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Disclaimer

I am speaking today as a researcher and as a concerned citizen
not as a representative of:

The Boston Fed
or the Federal Reserve System

When I say \we", I don't mean Ben and me.
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Caveat

Everything I'm about to say could be wrong:
No one who cannot rejoice in the discovery of his
own mistakes deserves to be called a scholar.

{Donald Foster
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Some papers on mortgages...

1 \Why Don't Lenders Renegotiate More Home Mortgages? Redefaults, Self-Cures and
Securitization." NBER WP 15159. With Manuel Adelino and Kris Gerardi. July 2009.

2 \Subprime Outcomes: Risky mortgages, homeownership and foreclosure." With Kris
Gerardi and Adam Shapiro. December 2007.

3 \Reducing Foreclosures." With Chris Foote, Kris Gerardi and Lorenz Goette.NBER
Macro Annual2009, forthcoming.

4 \The Impact Of Deregulation And Financial Innovation On Consumers: The Case Of The
Mortgage Market." With Kristopher Gerardi and Harvey Rosen. Journal of Finance,
forthcoming.

5 \Subprime Mortgages, Foreclosures, and Urban Neighborhoods." With Kristopher Gerardi.
2009. The B.E. Journal of Economic Analysis & Policy9(3, Symposium): Article 12.

6 \Making sense of the subprime crisis." With Kris Gerardi, Andreas Lehnert and Shane
Sherlund. 2008. \Making Sense of the Subprime Crisis."Brookings Papers on Economic
Activity, Fall: 69{145.

7 \Just the Facts: An initial analysis of the subprime crisis." With Chris Foote, Kris Gerardi
and Lorenz Goette. 2008.Journal of Housing Economics, 17(4):291-305.

8 \Negative Equity and Foreclosure: Theory and evidence." With Chris Foote and Kris
Gerardi. 2008.Journal of Urban Economics, 64(2):234-245.
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Figure: Foreclosures and house prices in Mass., 1989-present. Source:
Boston Fed and The Warren Group.
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What causes foreclosure?

If the house is worth less than the balance on the mortgage,
you have \negative equity"
Negative equity is necessary for default to make sense

If house is worth more than outstanding balance on mortgage
Sell!
In fact, servicers will usually force you to sell.

But most people with negative equity don't default
IN 1991 in MA, we estimate that about 100,000 people had
negative equity
Over the next three years, only about 7 percent lost their
homes

Irrational?
No!

Negative equity is not su�cient for optimal default!
Even in a completely frictionless world.
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What do these two men have in common?

Eric Rosengren Ed McMahon
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Ed and Eric

Eric Rosengren Ed McMahon
Booming voice X X
Memorable laugh X X
Silver hair X X
Negative Equity in 1993 in 2008
Foreclosure No Yes

Why the di�erent outcome?
Di�erent stochastic discount factor
Ed values consumption today relative to future more than Eric
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Outlook

Figure: Foreclosures and house prices in Mass., 1989-present. Source:
Boston Fed and The Warren Group.
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Conventional wisdom

Story goes something like this:
Borrower lured in by \below-market teaser"
Can a�ord the payments
Reset hits
Payment \explodes"

Lender makes money on the higher rate but...
Delinquency

Not accurate picture.
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Teaser not much of a tease

Whole country
Subprime 2/28's, �rst lien.
Source: LP (Prepared by the BOG)

Initial 1-year
Margin

Fully Indexed Rate
rate prime arm at reset at origination

2004 7.3 3.9 6.1 11.3 7.9
2005 7.5 4.5 5.9 10.7 9.7
2006 8.5 5.5 6.1 10.9 11.4
2007 8.6 5.7 6.1 10.8 10.8

And even this overstates the total payment change because
there's typically a second lien with

FIXED RATE
10-year amortization
Much higher rate
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Subprime Business Model

Extract high fees

High interest rates prior to reset

Borrowers re�nances (or defaults) prior to reset.

NOT the same as credit cards.
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Do borrowers default at the reset?

Subprime 2/28s just in MA, CT and RI.
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\Subprime Outcomes"
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Did agency problems cause the subprime crisis?

From the top:
...by breaking the direct link between borrowers and
lenders, securitization led to an erosion of lending
standards, resulting in a market failure that fed the
housing boom and deepened the housing bust.
(Geithner and Summers, 6/15/2009)

Pseudo-technical term: \Originate-to-Distribute" model.
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A Brief History of \OTD"

\OTD" is not new. Link between borrower and lender broken
long ago.
\Mortgage Companies": stand-alone companies that originate
but don't hold mortgages.

The Mortgage Bankers Association was founded in 1909.
As far back as the 1950s, MCs accounted for 25 percent of
new originations
And much of the institutional framework existed:

\Originate"
\Service"

Mortgage Companies include
New Century
Option One
Countrywide
And many banks do much of their mortgage business through
mortgage company subs.
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The Growth of Mortgage Companies

Mortgage companies accounted for a non-trivial share of
originations in 1970.
And their share grew steadily over the 1970s.
And they held almost nothing on their books
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Savings and Loans

Figure: George Bailey and Old Man Potter.
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In the 1980s, S&L's became mortgage companies.
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The growth of \OTD"

Originators provided a decreasing share of the funds for
mortgage �nance.
Most \origination" was for the purpose of distribution in 1985.
By the 1990s, it was more than 2/3.
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When did the link break?

