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Legal Update

Impact of Climate Change on US Residential
Mortgage Servicing

Whether or not climate change is real and represents an existential threat and, if so, regardless of the
reasons for it, the number and severity of domestic natural disasters appear to be on the rise. And, if
you are a mortgage servicer dealing with disaster-related damage to mortgaged properties and the
related mortgagor defaults, it probably does not matter why. What matters the most is whether the
servicer bears the risk of loss resulting from borrower defaults arising out of natural disasters and that
exceed property insurance proceeds, even though the servicer has no beneficial ownership interest in
the loan.

As we detail below, the credit risk of loss following a mortgagor default resulting from a natural
disaster rests in part with the servicer when the loan is pooled to back securities guaranteed by the
Government National Mortgage Association (“Ginnie Mae")—the most common form of ownership of
government-insured or -guaranteed loans. And the servicer morphs into the actual holder of the loan
following an early pool buy-out. If the frequency and severity of natural disasters continue to increase
due to climate change or mere random acts and property-related insurance proves to be insufficient
to cover the costs of property repair and rebuilding, the appetite of servicers to service government-
insured or -guaranteed loans and acquire the related servicing rights could well be materially
diminished. A reasonably likely consequence of this diminished appetite could be lessened availability
or increased costs of government-insured or -guaranteed residential mortgage loans.

Impact of Climate Change on Financial Services

The US government has investigated and reported on the risks climate change poses to financial
services. Most recently, the Commodity Futures Trading Commission ("CFTC") issued a report
documenting these risks and how to manage them.! The CFTC found that “[c]limate change poses a
major risk to the stability of the US financial system and to its ability to sustain the American
economy” and that such impacts are already occurring.? Specifically, the CTFC identified risks that
included disorderly price adjustments in various asset classes, the potential inability of market
participants to adapt to rapid changes in policy that will be necessary for a large-scale transition to a
net-zero emissions economy, and limitations in the availability of credit and financial products.?



With regard to real estate, the CFTC noted that climate change is already affecting and will likely
continue to have an increasing impact on real estate values.* The Commission cited several studies
showing depressions in certain housing markets because of flooding and wildfire risks.> Flooding,
wildfires, or other natural disasters in a large region could result in a swift increase in mortgage
delinquency and prepayment rates, similar to the current impact of the COVID-19 pandemic.® Recent
studies suggest that lenders are passing along riskier mortgages to government-sponsored entities in
order to reduce the risk on their own books.” The US government, and accordingly US taxpayers, will
ultimately have to pay if these risky mortgages default.® The CFTC identified several financial assets
that have significant exposure to climate change impacts, including: mortgages, mortgage-backed
securities, government-sponsored enterprise credit risk transfer securities, and real estate investment
trusts, among other assets.’ Further, estimates place more than half of mortgaged properties at risk of
climate-change exacerbated flooding outside of current recognized flood zones, meaning that these
properties are at a higher risk of being underinsured and accordingly at higher risk of default.™

State governments are also considering the impacts of climate change on the financial industry. On
October 29, 2020, New York's Department of Financial Services ("DFS") issued guidance providing
background information on climate risks and outlining DFS's expectations for regulated financial
institutions in New York to manage financial risks from climate change.”" The letter notes that
residential homes in New York City with $334 billion of reconstruction value are at high risk of storm
surges. In addition, the letter cites a study finding that current climate data show 70% more (14.6
million) properties in the United States are at substantial risk of flooding than the current Federal
Emergency Management Agency classification of 8.7 million properties, indicating that these
additional properties could have insufficient flood insurance.’® In response to these impacts, among
others, DFS now expects all requlated banking organizations to start integrating the financial risks
from climate change into their governance frameworks, risk management processes, and business
strategies and to start developing their approach to climate-related financial risk disclosure.'® DFS
also expects all regulated non-depository financial institutions to conduct a risk assessment of the
physical and transition risks of climate change and to start developing strategic plans to mitigate such
risks. The agency also noted that it is planning on issuing further guidance on this issue, including
integrating climate-related risks into its supervisory process.’

