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1.28.08 WORKING PAPER DRAFT
THE EFFECT OF BANKRUPTCY STRIP-DOWN ON MORTGAGE INTEREST RATES:
SUMMARY OF INITIAL FINDINGS
ADAM J. LEVITIN †
JOSHUA GOODMAN ‡
Executive Summary
This paper summarizes the initial findings of our study on the effect of
bankruptcy strip-down and modification on principal home residence mortgage
rates. Using data from the 1980s and 1990s, we explore whether mortgage interest
rates and origination rates changed as a result of federal judicial rulings on
residential mortgage strip-down—the bifurcation of an undersecured mortgage
lender’s claim into a secured claim for the value of the collateral property and a
general unsecured claim for the deficiency.
Our initial results suggest that permitting strip-down has no effect on
origination rates and increases mortgage interest rates by only 10-15 basis points,
though the latter result is statistically distinguishable from zero only in some
specifications. We do, however, find some evidence that allowing strip-down has a
larger impact on interest rates in states where Chapter 13 filing is more common.
These findings are consistent with current pricing in the primary and secondary
mortgage and private mortgage insurance markets, and suggest that permitting
bankruptcy modification of mortgages would have no or little impact on mortgage
interest rates.
* * * * *
Bankruptcy and Mortgages
The United States bankruptcy system excels at resolving financial distress
caused when consumers find themselves overburdened with debt. Although the
process can be a painful one, bankruptcy allows creditors an orderly forum to sort
out their share of losses and to return the debtor to productivity. Thus for the past
thirty years, bankruptcy has been the social safety net for the middle class. The
bankruptcy system, however, is incapable of handling the current home mortgage
crisis because of the special protection it gives to most residential mortgage claims.
Debtors in Chapter 13 repayment plan bankruptcies are able to modify
almost all types of debts, which means they can change interest rates, amortization,
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and term of loans. 1 They can also “strip down” debts secured by collateral to the
value of the collateral. 2 Strip-down is the most drastic type of modification because
it affects the principal amount of the creditor’s claim, not just the interest.
Debtors can modify mortgages on vacation homes, investor properties, and
multifamily residences in which the owner occupies a unit. 3 The Bankruptcy Code,
however, forbids the modification of mortgage loans secured solely by the debtor’s
principal residence. 4 Such mortgage loans must be paid off according to their
original terms or else the bankruptcy automatic stay will be lifted and the
mortgagee can foreclose on the property. As a result, if a debtor’s financial distress
stems from a home mortgage, bankruptcy is unable to help the debtor retain her
home, and foreclosure will occur.
Everybody losses in foreclosure. Lenders are estimated to lose 40% - 50% of
their investment in a foreclosure situation, 5 and debtors lose their homes, which
disrupts families and communities. Foreclosures depress housing prices throughout
11 U.S.C. § 1322(b)(2).
11 U.S.C. § 506.
3 E.g., In re Scarborough, 461 F.3d 406, 413 (3d Cir. 2006) (permitting strip-down on two unit
property in which the debtor resided); Chase Manhattan Mortg. Corp. v. Thompson (In re
Thompson), 77 Fed. Appx. 57, 58 (2d Cir. 2003) (permitting strip-down on three unit property in
which the debtor resided); Lomas Mortg., Inc. v. Louis, 82 F.3d 1 (1st Cir. 1996) (permitting stripdown on three unit property in which the debtor resided); First Nationwide Mortg Corp. v. Kinney
(In re Kinney), 2000 U.S. Dist. LEXIS 22313, 11-13 (D. Conn. 2000) (permitting modification of a twounit property in which the debtor resided); Ford Consumer Fin Co. v. Maddaloni (In re Maddaloni),
225 B.R. 277, 278 (D. Conn. 1998); In re Stivender, 301 B.R. 498, 500 (Bankr. S.D. Ohio 2003) (noting
same); Enewally v. Wash. Mut. Bank. (In re Enewally), 276 B.R. 643, 652 (Bankr. C.D. Ca. 2002),
rev’d in part on other grounds, 2002 U.S. Dist. LEXIS 28113 (C.D. Ca. 2002), upheld on other grounds,
368 F.3d 1165, 1172 (9th Cir. 2004) (mortgage on rental property that is not the debtor’s residence
may be modified); In re Kimball, 247 B.R. 35 (Bankr. W.D. N.Y 2000); In re Del Valle, 186 B.R. 347,
348-50 (Bankr. D. Conn. 1995) (permitting modification of two-unit property, where the debtor lived
on one unit and rented the other); Adebanjo v. Dime Sav. Bank, FSB (In re Adebanjo), 165 B.R. 98,
100 (Bankr. D. Conn. 1994) (permitting bifurcation on three-unit property containing the debtor’s
residence); In re McGregor, 172 B.R. 718, 721 (Bankr. D. Mass. 1994) (permitting modification of a
mortgage of a four-unit apartment building in which the debtor resided); In re Spano, 161 Bankr.
880, 887 (Bankr. D. Conn. 1993); Zablonski v. Sears Mortgage Corp. (In re Zablonski), 153 Bankr.
604, 606 (Bankr. D. Mass. 1993) (mortgage encumbering a two family home was not protected from
modification); In re McVay, 150 Bankr. 254, 256-57 (Bankr. D.Or. 1993) (a mortgage encumbering a
bed and breakfast, which was the debtor's principal residence but which had "inherent income
producing potential," was not protected from modification).
4 11 U.S.C. § 1322(b)(2). Section 1322(b)(2) provides that a plan of reorganization may not
