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Executive Summary 

Loan modifications are an instrumental, if underused, lending tool for Credit Unions. A loan modification 
can function as a simplified financial solution for homeowners (with good credit ratings and payment 
history) facing financial hardship and the loss of their home. Loan modifications can also be 
implemented as a key strategic retention strategy offering improved mortgage rates to valued members 
interested in improving their loan agreements. Choosing to implement a loan modification can save the 
member and loan staff valuable time in addressing the concerns and interest of the member. Service to 
the members improves and loan staff has more time to focus on the full range of loan services offered 
by the Credit Union. 
 
This White Paper defines the value of loan modification for members in good standing who are facing 
financial distress, retaining high-value members interested in benefiting from low rates, and increasing 
productivity of loan staff. Examples are provided for both financial assistance and retention strategies. 
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Introduction 

The purpose of this White Paper is to provide useful information on when and how a Credit Union can 
use a loan modification, to explain when to choose a loan modification over the refinancing of a loan, to 
analyze examples of the two types of modifications and to describe how GSEs work with loan 
modifications. 
 
The White Paper comprises the following sections: 
 
Section 1:  Dual Use of Loan Modification: Financial Hardship Solution and Retention Tool 
Section 2:  How to Structure Loan Modifications on Delinquent Loans 
Section 3:  How to Structure Loan Modifications for Retention Purposes and Non-Delinquent Loans 
Section 4:  How Do the GSEs Work with Loan Modifications? 
 



Loan Modification Versus Loan Refinance Page 5 

 

Section 1:  Dual Use of Loan Modification: Financial Hardship Solution and Retention Tool 
 
Loan modification can be a tool to help members remain in their homes (and avoid foreclosure) 
following a change in their financial situation and it can also be proactively utilized as a retention 
strategy for your best members.  Loan modifications are a unique opportunity to serve members on 
both ends of the financial spectrum.    
 
In times of heavy refinancing, a Credit Union’s mortgage portfolio is particularly at risk as members are 
solicited by numerous banks, mortgage companies and brokers, all looking to outdo each other in terms 
of rate, cost savings and promises of a better deal.   Most of these institutions are sophisticated, with 
large national banks accessing huge promotional budgets to gain market share and steal away members.   
Smaller, independent mortgage brokers tend to use telemarketing and hire professionals to “dial for 
dollars” – searching for consumers interested in refinancing. Many of these (marketing) targets are your 
very best members, the ones who have a mortgage, checking and savings accounts and other services 
with a single Credit Union. These valued members also pay on time and keep substantive deposit 
balances. As a result, everyone else wants them, too!  
 
As the lender/owner of the loan, Credit Unions often have the unique advantage of modifying the 
interest rate on the existing loan and offering the borrower those same monthly payment savings 
without having to pursue the many tasks required when refinancing a first mortgage (re-application, 
title search, new appraisal, credit report, etc.) Most consumers find the refinance process onerous. But 
if the Credit Union (a trusted partner) can offer them a lower rate than they have, for a flat fee without 
all the refinance hassle, the Credit Union offers a very unique value proposition.        
 
In the case of financially distressed members, modification can mean the difference between managing 
a way out of a tough spot or losing the home they have worked so hard to acquire and maintain for 
several years. Below are several common ways to modify the loan: 

 extending the loan term 

 lowering the interest rate 

 capitalizing past due payments and accrued late charges and legal fees (where states allow) 
 

Restructuring the loan expedites the member’s ability to get a handle on his/her finances. Restrictions 
for loan modifications include the loan having to be a “no-cash-out’ transaction” and also not be a 
secondary market loan that a Credit Union would have sold and serviced. 
 
Candidates for loan modifications can also include your best members who have a good equity position 
and a nice clean payment history (they don’t need or want extra cash) – which makes loan modifications 
a great retention strategy for valued members. 
 
For loan modifications used as a retention strategy, the interest rate doesn’t have to be the same rate a 
Credit Union would offer on a full refinance or a new purchase.   A premium can be added to the rate, 
depending on how much a Credit Union charges for the modification fee (basis points or flat fee, etc.). 
The modified loan becomes a better bargain than what the members are currently paying and without  
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all the refinance submissions. The members get a better rate and the Credit Union gets to keep a quality 
asset, the member relationships and a premium interest rate if the market will bear it (potential 
ancillary income).    
 
