389,117 763.26 1,018.10 33 3 22 37.34 34 

2019 

2011 114 689.65 1,069.69 55 1 34 40.35 42 
2012 2,959 657.47 902.20 37 2 22 37.32 41 
2013 77,897 753.94 952.46 26 8 17 35.43 21 
All 80,970 749.84 950.01 27 7 17 35.49 21 

2020 
2012 3 794.49 1,570.95 98 1 64 47.29 46 
2013 23,330 740.35 1,000.12 35 3 22 37.48 23 
All 23,333 740.36 1,000.12 35 3 22 37.48 23 

2021 2013 15 1,182.60 1,755.79 48 3 42 41.22 26 
All 15 1,182.60 1,755.79 48 3 42 41.22 26 

Source: Treasury HAMP Public Database and Urban Institute. 
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The problem will ease considerably in 2018 because 
the large 2010 cohort will have mostly reset. By 2019, 
the reset issue will be quite small. This reflects two 
factors: the number of modifications in 2012 and 2013 
is much smaller than in 2010 and 2011. Moreover, with 
prevailing interest rates so low in 2012, a 
disproportionate number of the 2012 modifications 
only have two resets (2017 and 2018). (Interest rates 
after final reset have a median of 5 percent on the 
2009 modifications, 5 percent on the 2010 
modifications, 4.63 percent on the 2011 modifications, 
3.88 percent on the 2012 modifications, and 
3.50 percent on the 2013 modifications.)  

How Much Will Defaults Increase? 
Because, to date, so few HAMP-type modifications 
have reset, we don’t have much information about 
how they have fared. We do have information about 
private-label modifications, but most of the 
modifications that have already reset have been 
proprietary modifications, and it is difficult to discern 
the parameters of the modification. After some 
thought, we concluded the best laboratory for testing 
the effect of payment shocks would be to look at the 
experience of two particular private-label securities 
products that experienced large payment shocks: 

• 5/1 hybrid adjustable rate mortgages 
(ARMs) that have a five-year interest-
only (IO) period 
After five years, these loans reset in rate and begin 
to amortize their principal—a double whammy. 
Even when the interest rate does not increase, the 
move from an IO payment to fully amortizing the 
mortgage over a 25-year period can make a large 
difference in the payment. For example, assume a 
borrower paying a 5 percent IO rate on a 
$200,000 mortgage. His payment for the IO 
period is $830, but it is $1,164 on a 25-year 
amortizing mortgage. So, even with stable interest 
rates, these borrowers experience a pay jump of 
40 percent when the loan begins to amortize.  

• Negative amortization mortgages, such 
as option ARMs, where the loan begins 
to amortize after five years 
Negative amortization occurs whenever the loan 
payment for any period cannot cover the interest 

charged over that period, so that the outstanding 
balance of the loan actually increases over the 
initial period. In a typical option ARM structure, 
the initial payment is very low (often based on a 
1 to 1.5 percent interest rate), increasing at 
7.5 percent per year for the first five years. At the 
end of the five-year period, the payments often 
jump when they are reset to those of a 25-year 
amortizing adjustable rate mortgage.  

To understand borrower behavior in response to 
major payment shocks, we looked at the default 
experience of these private-label products, which 
were issued between 2005 and 2007. These 
mortgages reset between 2010 and 2012. We 
tabulated the percentage of loans that were current 
at the time of reset but seriously delinquent (greater 
than 90 days) within 12 months after reset. This 
information is contained in Table 3. We have 
broken down the numbers for each of the 5/1 hybrid 
ARMs with five-year IOs and option ARMs into 
categories, depending on whether (1) the mark-to-
market loan-to-value ratio (MTMLTV) at the time 
of reset is less than or equal to 100 LTV or greater 
than 100 LTV; and (2) the loans had missed more 
than two payments (ever more than 60 days 
delinquent (D60+)) in a row prior to the reset. We 
then combine the LTV results for our estimation, as 
we don’t know the mark-to-market LTV of the 
HAMP loans at the time of reset.13 Given that we are 
trying to understand the default experience of 
modified loans (which, by definition, have already 
been delinquent), we believe the column labeled “at 
least one 60+” will be most representative.  