Mortgage issuers and insurance companies have already started changing their lending and insurance
practices regarding environmentally risky properties as a result of these risks. Lenders have virtually
refused to mortgage environmentally risky properties worth too much for federal mortgage backers
to accept, but have continued making loans secured by similar, lower-priced homes that meet the
requirements of government insurers.’® Lenders then quickly pass the loans, along with their risks of
damage, to federal mortgage backers. Similarly, insurers have raised rates or outright refused to
provide insurance for properties at high risk for natural disasters.” Despite attempts to withdraw
policies and raise rates, however, some states have enacted laws and regulations that either subsidize
the cost of affordable insurance or provide a state option, called Fair Access to Insurance
Requirements Plans.™ Yet even if there is hazard or flood insurance, it may be insufficient in amount
or claims may be rejected or delayed if there are questions of what actually caused the damage
during a natural disaster.
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Losses Borne by Servicers Resulting from Mortgagor Defaults Caused by
Natural Disasters

In what ways would a loan servicer, which generally does not own a loan secured by a damaged
mortgaged property, bear the risk of loss resulting from natural disasters for loans that default? In the
first instance, we want to distinguish between two different types of losses related to property
damage caused by natural disasters. First is the cost borne by the mortgagor to repair damage to the
mortgaged property and that in the ordinary course is covered in whole or in part by hazard
insurance, flood insurance, or other types of property-related insurance. Second is the loss borne by
the servicer or holder of the loan if a mortgagor defaults on a loan because in part property-related
insurance is insufficient or unavailable to cover the cost to repair extensive damage to the property
resulting from a natural disaster. This Legal Update focuses on the latter scenario where a mortgagor
essentially abandons a damaged mortgaged property and defaults on the related mortgage loan
rather than go out-of-pocket to cover the cost of uninsured, substantial repair or rebuilding of the
mortgagor's home. This may not be a typical scenario right now, but it does occur from time to time
in response to major natural disasters and could well occur with much greater frequency in the future.
Would the servicer bear the risk of loss in this latter scenario?

Servicers, of course, bear certain risks of loss on defaulted loans, regardless of the cause of the
default. First, servicers do not receive servicing fees on non-performing loans, generally regardless of
the reason for default. Second, at least in the case of servicing loans pooled in mortgage-backed
securities, the servicer may have to advance to the securities holders regularly scheduled monthly
mortgage payments of principal and interest. Whether the loans are serviced as whole loans or
securitized loans, servicers also generally have to advance taxes, insurance, repair and preservation
expenses, and foreclosure costs. In both cases, servicers generally have a right to reimbursement for
these advances, but when and how much they are reimbursed differ based on the investor or insurer.
In neither case does the servicer receive its cost of funds for such advances, including if the servicer
self-funds or obtains third-party financing. Increased operational costs is a third type of loss realized
by loan servicers dealing with defaulted loans secured by damaged properties. And, of course,
servicers are required to service in accordance with applicable investor and insurer standards and they
bear the risk of loss resulting from their own neglect in the monitoring of mortgaged properties in
accordance with these standards.

Credit losses are the biggest potential risk of loss if a mortgagor defaults as a result of uninsured
damage to the mortgaged property resulting from natural disaster. Except for a servicer's failure to
service in accordance with applicable law and investor/insurer requirements, servicers generally do
not bear the credit risk of loss for mortgagor defaults resulting from natural disasters damaging their
homes. That makes sense. While servicers may bear the economic consequences noted above, they
merely are service providers to loan holders. Consistent with the benefits and burdens of ownership,
logically, the loan holders or insurers or guarantors, not the servicers, ultimately should be responsible
for credit-related losses on defaulted loans resulting from natural disasters.