Lastly, during a refinance boom, a Credit Union’s back office will be extremely busy.   Modification loans 
are simple to process, in comparison to a full refinance.  Pursuing modification loans where possible can 
help improve productivity in the back office, leaving staff more time to process more loans. 
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Section 2:  How to Structure Loan Modifications on Delinquent Loans 

 An example of how to structure a loan modification on a delinquent loan is the "waterfall" modification 
process presented in the outline of the Making Home Affordable program sponsored by Fannie Mae. 
This “waterfall” lays out certain steps a Credit Union can take to qualify and subsequently modify an 
existing loan. The modification creates terms that are more manageable for members experiencing 
changed financial situations (due to layoff, job loss, health problems, etc.).  

 While there are many variables with which to qualify a member, the primary qualifier is this: Does your 
member’s monthly payment (principal, interest, taxes, and insurance, or PITI) exceed 31% of their 
GROSS monthly household income? The goal is to reduce the monthly payment as close as possible to 
31%, or less, of the member’s gross monthly household payment.  

 To accomplish a modification, please read the steps of the "waterfall" as follows: 

Step 1: Reduce the current fixed interest rate by 1/8% increments until either the 31% target figure is 
 reached or the Credit Union reaches the rate floor of 2%. 

Step 2: Extend the loan term out to reach the 31% target figure or a maximum term of 480 months (40 
 years). 

Step 3: Forbear (or defer) a portion of the loan in order to meet the 31% target until the loan is paid off. 
 The Credit Union must waive interest on this deferred amount. 

Credit Union members can typically qualify, or disqualify themselves, by going to 
www.makinghomeaffordable.gov and answering a few initial questions in order to determine eligibility 
for a loan modification under this program. (Currently for GSE loans only, i.e., Fannie Mae, Freddie Mac.) 

Here is an example of how to implement a water fall modification. It involves Sally, a Credit Union 
member, and her husband Joe. Joe had to have surgery and was then laid off a short time later. Because 
he could not be released back to work due to the surgery, he could not qualify for unemployment 
benefits. This reduced the monthly gross household income, from approximately $6,500.00 down to 
only $3,200.00 (the wife's full time income). Knowing that their monthly mortgage payment is $1,503.00 
(PITI), this places them at a total housing ratio of almost 47% of their gross household income, well 
above the 31% maximum housing payment range, meeting the initial qualifying mark.  

We'll proceed by focusing on the basic requirements and use the steps listed above.  

http://www.makinghomeaffordable.gov/
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The comparison below illustrates the BEFORE and AFTER of the completed “waterfall” loan modification. 
Sally and Joe were required to go through a 3-month trial payment period to show that they could 
indeed pay and stay current with the new terms before the loan was converted to a permanent loan 
modification. They were also required to consult with an approved Consumer Credit Counseling Service 
since their total debt-to-income ratio (back-end) AFTER their loan modification was completed remained 
above 55% of the gross household income. 

Terms BEFORE modification:    Terms AFTER modification: 
Loan Balance: $151,574.99    Loan Balance: $151,574.99 
Interest Rate: 6.75%     Interest Rate: 2.0% 
Term: 360 months (30 years)    Term: 396 (33 years) 
Payment (PITI): $1,503.00 ($1005.33 PI, $497.67 TI) Payment (PITI): 1,057.92 ($523.18 PI, $497.67 TI) 
 
Please note these guidelines are for GSE (Fannie Mae and Freddie Mac) loans, which require GSE 
servicers. However, a Credit Union may find that with a minor bit of adjustment to these guidelines, a 
similar "in-house" program could be adopted. This would not only help members stay in their homes, 
but also help the Credit Union avoid a costly foreclosure process and the loan losses that typically 
follow. 
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Section 3:  How to Structure Loan Modification for Retention Purposes and Non-Delinquent Loans 
 
Mortgage rates are falling, the media is telling homeowners to call their lender, lobby wait times begin 
to get longer, your staff is working more and more overtime, and you are bracing for another refinance 
boom. Sound familiar? The scenario has played out more than a few times over the last several years.  
During times of high refinance volume, having a modification program can be a win/win solution for 
your Credit Union and your members.   
 
Retention/Member Service 
In a low-rate environment, the goal of many members is simply to take advantage of lower rates.  With a 
loan modification, some members may be able to shorten the term of their loan and save thousands of 
dollars with minimal impact to their monthly payment.   Members will love the ease and simplicity of 
the modification process. 
 