Looking first at 5/1 borrowers with five-year IO 
periods and at least one previous 60+, Table 3 
indicates that the probability of default is 19 percent 
for payments reset down 0 to 20 percent; 
27.4 percent for borrowers who experienced a 0 to 
20 percent increase in payments. Averaging these 
numbers, we use 23.2 percent as the baseline default 
rate over the next year for borrowers who had no 
payment shock. Compare this figure to a 35.6 percent 
default rate for borrowers who had a 20 to 40 percent 
payment shock and a 37.7 percent default rate for 
borrowers with more than a 40 percent payment 
shock. Thus, it appears the default probability rises by 
about 14 percentage points (from around 23 percent 
to around 37 percent) for these large payment shocks.  
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The results for the negative amortization borrowers 
are very similar. Table 3 indicates that the default 
rate in the year following reset, for those borrowers 
who had a record blemished with at least one 60+ 
delinquency, was 17.9 percent for borrowers who 
experienced a payment drop of 0 to 20 percent and 
29.5 percent for those who experienced a payment 
increase of 0 to 20 percent; the average is 
23.7 percent. Compare this figure with the 
40.3 percent default rate for borrowers with 
payment increases of 20 to 40 percent, and 
47.3 percent for those with payment increases 
above 40 percent. In short, the large pay shocks 
increase default probabilities by about 15 to 
20 percentage points.  

These numbers should be used as upper bounds. 
There are four critical differences between this 
experience and the HAMP program. 

• The pay shocks on the private-label securities 
we examine here were done all at once rather 
than more gradually, as is structured into the 
HAMP program.  

• In this analysis, we looked at 2005 to 2007 
originations after five years. These homes were 
more likely to have home price depreciation 
than appreciation. By contrast, the HAMP loans 
are apt to have home price appreciation 
between the initial modification and their 
HAMP resets. 

• The nature of the reset is very different. The 
borrowers in HAMP know that their mortgage 
will reset after five years and know exactly the 
rates on their resets. By contrast, the borrowers 
in hybrid ARM and option ARM pools generally 
knew that they had a reset after five years but 
did not know the new rate or payment until 

Table 3: Default Rates after Reset, by Payshock 
Panel 1: 5 Years 5/1 Hybrid 

Pay Shock 

<=100 Mark-to-Market Loan-to-
Value Ratio (MTMLTV) 

(%) 

>100 Mark-to-Market Loan-to-
Value Ratio (MTMLTV) 

(%) 
All 
(%) 

No D60+ 
At Least 

One D60+ All No D60+ 
At Least 

One D60+ All No D60+ 
At Least 

One D60+ All 

<-20% 4.2 14.7 4.9 9.4 21.1 10.2 7.2 18.7 8.0 
-20–0% 5.2 15.3 7.7 10.6 20.2 14.8 8.2 19.0 12.2 
0–20% 5.2 25.2 5.8 11.8 29.0 12.6 8.2 27.4 9.0 
20–40% 8.6 25.3 9.5 22.5 45.3 24.0 14.7 35.6 15.9 
>40% 8.9 30.0 11.0 19.9 39.6 25.5 14.8 37.7 19.5 

Total 5.2 17.3 6.2 11.2 22.2 13.0 8.3 20.7 9.9 

Panel 2: Negam 

Pay Shock 

<=100 Mark-to-Market Loan-to-
Value Ratio (MTMLTV) 

(%) 

>100 Mark-to-Market Loan-to-
Value Ratio (MTMLTV) 

(%) 
All 
(%) 

No D60+ 
At Least 

One D60+ All No D60+ 
At Least 

One D60+ All No D60+ 
At Least 

One D60+ All 

<-20% 3.6 15.6 4.7 7.8 18.6 9.5 6.0 17.7 7.5 
-20–0% 6.3 12.3 8.6 13.4 19.1 16.6 11.2 17.9 14.6 
0–20% 7.4 24.6 8.7 15.0 31.7 16.4 12.4 29.5 13.7 
20–40% 12.8 32.3 14.6 25.8 42.9 27.5 22.4 40.3 24.1 
>40% 14.4 39.5 16.8 33.1 49.0 35.2 28.8 47.3 31.1 

Total 7.4 16.4 8.9 16.5 22.1 18.1 13.5 20.9 15.3 

Source: Corelogic Security Database and Urban Institute. 
Notes: (1) Default rate is defined as D90+. The analysis includes 2005-2007 originated loans which are current at the time of reset.  
 (2) D60+ is defined as more than 60 days past due on its monthly mortgage payment. 

 (3) D90+ is defined as more than 90 days past due on its monthly mortgage payment. 
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they were informed of it, as the rate is based on 
a floating index.  

• The profiles of the borrowers are very different. 
The ARM programs citied above were 
affordability products, with a heavy 
concentration in the “sand states” (California, 
Arizona, Nevada, and Florida). By contrast, 
HAMP has a broader national footprint. The 
ARM loans in private-label securities were 
generally underwritten very poorly—less than 
full documentation was the norm. Under the 
HAMP program, income is always verified and 
appraisals are updated.  

Given these considerations, 15 percent should be 
regarded as an upper bound. A more reasonable 
guess of the defaults that HAMP resets will generate 
might be a 10 percent additional default rate.  