But government-insured or -guaranteed loans are another story, in large measure because of the way
they are held. Residential mortgage loans insured by the Federal Housing Administration (“FHA") or
guaranteed by the Department of Veterans Affairs ("VA") or the Rural Housing Service of the
Department of Agriculture ("RHS") typically are pooled to back securities guaranteed by Ginnie Mae.
While the loans are pooled, the servicer, known as the “issuer,” retains legal title to the pooled loan. It
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is obligated to advance regularly scheduled payments of principal and interest, without regard to
whether the related mortgagors make those payments themselves or, if not, why not. This advance
obligation survives for so long as the delinquent loan is in the Ginnie Mae pool. Ginnie Mae
guidelines permit a servicer to repurchase a pooled loan when the loan reaches a certain level of
delinquency and require a servicer to repurchase a pooled loan at par in order to modify the loan in
accordance with agency requirements. At the point of repurchase of the pooled loan, the servicer also
becomes the holder of the beneficial interest in the loan. Whether the loan remains pooled or
subsequently is repurchased from the pool, if the mortgagor default arose out of insufficient
insurance to restore natural disaster-damaged mortgaged properties, FHA, VA, and RHS look to the
servicer or holder to bear this cost.

Impact of Damage to Mortgaged Properties Due to Natural Disasters on Claims
for FHA Insurance and VA/RHS Guarantees

Mortgage insurance is designed to protect a loan holder against the risk of credit loss due to a
borrower default. Unlike hazard insurance or flood insurance, it is not designed to protect against
damage to property due to hazard events or floods. And unlike title insurance, mortgage insurance is
not designed to protect against liens or encumbrances on a mortgaged property. Rather, it is
designed to pay for losses resulting from a mortgagor’s failure to pay his or her loan, after accounting
for actual or potential recoveries from the sale of the underlying mortgaged properties and receipt of
applicable insurance proceeds.

In the case of government-insured and -guaranteed loans, the mortgagee (typically the servicer) bears
at least part of the cost of the resulting property damage. While the costs may be mitigated by private
insurance policies, in some circumstances the mortgagee bears the risk for costs in excess of the
insurance coverage and in the event the property is not sufficiently insured against the damage
incurred. Federal government insurers/guarantors, such as the FHA, VA, and RHS, require mortgagees
to repair damages caused by natural disasters (without reimbursement) or deduct the value of
necessary repairs when submitting a defaulted loan for claim.

FHA-Insured Loans

The beauty of FHA insurance is that it covers a full one hundred percent of the outstanding principal
balance of an insured loan, regardless of the value of the underlying mortgaged property. But
realizing on that insurance is not absolute. When a mortgage insurance claim is filed, the mortgagee
is responsible for the cost of surchargeable damage to a mortgaged property, which includes damage
caused by fire, flood, earthquake, or tornado.” The mortgagee is not responsible for property
damage that exceeds the amount of its mortgage insurance claim as to a particular property, but the
servicer's mortgage insurance claim is reduced by estimated costs to repair such damage.?’ Below, we
lay out how property damage caused by natural disasters impacts the claims process for these
loans.?" As a threshold matter, we note that, presently, the vast majority of unreimbursed
surchargeable damage is based on mortgagee neglect, which is an extremely subjective standard. But,
for purposes of this Legal Update, we assume mortgagee neglect is not an issue.

PRE-FORECLOSURE SALES

If a mortgagee seeks to enter into a pre-foreclosure sale agreement with a borrower and the
mortgaged property has surchargeable damage, i.e., damage caused by natural disasters or
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mortgagee neglect, the mortgagee is responsible for the cost of the damage and must obtain an
estimate of the cost to repair the damage from HUD and then receive HUD approval of the proposed
sale agreement.?? Alternatively, if the property is being sold “as is” subject to the damage, the
mortgagee must deduct the government’s repair cost estimate of the damage from its pre-
foreclosure sale claim.?® If the property is being sold “as repaired” and funds for the surchargeable
repairs will not be escrowed or provided as a credit to the borrower at closing, the mortgagee must
not include in its net sale proceeds calculation the amount of the repair escrow or repair credit.?* In
contrast, if the damage is not considered surchargeable, the mortgagee is not required to obtain prior
approval for the pre-foreclosure sale agreement.> Where applicable, the mortgagee must work with
the borrower to file a hazard insurance claim and either use the proceeds to repair the property or
adjust the pre-foreclosure sale claim by the amount of the insurance settlement or the government’s
repair cost estimate.?® If the mortgagee becomes aware that the property has sustained significant
damage after a borrower has received approval to participate in a pre-foreclosure program, the
mortgagee must re-evaluate the property to determine if it continues to qualify for the program or
terminate participation if the extent of the damage changes the fair market value.?’