Streamline Process 
Since modifications are not subject to the scrutiny of a full-blown refinance, a Credit Union should 
carefully determine what criteria must be met to mitigate risk to the institution while offering a 
competitive program.  Below are examples of possible criteria: 

 Loan has not been modified in last 12 months 

 Member’s current credit rating is A+ or A 

 Property is primary residence 

 Combined LTV ≤ 90%  

 Member has no delinquent credit obligations  

 Member has not been past due on mortgage in the last 24 months 

 Member’s payment is not increasing by more than 25%.   
Note:  Exceptions may be approved if the modification results in a shorter term and the 
member’ new debt ratio calculation support the higher payment 

 If loan is covered by private mortgage insurance, term is not changing 
 

Once the criteria that best suits the Credit Union is determined, a streamlined modification process can 
be implemented.  Most modifications can skip the processing and underwriting functions altogether and 
go directly to closing.  In addition, once the origination staff determines that a member qualifies for a 
modification, the originator's time with the member can be cut in half.   
 
Make Room for New Business 
A robust modification program allows the Credit Union to free up its origination resources to support 
new business. It also enables a Credit Union to maintain adequate origination resources to concentrate 
on purchase activity, which is critical to mortgage growth.  A modification program improves the Credit 
Union’s ability to retain members, deliver excellent member service, and concentrate its resources on 
growth.  The member has a simple, hassle-free "refinance" experience and achieves his/her goal of a 
lower rate at a much lower cost than a full-blown refinance.  A modification program for retention 
purposes is a win/win solution for members and the Credit Union.   
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Section 4:  How do the GSEs Work with Loan Modifications? 

Fannie Mae and Freddie Mac work with loan servicers to find feasible solutions for borrowers who are 
delinquent and may be in jeopardy of losing their home to foreclosure.  Since the inception of the Home 
Affordable Modification Program, servicers are required to evaluate all distressed borrowers under the 
terms of the program to determine eligibility.  If the borrower is not eligible under the Home Affordable 
Modification Program, the GSEs require the servicer to consider the borrower for other foreclosure 
alternatives.  

Home Affordable Modification Program (HAMP) 
HAMP is a key component of the Making Home Affordable Program under the Obama Administration’s 
Homeowner Affordability and Stability Plan.   HAMP is designed to help financially struggling 
homeowners avoid foreclosure by modifying loan terms so that they are more affordable for borrowers, 
based on their present financial condition, and sustainable over the long term.  HAMP also brings 
definition and standardization to the loan modification process, ensuring a fair and equitable experience 
for distressed borrowers.  The program also provides a solution for borrowers who have not yet become 
delinquent in their payments but face imminent default due to a qualified hardship, rather than 
requiring the borrower to reach a delinquency status before considering them for assistance.   
 
Borrower and Loan Eligibility 

 Mortgage loan is secured by a one-to-four unit property, one of which is the owner’s principal 
residence  (condos, co-ops, and manufactured homes that are permanently affixed to real 
property are also eligible) 

 Jumbo conforming loans  

 May be current or less than 31 days delinquent if at risk for default due to qualified hardship 

 Borrower already in default (31 days or more delinquent)  

 Borrowers who may be in foreclosure, in pending litigation involving the mortgage or who are in 
active bankruptcy 

 Must have a Debt Coverage Ratio that is less than 1.20 

 Cash reserves that are less than three times the borrower’s current monthly PITI payment 

 Currently performing under another workout arrangement will be considered if the borrower 
requests consideration 

 Currently have a monthly housing expense-to-income ratio greater than 31% of their verified 
gross monthly income 

 Mortgage previously modified (if modified more than one time loan is not eligible for 
modification) 

 Mortgages originated prior to January 1, 2009 
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The Following Mortgages Are Not Eligible for a Modification Under HAMP: 

 Properties that are abandoned, vacant or condemned 
 

If the borrower and loan are eligible, the servicer will calculate a more affordable PITI that is as close as 
possible, but not less than, 31% of the borrower’s gross monthly household income by using the 
following sequential process as needed in the following order:  
 

1. Capitalize arrearages 
2. Reduce the interest rate in increments of .0125 to no lower than 2.0 percent.  If the modified 

interest rate is below the interest rate cap, the modified interest rate will remain fixed for five 
years.  The interest rate cap is the Freddie Mac Weekly Primary Mortgage Market Survey Rate 
for a 30-year fixed-rate conforming mortgages, rounded to the nearest 1/8 of a percent 
(0.125%) as of the date that the Modification Agreement is prepared. 