This number will be further mitigated by additional 
modification actions. It is possible that some of the 
defaulted borrowers may be eligible for a Tier 2 
modification; however, HAMP is scheduled to 
expire at year-end 2015, which would not help 
many of the borrowers likely to be affected. It is 
very possible the HAMP program will be extended, 
and reset concerns would be a possible reason for 
that to occur. In addition, many of these borrowers 
may be eligible for proprietary modifications. Out of 
the permanent HAMP modifications that have been 
disqualified to date by the top servicers, 35 percent 
of the borrowers have qualified for an alternative 
modification/payment plan and another 10 percent 
have paid off. One can argue that this number will 
be even higher for borrowers who have made their 
modified payments for five years. Thus, assuming 
that 40 to 50 percent of these borrowers will roll 
into an alternative modification seems reasonable, 
lowering the additional defaults at the reset to 
between 5 and 6 percent.  

Conclusion 
The HAMP resets will be a challenge for many 
borrowers, particularly those who needed the most 
help and thus received the steepest discount in 
interest rate, but we are likely years away from a 
significant impact. The first of the resets, on the 
relatively small 2009 cohort of modifications, will 
occur in the fourth quarter of 2014 and are likely to 

be manageable. We expect the first substantial 
defaults to be in 2016, when the 2009 modifications 
experience their third reset, the 2010 modifications 
experience their second reset, and the 2011 
modifications experience their first reset. This is 
likely to accelerate in 2017, when the 2009 
modifications experience their fourth reset, the 
2010 modifications experience their third reset, the 
2011 modifications experience their second reset, 
and the 2012 modifications experience their first 
reset. The number of resets will shrink considerably 
in 2018 and plunge in 2019. 

Working from our experience with private-label 
resets and other factors, our best guess is a 
10 percentage point increase in the default rate, 
with 40 to 50 percent of affected borrowers 
receiving an additional modification, leaving a 5 to 
6 percent increase in the default rate. 

Endnotes 
 

1 See the SIGTARP Quarterly Report to Congress, 
January 29, 2014, pages 72–76. 

2 Servicers are required to reduce the interest rate to 
as low as 2 percent, but they have the discretion to 
go lower. 

3 The mortgage eventually resets to the Primary 
Mortgage Market Survey (PMMS) rate, published 
by Freddie Mac, in effect at the time of the 
modification. 

4 With the introduction of HAMP Tier 2 in 2012, the 
“original” HAMP is now referred to as HAMP Tier 1. 
All borrowers affected by resets are in the original 
program, as HAMP Tier 2 is fixed at the market rate 
at the time of modification. 

5 See http://www.makinghomeaffordable.gov/ 
programs/lower-payments/Pages/hamp.aspx for 
more details.  

6 Servicers may develop a set of guidelines with a 
different target mark-to-market LTV (US Treasury 
incentives are provided for LTVs as low as 
105 percent). Under PRA, the principal is actually 
forgiven in equal increments over three years; the 
entire amount to be forgiven is forborne at the 
outset of the modification. 
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7 Servicers have the discretion to set a different 
range if done as part as their overall modification 
guidelines. 

8 All previous programs applied to owner-occupied 
only. 

9 Out of the 1,327,387 modifications started, 
1,287,317 are Tier 1 and 39,970 are Tier 2. There 
have been 368,514 modifications disqualified 
(365,987 Tier 1 and 2,527 Tier 2) and another 
24,873 paid off (24,757 Tier 1 and 116 Tier 2). This 
leaves 933,900 active modifications (896,573 Tier 1 
and 37,327 Tier 2). 

10 Prior to July 1, 2014, the Tier 2 rate was set at the 
PMMS rate +50 bps. Effective July 1, 2014, per 
Supplemental Directive 14-02, the Tier 2 interest 
rate will be the PMMS with no premium.  

11 Modifications that do not step-up include those 
where the interest rate was reduced to achieve 
31 percent DTI but it was not necessary to reduce 
 

 

the interest rate below the rate in effect at the time 
in order to do so. Tier 2 modifications, in which the 
interest rate on the loan is the rate in effect at the 
time of modification, also do not step-up. 

12 It is important to realize that a 1 percent increase 
is a larger percentage increase when starting from a 
lower rate. Also, a 1 percent increase will be a larger 
percentage increase on a longer-term mortgage. The 
below table shows the bond math for a $200,000 
mortgage, 30- and 40-year initial terms.  

Initial 
Rate 

30-year 
Mortgage 
Payment 

($) 

Change in 
Payment 

(%) 

40-year 
Mortgage 
Payment 

($) 

Change in 
Payment 

(%) 

2 738.00  604.64  
3 841.10 14.0 724.28 18.1 
4 951.66 13.1 833.09 16.6 
5 1,069.19 12.3 960.39 15.2 

 
13 We know the mark-to-market LTV of the loan at 
the time of modification, but that is a minimum of 
five years earlier.  
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