CONVEYANCE TO HUD

A mortgagee must receive prior approval to convey a property to HUD if it is damaged by fire, flood,
earthquake, hurricane, tornado, or mortgagee neglect.?® We understand that HUD rarely approves the
conveyance of damaged properties, but we describe the rules nevertheless. In a request to convey
damaged property, the mortgagee must provide documentation evidencing the damage and any
repairs, including a detailed repair estimate of the damages and a detailed estimate of the cost to
repair the property.?® If the mortgagee fails to provide adequate documentation, HUD will attribute
the damage to the mortgagee. In addition, if the mortgagee fails to obtain prior approval, HUD may
reconvey the property to the mortgagee or require a reduction to the claim for insurance benefits.3° If
a property is reconveyed because of damage, the mortgagee must withdraw its claim for insurance
benefits and reimburse HUD for property expenditures.!

When a property is substantially damaged such that the cost of restoring the structure to its before-
damaged condition would equal or exceed 50% of the market value before the damage occurred, the
mortgagee must ensure repairs comply with the federal building elevation standards and any higher
applicable standards adopted by state or local governments.3?

In cases of surchargeable damage, the mortgagee must repair the property before conveyance unless
prior approval is received from HUD.** The mortgagee cannot request reimbursement for such
repairs.>* If HUD does not require the mortgagee to make repairs, HUD will deduct from the
mortgage insurance benefits the greater of any insurance recovery received by the mortgagee or
HUD's estimate of the cost to repair the property.>® In the event the mortgagee has not received the
hazard insurance proceeds by the time the mortgagee submits the claim, the mortgagee may
estimate recovery.® If the actual recovery amount is less than the amount estimated, the mortgagee
may request reimbursement of the difference between the expected amount of proceeds and the
proceeds received if both are greater than HUD's estimate of the damage.3” The mortgagee is not
entitled to reimbursement if it would reduce the deduction in insurance benefits to less than HUD's
estimate of the damage.>®

If a mortgagee seeks to convey a property damaged by a fire that was not covered by fire insurance
at the time of the damage, or the amount of insurance coverage was inadequate to fully repair the
damage, the mortgagee must complete a certification in order to limit the deduction from insurance
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benefits to the amount of insurance recovery received by the mortgagee, if any.3® The certification
must include the following statements: at the time the mortgage was insured, the property was
covered by fire insurance in an amount equal to the lesser of 100% of the insurable value of the
improvements or the principal balance of the mortgage; the insurer later canceled this coverage or
refused to renew it for reasons other than nonpayment of premium; the mortgagee made diligent
efforts within 30 days of cancellation or non-renewal, and at least annually thereafter, to secure other
coverage or coverage under a Fair Access to Insurance Requirements Plan to the extent such coverage
was available at a reasonable rate; and that the mortgagee performed all required property
preservation and protection actions.*’

CLAIMS WITHOUT CONVEYANCE OF TITLE

Instead of conveying a property secured by a delinquent mortgage to HUD, a mortgagee can secure a
third-party purchaser for the property and submit a claim without conveyance of title ("CWCOT") to
HUD in order to receive mortgage insurance benefits.*" A property with surchargeable damage is not
eligible for the CWCOT process.* If surchargeable damage occurs after the required appraisal under
the CWCOT process, the mortgagee must submit a variance to HUD and the Department will provide
additional instructions as appropriate.*?