3. Extend the amortization term month-by-month, up to 480 months from modification date. 
4. Forbear principal in $100 increments.  Deferred principal will not be subject to interest and 

requires an additional balloon payment due upon sale, payoff or maturity.  Deferred principal 
will be non-interest-bearing and non-amortizing. 
 

Workout Modifications or Other Alternatives to Foreclosure 
If a borrower is 31 days or more delinquent and is not eligible for a modification under HAMP, the 
servicer must consider the borrower for an alternative loss mitigation option, based on whether the 
borrower is experiencing a temporary or long-term financial hardship.   

  
Temporary Hardship 
A temporary hardship generally exists if a borrower has experienced a financial hardship but is expected 
to recover and be able to resume making scheduled payments in the future and repay any arrearage 
outstanding.  In such cases, the GSE will usually require the borrower be considered for one of the 
following options: 

 Forbearance – A temporary reduction or suspension of payments, which must be immediately 
followed by an arrangement such as a “repayment plan” to cure the delinquency.  The 
maximum length of time forbearance may be offered depends on the trust agreement under 
which a loan was pooled and whether the borrower’s mortgage loan faces imminent default or 
is currently in default.  Generally, loans facing imminent default may be granted forbearance for 
up to 6 months, with longer time periods available with GSE approval.  Loans already in default 
may be granted up to 12 months forbearance with longer terms available with GSE approval. 

 Repayment Plan – An arrangement in which a borrower agrees to repay past due amounts while 
still making regularly scheduled payments.  A borrower must be financially able to make the 
scheduled mortgage payment AND an additional amount to repay arrearage.  This may be done 
by making double payments, payments-and-a-half, more frequent payments or any other 
variation that will cure the delinquency in the shortest time possible.  Plans lasting longer than 6 
months must be in writing. 
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 Payment Reduction Plan ™ (FNMA) – An offering introduced in October 2009 designed to allow 
for additional time to find a permanent foreclosure alternative for a borrower who has 
encountered a financial hardship.  This program allows borrowers to reduce their monthly 
principal and interest payment by 30% for up to six months.  Non-owner-occupied homes are 
also eligible for inclusion in the program.  The program pays an incentive to the servicer once 
the borrower has entered into a permanent foreclosure alternative in addition to any incentive 
paid in connection with the permanent foreclosure alternative option. 

 
Long-term Hardship 
A long-term hardship usually exists when a borrower is not able to make their regularly scheduled 
payment and it is reasonable to believe that there is no foreseeable financial ability to resume payments 
in the future.  An example might be a permanent loss of income as a result of a 2-income household 
reduced to a single income as a result of a divorce or permanent medical condition.  In such cases, the 
GSE will require the borrower be considered for a foreclosure alternative such as: 

 Forbearance – The purpose of the forbearance in connection with a long-term hardship is to 
temporarily reduce or suspend payments while you work with the borrower to indentify a more 
permanent foreclosure prevention alternative such as modification, pre-foreclosure sale or 
deed-in-lieu. 

 Modification – A permanent modification of the terms of a mortgage loan that make it more 
affordable, including changes to the interest rate, loan balance or loan term.  Modifications for 
long-term hardship would generally fall under HAMP. 

 Pre-foreclosure (Short) Sale – Occurs when a property is listed for sale and proceeds of the sale 
are accepted in exchange for a release of the lien, even if those proceeds are less than the 
amount owed.  This option is usually considered when all efforts to cure the delinquency have 
failed and the borrower cannot or does not want to keep the property. 

 Deed-in-lieu – Occurs when a borrower voluntarily transfers title to and possession of the 
property to the GSE to satisfy the mortgage loan debt and avoid foreclosure.  This is generally 
the option of “last resort” when a mortgage is seriously delinquent and the property has been 
on the market as a pre-foreclosure sale for three or more months without a reasonable offer.  
Borrowers may be eligible for financial assistance (cash-for-keys) to facilitate relocation. 