“modify the rights of holders of secured claims, other than a claim secured only by a security interest
in real property that is the debtor’s principal residence…” Since 2005, section 101(13A) of the
Bankruptcy Code has defined “debtor’s principal residence” as “a residential structure, including
incidental property, without regard to whether that structure is attached to real property
and…includes an individual condominium or cooperative unit, a mobile or manufactured home or
trailer.” 11 U.S.C. § 101(13A). State law, however, still determines what is “real property.”
5
Comments of Treasury Secretary Henry Paulson, Ask the White House, at
http://www.whitehouse.gov/ask/20071207.html. Because many mortgages are held by securitization
trusts, the losses to holders of trust securities will vary by tranche.
1
2
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entire neighborhoods, hurt local businesses, erode state and local government taxes
base, impose significant costs on local governments, and foster crime. 6 Foreclosures
also have a racially disparate impact because African-Americans invest a higher
share of their wealth in their homes and are also more likely than financially
similar whites to have subprime loans. 7
The policy presumption behind bankruptcy’s special protection for home
mortgage lenders is that it enables them to offer lower interest rates and thus
encourages home ownership. As Justice Stevens noted:
At first blush it seems somewhat strange that the Bankruptcy Code
should provide less protection to an individual’s interest in retaining
possession of his or her home than to other assets. The anomaly is,
however, explained by the legislative history indicating that favorable
treatment of residential mortgagees was intended to encourage the
flow of capital into the home lending market. 8
Thus, the policy special treatment of principal home mortgages in bankruptcy is
based on an economic assumption.
Testing the Economic Assumption Behind the Bankruptcy Code’s AntiModification Provision
Fortunately, the economic assumption behind the Bankruptcy Code’s antimodification provision can be tested empirically. After the effective date of the
See, e.g., Dan Immergluck & Geoff Smith, The External Costs of Foreclosure: The Impact of
Single-Family Mortgage Foreclosures on Property Values, 17 HOUSING POLICY DEBATE 57 (2006); Dan
Immergluck & Geoff Smith, The Impact of Single-Family Mortgage Foreclosures on Neighborhood
Crime, 21 HOUSING STUDIES, 851 (2006); Mark Duda & William C. Apgar, Mortgage Foreclosures in
Atlanta: Patterns and Policy Issues, A Report Prepared for NeighborWorks America, December 15,
2005,
at
www.nw.org/Network/neighborworksprogs/foreclosuresolutions/documents/foreclosure1205.pdf;
William C. Apgar & Mark Duda, Collateral Damage: The Municipal Impact of Today’s Mortgage
Foreclosure
Boom,
May
11,
2005,
at
http://www.995hope.org/content/pdf/Apgar_Duda_Study_Short_Version.pdf; William C. Apgar et al.,
The Municipal Cost of Foreclosures: A Chicago Case Study, Feb. 27, 2005, Homeownership
Preservation Foundation Housing Finance Policy Research Paper Number 2005-1, at
www.995hope.org/content/pdf/Apgar_Duda_Study_Full_Version.pdf; Amy Ellen Schwartz et al., Does
Federally Subsidized Rental Housing Depress Neighborhood Property Values?, NYU Law School Law
and Economics Research Paper No. 05-04; NYU Law School, Public Law Research Paper No. 05-02
(Mar. 2005).
7 MELVIN L. OLIVER & THOMAS M. SHAPIRO, BLACK WEALTH, WHITE WEALTH: A NEW
PERSPECTIVE ON RACIAL INEQUALITY 66 (2006) (housing equity accounted for 62.5% of all black assets
in 1988, but only 43.3% of white assets, even though black homeownership rates were 43% and white
homeownership rates were 65%).
8 Nobelman v. Am. Sav. Bank, 508 U.S. 324 (1993) (Stevens, J., concurring). For discussion
of the policy debate see Grubbs v. Houston First Am. Sav. Assoc., 730 F.2d 236, 246 (5th Cir. 1984)
(citing Hearings Before the Subcommittee on Improvements of the Judicial Machinery of the Senate
Committee on the Judiciary, 95th Cong., 1st Sess. (1977) (pp. 652-53 (Wiese), 703, 707, 714-15
(discouragement of savings and loan associations making home loans), 719-21 (Kulik, National
Association of Real Estate Investment Trusts)).
6
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Bankruptcy Code in 1979, but prior to the Supreme Court’s Nobelman decision in
1993, 9 federal judicial districts varied as to whether they granted home mortgage
lenders protection against “strip-down”—the reduction of the mortgage lender’s
secured claim from the amount outstanding on the loan to the value of the home. 10
This variation between districts in the timing and results of their decisions allowed
us to isolate the effects of allowing strip-down on home mortgage interest rates.
Figure 1 shows the fraction of states subject to various categories of stripdown rulings, starting in January 1988. At that point, very few courts had issued
published rulings on the principal residence mortgage strip-down issue, so that
nearly all states are categorized as “no ruling”. Over the next few years, roughly
half the states became subject to judicial rulings allowing strip-down, while less
than one-fifth were subject to rulings forbidding strip-down. Some states had
multiple, conflicting rulings among federal judicial districts. 11 These are labeled
“mixture”. The Nobelman decision, marked by a vertical line, then forbade stripdown in all states.
Figure 1. Published Strip-Down Rulings by Percentage of States

