
Underwriting

R
ecession-inspired defaults are 
defying underwriting logic.

Compliments of the worst 
housing collapse since the 
Great Depression, millions 

of Americans have found themselves with 
upside-down mortgages. Rather than pay, 
some — particularly prime consumers —  
are simply walking away from their homes. 
Although “strategic defaulters,” as these 

consumers are called, are punished with 
lower credit scores and eventual foreclosures, 
a number of industry players are nervous 
about the implications for credit risk.

“Lenders are hugely concerned about this,” 
says Susan Kulakowski, a former Fitch  
Ratings director, who presented on this  
issue at a recent conference.

The concern stems from confusion. With 
prime consumers intentionally defaulting, 

how should underwriters react? The  
answer is ambiguous at best, since  
predicting who will walk away from a 
mortgage is like spotting a lone Where’s 
Waldo on the Great Wall of China.

“Until times get complicated, you don’t know 
who has the good character or doesn’t,” 
says Jim Nelson, director of credit risk at the 
Risk Management Association. 

What Lies Beneath
Strategic Defaulters Leave Creditors, 

Servicers Flummoxed
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Underwriting

For now, the phenomenon seems contained, 
says Zingales, adding the greater risk is social 
contagion. Translation: Consumers who 
know someone who walked away from a 
mortgage are more likely to follow suit, and 
the greater the frequency, the more home 
equity takes a hit. “The risk where this 
becomes a massive phenomenon is quite 
severe,” he says.

But ultimately, unemployment rates and 
the value of homes determine the problem’s 
intensity. Mortgage expert Kulakowski 
maintains that few consumers walk away 
from their homes unless they become  
unemployed.  “Employment is key,” she says. 
Plus, she believes the number of strategic 
defaulters is rather nominal considering the  
pervasiveness of underwater homes.   
Kulakowski says consumers will continue to 
pay on underwater homes for “all kinds” of 
reasons, including everything from  
remaining in good school districts to 
proximity to one’s job. “Fundamentally, 
mortgagors are pretty honest, upright 
people,” she says. “They recognize [a loan] 
as a financial obligation.”

If house prices remain stable, “the  
phenomenon can be contained,” adds  
Zingales, noting that lenders are  
underwriting carefully and the market most 
likely already bottomed out.

Indeed, a June study indicates that  
strategic defaults may have peaked. Based 
on data from 25 million active consumer 
credit files, Experian-Oliver Wyman Market 
Intelligence Report showed that mortgage 

delinquencies declined for two consecutive 
quarters in the first half of 2009, from 2008’s 
fourth quarter data. However, the report 
said it would need to analyze data for the 
second half of 2009 to confirm the possible 
climax.  Regardless, the report shows the 
intensity of the problem is state-specific.  

Take San Antonio Federal Credit Union, 
for instance. The credit union lends only in 
Texas, which has fared OK throughout the 
recession. Strategic defaults are more of a 
backburner issue, says Chuck Smith, senior 
vice president of lending.  But even if they 
started to pick up, SAFCU would treat them 
just like any other foreclosure.

“A foreclosure is a foreclosure,” says Smith. “It’s 
very hard to prove why you had a foreclosure. 
It is all in the mind of the beholder.”

SAFCU is not alone. State Farm Bank takes 
the same underwriting approach with  
strategic defaulters as with any other 
defaulters, says Dick Luedke, spokesman. 
Wells Fargo & Co., meanwhile, says it can’t 
discuss guidelines publicly, but is 
 “continuously evaluating [its] risk- 
management strategies and underwriting 
guidelines to adapt to changing market 
conditions,” said Spokesman Tom Goyda. 

A SOLUTION?

Though the future of the strategic default 
trends seems contained, the legacy of the 
past is not yet resolved.
“This sort of requires a clever idea to get out 
of this that is cost e!ective,” Zingales says. 
Zingales suggests that lenders o!er  
borrowers who live in regions with high 
ratios of homes underwater the ability to 
almost automatically renegotiate their 
loans to match the current value of their 
houses. In return, borrowers must cede 
50% in future appreciation of their homes. 
“If you did this for future mortgages, you 
sort of reduce the risk of strategic default,” 
Zingales says.

There is no current method of “identifying 
character,” says Luigi Zingales, a strategic 
default researcher and professor of  
entrepreneurship and finance at the  
University of Chicago. 

Besides, it’s tough to classify defaults as 
strategic. Take an individual who works  
two jobs to pay o! a mortgage and then 
quits one of them when his mortgage is  
underwater. “Is this strategic or not? This is 
sort of ambiguous,” Zingales says.

But in cases of obvious strategic defaulters, 
Nelson says such credits may “not be worth 
the risk” of carrying them on bank balance 
sheets for two years.

CRACKING THE WHIP

Certainly, industry players are trying to 
toughen up on consumers who fall into 
these gray areas. Take mortgage giant  
Fannie Mae, which last June decided to lock 
out strategic defaulters from future Federal 
Housing Authority loans for seven years, 
rather than five, and plans to recoup losses 
with legal action, where permitted.  
Meanwhile, fellow mortgage titan Freddie  
Mac said in May that if the problem 
spreads, it would “need to factor this risk 
more prominently into [its] credit policies 
and prices.” Plus, there’s a bill in Congress 
that would ban consumers that strategically 
default from participating in any FHA 
housing program to finance a new home, 
among other things. The bill, HR 5072, 
passed in the House and was awaiting  
consideration in the Senate as of early fall. 

Although the government-backed giants are 
taking strong vocal stances, it may be hard 
for them to follow through on punishment 
because strategic defaulters are hard to 
classify, says Wade Comeaux, president of 
servicer Fay Financial. Lenders’ best bet: 
Turning to the credit bureaus to see events 
like whether the consumer continues to 
pay a car loan or whether he had to move 
because of work, he says.

“ A FORECLOSURE IS A FORECLOSURE. IT’S VERY 

HARD TO PROVE WHY YOU HAD A FORECLOSURE. 

IT IS ALL IN THE MIND OF THE BEHOLDER.”

—  Chuck Smith, Senior VP of Lending,  San Antonio Federal Credit Union 

“ UNTIL TIMES GET COMPLICATED, YOU 

DON’T KNOW WHO HAS THE GOOD 

CHARACTER OR DOESN’T.”

—  Jim Nelson, Director of Credit Risk, Risk Management Association 
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