Only the phrase \Originate-to-Distribute" is new.
The investor changed over time:

1950: Life Insurance Company
1970: GNMA
1985: FNMA and FHLMC
2000: Private Label Security

But the link had been broken.
If you want to make the case that \Private Label
Securitization" was the problem

You need a much more subtle argument then that the
originator didn't take on any credit risk.
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The role of asymmetric information

Asymmetric info is at the heart of the case against OTD:
Moral Hazard: Originator has no incentive to screen.
Adverse Selection: Originator has private information about
the quality of the loan.

But standard models of asymmetric information do not say
If seller has private information, buyer gets screwed.

Because buyer KNOWS that seller has private information.
Price falls and volume of trade falls
But buyer gets exactly what he expects { rational expectations
condition.

For OTD to explain crisis, need to show that investors did not
realize that originator had private information

It is not enough to show that OTD lenders made \inferior
quality loans."
Must show that investors did not realize that loans were
\inferior quality."

Did investors make systematic mistakes?Willen (Boston Fed) Subprime September 11, 2009 22 / 37
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\Making Sense of the Subprime Crisis"

Brookings Papers on Economic Activity, Fall 2008: 69{145.

Lehman Brothers: \U.S. ABS Weekly Outlook," August 15,
2005.

\HEL Bond Pro�le Across HPA Scenarios"

# Name Scenario Loss Probability
(1) Aggressive 11% HPA over the life of the pool 1.4% 15%

(2) 8% HPA for life 3.2% 15%
(3) Base HPA slows to 5% by end-2005 5.6% 50%
(4) Pessimistic 0% HPA for the next 3 years 5% thereafter 11.1% 15%
(5) Meltdown -5% for the next 3 years, 5% thereafter 17.1% 5%

Actual HPA: -10% annualized from Q4, 2005 to Q4, 2008

Forecast losses as of 2/2009 in 2006-1 ABX from JPM:
23.44% (assuming -30% HPA in 2009!)
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Una�ordable payments?

\Una�ordable" payments are not the most important reason
people are defaulting

Much public policy based on the idea that relatively small
changes in DTI have big e�ects on foreclosure.
MHA subsidizes reducing payments from 38 to 31 percent of
income
No support for this in the data.
Borrowers default when DTI= 100% or 1000% or1 %.
Income mismeasurement means that we are overstating even
the small measured e�ect of 10 percentage point change in
DTI.
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Predicted Prime Defaults
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Why is renegotiation so rare?

Loan Renegotiation

Loan renegotiation is
Safe
Legal
and RARE!

We look at loans after they became 60 days delinquent:
Over the next year, only about 3 percent of the loans got
lowered payments.
97% of borrowers paid as much or more after they got into
trouble.

Broader de�nition of renegotiation shows more help...
Over the next year, only about 9 percent of the loans received
some form of modi�cations
But all these incremental \renegotiations" involved the same
or higher payments.
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Why so rare?

The leading explanation:

The complex webs that securitization weaves can be a
trap and leave no one, not even those who own the loans,
able e�ectively to save borrowers from foreclosure. With
the loan sliced and tranched into so many separate
interests, the di�erent claimants with their antagonistic
rights may �nd it di�cult to provide borrowers with the
necessary loan modi�cations, whether they want to or
not. In the tranche warfare of securitization, unnecessary
foreclosures are the collateral damage.

Kurt Eggert
in Housing Policy Debate

(2007)
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The role of securitization

Contrary to popular belief, this hasnothing to do with the
fact that many loans are securitized.
Unconditional percentages of mortgages that received a
modi�cation within 12 months of �rst 60-day delinquency:
Sample Size 66,541
Results stronger for broader de�nitions of renegotiations

Concessionary All Mods All Mods +
Mods Prepayments

Portfolio 3.2% 8.7% 14.7%
Private-label 2.6% 8.4% 15.5%
Marginal E�ect -0.3% 0.2% 0.9%

(z-stat) -1.69 0.58 1.95
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Why is renegotiation so rare?

\Common Sense" and Public Policy

\Common Sense" often contradicted by data and/or
economic theory.
Examples:

Protectionism
Central Planning

Common Sense: Loans with increasing payments are crazy
Data: Resets of adjustable rate mortgages played little or no
role in causing the crisis.

Common Sense: Renegotiation of mortgages should be
common

Economic theory: Moral hazard problem.
Data: Very little renegotiation

Common Sense: Dispersed ownership makes renegotiation
di�cult

Theory: Contracts can solve this problem.
Data: Dispersed ownership does not present a big problem

Willen (Boston Fed) Subprime September 11, 2009 30 / 37



Causes of foreclosure
\Why Don't Lenders Renegotiate More Home Mortgages?"

A Proposal
Outlook

Why is renegotiation so rare?

Why is renegotiation so rare?

Logic is that foreclosure costs lender a lot

Wouldn't a concession to borrower cost less
What's the risk of giving the borrower a chance?

Redefault risk: Renegotiate and borrower defaults anyway {
house price falls
Self-cure risk: Borrower repays with assistance. Lender wastes
money helping borrower who doesn't need it.
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From The Washington Post
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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.
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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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Outlook

Figure: Foreclosures and house prices in Mass., 1989-present. Source:
Boston Fed and The Warren Group.
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The slide you've all been waiting for...

The end.
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