When a third party is the successful bidder at the foreclosure sale or the mortgagee elects to retain
the property and file a CWCOT claim, the mortgagee may claim reimbursement for property
preservation and protection costs incurred before the foreclosure sale.** If the property is sold as part
of a post-foreclosure sales effort, the mortgagee may claim reimbursement for property preservation
and protection costs incurred before the closing date.** HUD will not reimburse the mortgagee for
any hazard insurance premiums allocated to the period after acquisition of title by the mortgagee or a
third party.*6

VA-Guaranteed Mortgage Loans

Unlike an FHA-insured loan, a VA guaranty of a mortgage loan does not cover one hundred percent
of the outstanding principal balance of the loan. Rather, the amount of the guarantee is based on a
specified percentage of the original principal amount of the loan, with a minimum percentage of 25%
but subject to other adjustments. Without going into the same level of detail that we provide above
for FHA-insured loans, claims under VA mortgage guaranty policies generally proceed in one of two
ways. One way calls for the holder to retain a property acquired by foreclosure or otherwise and the
other calls for the holder to convey the property to the VA. Both ways result in the holder bearing the
credit risk of loss for uninsured damages to mortgaged properties resulting from natural disasters.

The claims based on the holder’s retention of the acquired property rely on the applicable percentage
of the guarantee in determining claims proceeds.*’ First, one takes the percentage of the loan
originally guaranteed (as may have been adjusted in the case of a prior modification) and applies this
percentage to the sum of the outstanding principal as of the date of the “liquidation sale” plus
allowable expenses and permitted interest.*® Against that sum is credited proceeds from the
liquidation sale, and the amount of the claim may not exceed either the remaining balance of the
“indebtedness” or the amount originally guaranteed.*® So how does property damage fit into that
equation? In cases where the holder does not convey the property to the VA, one will not find a
specific reference to property damages in the statutory and regulatory calculation of the payable
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claim. Rather, it will be reflected in the liquidation proceeds where one would expect a purchaser to
take the damage into consideration when placing a purchase bid.

But, before carrying out a liquidation of the mortgaged property, the holder must notify the VA of the
proposed sale, at which point the VA determines the "net value” of the property and the amount of
the “total indebtedness” and notifies the holder of the VA's determination of such net value.*® For this
purpose, the term “net value” means the amount equal to the fair market value minus the total of the
amounts that the VA estimates it would incur if the VA were to acquire and dispose of the property
(including property maintenance and property improvement).”' Presumably, repair of damage or
related rebuilding resulting from natural disasters would reduce the “net value” of the property based
on estimated property maintenance and property improvements.

What comes next depends on whether the net value of the property securing a defaulted loan
exceeds the amount of the total indebtedness under the loan minus the guaranteed amount. If so, the
holder may convey the property to the VA in return for a claims payment by VA of an amount equal
to the lesser of such net value or total indebtedness.> If not, the VA may not accept conveyance of
the property.> In other words, the VA will accept conveyance of the property if VA determines that it
is not likely to lose money if it pays more than it might otherwise pay without a conveyance of the
property. In this regard, the holder may reduce or waive a portion of the indebtedness of the
mortgage loan, such as a reduction of the principal, in order to reduce the “total indebtedness”
calculation and thereby result in the VA accepting the conveyance of the property.>*

Holders of VA-guaranteed loans bear responsibility for any loss due to damage or destruction of the
property sustained from the time the mortgagee acquires the property until the property is
transferred to the VA.>> Holders are required to ensure the property is insured in an amount sufficient
to protect the property against potential risks or hazards customary in the locality.>® In the event of a
natural disaster, the VA expects holders to ensure appropriate action is taken to secure the property
and ensure the borrower files a claim for the damage with the insurance carrier.”’ If the borrower fails
to submit a claim or if the holder has acquired the property, the mortgagee must file a claim under
the mortgagee clause.®® The holder must also ensure that proceeds from the property damage claim
are applied to the restoration of the security or to the loan balance. If a holder fails to obtain and
apply an adequate hazard insurance loss settlement in a timely manner, the holder’'s VA claim may be
reduced.®® The VA regulations and guidance do not specify under what circumstances and by what
amount the claim will be reduced. If the property is damaged by fire, earthquake, windstorm, or
flooding, the holder must either repair the property or obtain prior approval from the VA before
conveying the property to the VA%