508 U.S. 324.
Strip-down is synonymous with “lien-stripping” and “cramdown”. Because cramdown has a
distinct meaning in the context of chapter 11 bankruptcies, we use the term strip-down.
11
States contain between one and four federal judicial districts. We have treated the District
of Columbia as equivalent to a state. Our data set does not cover Puerto Rico or other Unites States
territories.
9

10
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To quantify the effects of these rulings on the mortgage market, we used data
from the Monthly Interest Rate Survey conducted by the Federal Housing Finance
Board, which “asks a sample of mortgage lenders to report the terms and conditions
on all single-family, fully amortized, purchase-money, nonfarm loans that they close
during the last five business days of the month.” 12 We constructed five outcomes
based on the set of loans reported within each state and month cell: the 20th
percentile interest rate, the median interest rate, the 80th percentile interest rate,
the number of loans reported, and the total dollar value of those loans. Each data
point is thus constructed on the state-month level.
We used the period 1988-1995, which thus exploits both the lower court
rulings with differential timing and the Nobelman ruling that impacts all states
simultaneously. We regressed the outcomes on state fixed effects, which control for
any factors constant within a state over the period studied, and month fixed effects,
which control for any factors constant across the country within a given month.
This guarantees that our results are driven neither by correlation between stripdown rulings and country-wide factors (i.e., if strip-down rulings tended to occur
during recessions) nor by correlation between strip-down rulings and states’ fixed
characteristics (i.e., if states allowing strip-down always had unusually high
interest rates). In particular, state fixed effects controls for legal variation among
states, such as the availability of deficiency judgments and non-judicial foreclosure.
The driving variation is represented by a variable “strip-down,” which takes a
value of 0 for each state in a given month subject to a court ruling forbidding stripdown and 1 for each state in a given month subject to a court ruling allowing stripdown. For states in months prior to any court rulings on strip-down, we tested
three separate possibilities. First, we omitted such cases from the data as missing,
which involves the least potential measurement error. Second, we ran regressions
assuming that in states and months without rulings, strip-down was forbidden.
Third, we assumed that in such cases, strip-down was allowed.
We believe the first assumption to be the most accurate. We interviewed
several long-serving or retired bankruptcy judges around the country, all of whom
told us that actual practice varied considerably among districts in the absence of
published opinions. Accordingly, it is not sound to assume any particular practice
in the absence of a published opinion. Nevertheless, our most reliable results turn
out to be reassuringly robust to the choice of assumption made.
All regressions discussed below include the state and month fixed effects
mentioned above, as well as state-month unemployment rates to control for
contemporaneous economic conditions. Inclusion of this control has little effect on
our point estimates, suggesting that the effect we measure is not due to a
correlation with state-level economic conditions.
We computed standard
heteroskedasiticty robust standard errors, and clustered by state to allow for
Federal
Housing
Finance
http://www.fhfb.gov/Default.aspx?Page=8.
12