 Deed for Lease™ (Fannie Mae) – This program is designed to allow borrowers who surrender 
ownership of a property through a deed-in-lieu transaction to remain in the home by executing 
a lease agreement concurrently with the deed-in-lieu.  The objective of the program is to 
minimize family displacement and the deterioration of neighborhoods that otherwise may be 
ravaged by mass vacancy in severely distressed markets.  By allowing the former homeowner to 
lease back the property for a period of up to 12 months, the risks inherent with vacancy – such 
as vandalism – are mitigated.  This program may also be leveraged where properties are already 
inhabited by a tenant.   

Let’s consider a real-life example of how a foreclosure alternative works.  Mr. Smith is a member of the 
Credit Union and has a loan that is owned by Fannie Mae.  Mr. Smith is past due on his mortgage 
payment, as he has been laid off from his job in the construction industry and is receiving 
unemployment benefits which do not afford him enough income to meet his obligations.  As times are 
tough for the construction industry, Mr. Smith has decided to change career paths and receive training 
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as a Patient Care Technician in the medical industry.  Given that Mr. Smith has lost his primary source of 
income, is receiving some income from unemployment benefits and is in the process of a short-term 
training program to prepare for a new job where his prospects should be brighter, it is determined that 
he has a short-term hardship at this point in time.   

The case is submitted to Fannie Mae with the recommendation that Mr. Smith receives 6-month 
forbearance where he pays 50% of his principal and interest payment and 100% of his escrow amount.  
This time period is viewed as sufficient to allow Mr. Smith to complete his training and find a job in his 
new industry.  At the end of 6 months, Mr. Smith will be re-evaluated to determine the next steps.  If he 
is able to secure new employment that supports the regularly scheduled payment but not the arrearage, 
Fannie Mae could approve the capitalization of the past due amount and the resumption of the 
regularly scheduled payment amount.  If his new employment places him in a more favorable financial 
position than his prior employment, a repayment plan may be authorized to repay the amount past due.  
If his new employment places him in a less favorable financial position than his prior employment, he 
may be considered for HAMP.  If he has not secured any employment at the end of the forbearance, 
Fannie Mae would consider extending it for several more months to allow additional time for Mr. Smith 
to find employment before opting for a long-term hardship foreclosure alternative such as pre-
foreclosure sale.  Ultimately, the goal is the same – keep Mr. Smith in the home through the flexible 
application of foreclosure alternatives. 

Having the ability to offer HAMP or other foreclosure alternatives to the member allows the servicer to 
assist the member in remaining in their home and prevent the Credit Union from accumulating a 
sizeable inventory of Real Estate Owned (REO) properties.  It strengthens and solidifies the member 
relationship by reinforcing the fact that the Credit Union is there to assist them, in both good times as 
well as bad.  As an added bonus, the servicer may receive incentives from the GSEs based on the option 
used to modify each loan.   

The benefit of an effective application of the HAMP and foreclosure alternative options also brings many 
benefits to the member.  Those who qualify for a modification under the HAMP or other foreclosure 
alternative receive the following benefits: 

 Allows member stay in their home 

 More affordable monthly payments 

 Ability to earn incentives if payments are made on-time (HAMP loans only) 

 No cost for HAMP modification 

 Flexible and customizable foreclosure alternatives based on the individual need 
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Credits 
 
CMG Mortgage Insurance Company offers the content in this white paper for general informational 
purposes only. Credit Unions should consult legal counsel regarding any legal issues pertaining to loan 
refinancing or modification. 
 
CMG Mortgage Insurance Company does not provide legal or accounting advice and materials should be 
reviewed with a competent professional prior to use. CMG Mortgage Insurance Company provides no 
warranties, expressed or implied, regarding the information published herein. 
 
This white paper was authored by the following members of the Mortgage Insight Panel of CMG 
Mortgage Insurance Company: 
 
Todd Brunner, Vice President, Hutchinson Credit Union 
Barbara Cunningham, Mortgage Origination Manager, St. Mary’s Bank-La Caisse Populaire 
Dolly Linkous, Manager, Mortgage Lending, Eastman Credit Union 
Karen Reed, Vice President Operations, CUSO Mortgage Corporation 
Mark Rodriguez, Director, Home Mortgage, Partners Federal Credit Union 
Sue Siudzinski, Director of Mortgage Operations, Addison Avenue Federal Credit Union 
Ira Oskowsky, Regional Director, Eastern Division, CMG Mortgage Insurance Company 
Tanja M. Sattler, Marketing Specialist Level III, CMG Mortgage Insurance Company 
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