RHS-Guaranteed Loans

The claims process for RHS loans is similar to the process for VA loans, and the holder of the loan
similarly bears the risk of loss from natural disasters. For single-family home mortgages, RHS
guarantees up to 90% of the outstanding principal balance of the loan.®? The loss claim payment a
holder can receive is equal to the difference between the total indebtedness on the loan and the net
recovery value.®® The net recovery value of the property is determined differently depending on
whether the holder has sold the property at the time the claim is filed.** For a property that has been
sold, the net recovery value is calculated by subtracting the amount of reasonable liquidation and
disposition costs from the total amount recovered, including proceeds from the sale.®> For a property
that the holder has acquired, the net recovery value is based on an estimated property sale value that
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is calculated using a predictive model that considers market value appraisal along with estimated
management and acquisition costs and offsetting the total principal, interest, and marketing period
expenses.® In addition, the predictive model accounts for historical loss claim data, loan
characteristics at the time of default, and best practices from comparable models. The holder is
required to submit the loss claim package, including the market value appraisal, to RHS within 60 days
of the foreclosure sale, acquisition, or possession of the property.®’

Just as with VA-guaranteed loans, a property damaged by a natural disaster will have a lower net
recovery value, and accordingly, the holder will receive a lower loss claim payment. In addition, if RHS
determines that the amount of the loss was increased due to the holder's failure to comply with the
conditions of the mortgage guarantee, RHS may reduce or deny any loss claim by the portion of the
loss determined to have been caused by the holder's action or failure to act.®® Properties that have
sustained serious damage from natural disasters should not be considered for pre-foreclosure sale or
deed-in-lieu of foreclosure if the cost of repair exceeds 10% of the “as repaired” appraised value until
all insurance claims are resolved.®

Conclusion

Absent a change in law or policy, increases in the severity and number of natural disasters will
continue to heighten risks to servicers of mortgage loans pooled to back securities guaranteed by
Ginnie Mae to the extent such damage is not sufficiently covered by hazard insurance, flood
insurance, or other property-related insurance policies. The above provisions limit the amount a
holder of an FHA-insured or VA- or RHS-guaranteed loan can recover after a property has suffered
damage from natural disasters and insurance is insufficient to repair or rebuild; they essentially
allocate that risk of loss to the servicer or holder. Those losses may be insubstantial presently, except
in the case of really extreme natural disasters. But if the number and severity of natural disasters
increase and property-related insurance increasingly is unavailable, unaffordable or insufficient,
servicers may become more reluctant to assume this risk of loss. The natural consequence of the
increase in the number and severity of natural disasters could well be an unwillingness of lenders to
participate at the same scale in making, servicing, purchasing, and pooling government-insured or -
guaranteed lending and servicing, as well as in purchases of the related servicing rights. The result
would be decreased access of consumers to such loan programs or increased costs to obtain insured
or guaranteed loans.

For more information about the topics raised in this Legal Update, please contact either of the following
lawyers.

Laurence E. Platt
+1 202 263 3407
Iplatt@mayerbrown.com

Kerri Elizabeth Webb
+1 202 263 3252
kwebb@mayerbrown.com
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48 1d. § 3732(c).

4 d.

5038 CFR 36.4323(a).

5138 USC & 3732(c)(1)(C).

52 1d. § 3732(c).

53 Id. § 3732(c)(8).

54 38 CFR 36.4323(b).

5538 CFR § 36.4323.

%6 |d. § 36.4329.

57 \/A Servicer Handbook M26-4, Ch. 4.18.
8 1d.

5 /d.

%0 Jd.

6138 CFR § 36.4323(11).

627 CFR § 3555.351(b). Specifically, the lesser of 90% of the outstanding principal balance or 100% of any loss equal to or less than
35% of the original loan amount plus 85% of any remaining loss up to 65% of the original loan amount. SFH Guaranteed Loan
Program Technical Handbook, HB-1-3555 § 19.2.A.

637 CFR § 3555.352.
64 Jd. § 3555.353.

% Jd. § 3555.353.

% Jd. § 3555.353(b).
67 Id. § 3555.306(f).
% /d. § 3555.355(a).
% Id. Appendix 8.10.
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