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or the Federal Reserve System

When I say \we", I mean members of the research
department.
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Caveat

Everything I'm about to say could be wrong.

Some things I'm about to say are almost certainly wrong.
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The limits of modi�cation

Lenders don't do a lot of modi�cations

Loan level data: 9 of top 10 servicers
We look at loans after they became 60 days delinquent:

Over the next year, only about 7 percent of the loans received
modi�cations
Servicers made no changes for 93 percent of the loans.

Even after foreclosure proceedings start, we �nd the same
thing

Over the next year, only about 6 percent of the loans received
modi�cations
For 94 percent of the loans, no renegotiation.
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The role of securitization

Contrary to popular belief, this hasnothing to do with the
fact that many loans are securitized.
Probability of a modi�cation of a loan that becomes 60 days
delinquent

Securitized Portfolio Total
In next 3 months 1.7% 1.8% 1.8%
In next 6 months 3.9% 4.1% 3.9%
In next 12 months 7.4% 6.7% 7.3%

The contracts state that servicers should treat securitized
mortgages if they own them.

They appear to be doing that.
Our results are quite robust.

The likelihood that a delinquent borrower \cures" does not
depend on securitization either.
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The NPV test I

Servicers work for investors
For a modi�cation to make sense, modi�cation must increase
NPV, the expected recovery from the mortgage

Foreclosure: 50% of the principal
Modi�cation: > 50% of the principal

Does any modi�cation that yields more than 50% of principal
make sense?

NO!
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The NPV Test II

OCC/OTS data released April 3, 2009:
Delinquent after

3 Mos. 6 Mos. 9 Mos.
(1) Payment reduction 13.8% 22.7% 26.2%
(2) Payment increase 29.2% 45.8% 49.1%

Let's say that:
Payment reduction is 20%, recovers 80g on the dollar
In foreclosure, lender loses 50% so recovers 50g on the dollar

Does reducing payments increase NPV of loan?
NPV of increased payment loan:

NPV = 49:1%� 50g
| {z }
Recovery
from Defaults

+50:9 � 100g = 75:45g

NPV of reduced payment loan:

NPV = 26:2%� 50g + 73:8 � 80g = 72:14g
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Social NPV

Modi�cations may not make sense for investors

But they may well make sense for society.

And it would make sense for us to spend money!

The Social NPV of a modi�ed loan may exceed that of a
foreclosure.
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A Proposal to Help Distressed Homeowners: A
Government Payment-Sharing Plan

Chris Foote, Je� Fuhrer and Paul Willen (Boston Fed) and
Eileen Mauskopf (Board of Governors).
A government payment-sharing arrangement that works with
the homeowner's existing mortgage:

1 A loan or...
2 A grant.

Homeowners who participate must provide evidence that
Home equity position is negative,
Have su�ered a job loss or other income disruption.

Payment is temporary.
Requires only minimal assistance from servicer.
Cost: $ 25 billion.
Which is rounding error, these days.
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The political economy of foreclosure prevention

Who gains?
Buyers vs. renters.
Zero down vs. high down payment.
Investors in ABS, MBS, CDOs
Job losers vs. job keepers.

Who loses?
Taxpayers...

But if the economy recovers more quickly...

We can prevent foreclosures!
The problem is fairness.

A person smokes in bed...
Do �re�ghters let the house burn down.
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Dealing with REO

Most foreclosures will not be prevented.
Whether this is 50%
or 95%

We have a lot of foreclosures to deal with!

Focus brie
y on REO
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Figure: Flows into and out of REOcrfigs 0909 01
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REO in MA

Figure: REO outstanding in 3/2008 from foreclosures
1/1/2006-6/31/2007.
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The slide you've all been waiting for...

The end.
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