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bank, there was a simple solution to this tremendous inefficiency.

The bank forgave part of your mortgage...

But...
Unfortunately, this win-win solution is not possible today. Your

mortgage has been sold and repackaged in an asset-backed se-

curity pool and sold in tranches with different priorities.
All these quotes from: Zingales, Luigi (2008) “Plan B,” The Economists’ Voice: Vol. 5 : Iss.
6, Article 4.
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Renegotiation is indeed unlikely.

Percentages of mortgages that received a modification within
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But securitization has little to do with it.

Concessionary All Mods All Mods +
Mods Prepayments
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(2) The renegotiation decision

Why isn’t renegotiation always in the interests of the lender

Costs a lot less than foreclosure.

Negative equity is definitely a risk factor

Especially for subprime loans

Arguably the most important risk factor.

But does that justify principal reduction.

High cholesterol is a risk factor for heart disease.
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Solution!

Wearable Defibrillator.

Cost: $10,000 – cheap to prevent a heart attack

Cost to outfit all Americans with high cholesterol (≈100
million): $ 1 trillion...
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1 Type I: Not providing a defibrillator to someone who has a

heart attack.
2 Type II error: Providing a defibrillator to someone who doesn’t.

Clearly Type II error here is colossal. Heart attacks are
extremely rare – even for people who have high cholesterol.
Most defibrillators wouldn’t prevent any heart attacks.

Wearable defibrillators are only provided to people in the
immediate aftermath of a heart attack.

What about principal reduction?
1 Type I error: Not reducing principal for a borrower who

subsequently defaults.
2 Type II error: Reducing principal to a borrower who will repay.

Self-cure risk.

The question is not whether negative equity is a risk factor.
The question is how big a risk factor!
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In fact, we have seen widespread use of short-sales – a form of
principal reduction, among 2-4 family properties purchased
with subprime loans.
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(3) Results of HAMP

Premise of HAMP was that all the problems were institutional.

Since cutting payment by 50% is better than foreclosing
we should see no foreclosures.

Foreclosure mean servicers are “irrational” or

have an institutional incentive to foreclose
Securitization!

Tries to solve this by giving incentives for mods.
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Chart 25: Modifications (% 60+DQ Balance) 
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There are no free lunches in foreclosure prevention.

If there were a profitable way to prevent more foreclosures,

Lenders would have found it by now.
Shared appreciation reduces the cost – but it also reduces the
incentive of the borrower to make payments.

Lenders foreclose on borrowers because it is in their financial
interest to do so.

To stop them, we must either:

Pay them or the borrowers a lot of money.
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Bottom Line

There are no free lunches in foreclosure prevention.

If there were a profitable way to prevent more foreclosures,

Lenders would have found it by now.
Shared appreciation reduces the cost – but it also reduces the
incentive of the borrower to make payments.

Lenders foreclose on borrowers because it is in their financial
interest to do so.

To stop them, we must either:

Pay them or the borrowers a lot of money.
Or force them to modify loans.
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(3) Results of HAMP
Bottom Line

The slide you’ve all been waiting for...

Willen et al. (Boston Fed) Renegotiating Home Mortgages June 9, 2010 13 / 13



(1) Data
(2) The renegotiation decision
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Bottom Line

The slide you’ve all been waiting for...

The end.
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