Board,

Monthly

Interest
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arbitrary correlations in the error term, such as within-state serial correlation that
is likely present.
Table 1a shows the results from such regressions. The top panel relates
outcomes to the contemporaneous state of the law, while the bottom panel relates
outcomes to the law six months prior. Columns (1)-(3) contain the effective interest
rate outcomes. Most important are the results from column (2), the median
effective interest rate observed.
In each column within each subpanel there are four numbers. The topmost
number, the point estimate, is the coefficient of our regression. It represents our
best estimate of the actual effect being measured. The second number, listed in
parentheses, is the standard error.
The standard error, multiplied by
approximately two and added and subtracted from the point estimate provides a
range—the confidence interval—of two standard deviations from the point estimate
in which we can be 95% certain that the true regression coefficient lies.
Some of the standard errors feature one or two asterisks. The asterisks
represent whether the confidence interval includes zero. One asterisk means we
are 90% certain that the confidence interval does not include zero (marginal
statistical significance), while two asterisks means we are 95% certain (statistical
significance) that zero is not within the range of possible coefficients. When the
standard error does not have an asterisk, it means we are less than 90% certain
that the confidence interval does not include zero. The third number, N, is the
number of observations upon which we conducted our regression analysis, and the
fourth number, R2, is the proportion of variability in our data that is explained by
our model, with 1.0 being 100%.
The top panel of Table 1a suggests that the effect of allowing strip-down is to
raise the median interest rate, regressed in column (2), by 11 basis points, though
the effect is only marginally significant and only in one specification. The bottom
panel’s results are somewhat more precise, suggesting that 6 months after stripdown is allowed, the median interest rate is 15 basis points higher, again with
marginal statistical significance. Columns (4) and (5) show no consistent or
statistically significant pattern, suggesting that strip-down has no obvious effect on
the quantities transacted in the mortgage market.

© Adam J. Levitin & Joshua Goodman, 2008.
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Table 1a. Effects of Permitting Bankruptcy Strip-Down on Mortgage
Interest Rates and Originations

Table 1b collapses the monthly data into annual data and uses annual statelevel bankruptcy filing volumes as outcomes. Neither the contemporaneous nor the
lagged version of the strip-down variable seems to have any impact on the number
of (non-business) bankruptcy filers, the number of (non-business) Chapter 13 filers,
nor the proportion of filers who file under Chapter 13. Taken as a whole, Tables 1a

© Adam J. Levitin & Joshua Goodman, 2008.
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and 1b suggest that allowing strip-down has a small (10-15 basis point) impact on
interest rates, but no impact on the volume of mortgage transactions nor on the
propensity of people to file for bankruptcy.
Table 1b.
Filings

Effects of Permitting Bankruptcy Strip-Down on Bankruptcy

Table 2a runs the same regressions as in Table 1a, but with an extra term,
the interaction between the strip-down variable and the state’s proportion of

© Adam J. Levitin & Joshua Goodman, 2008.
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bankruptcy filers filing under Chapter 13 in 1988. The idea here is to test whether
strip-down rulings have a bigger impact in states where more people tend to file
under Chapter 13. Table 2a suggests that this is in fact true. The coefficient on the
interaction term in column (2) of the top panel is positive and significant, implying
that every 10 percentage point rise in the proportion of filers using Chapter 13 leads
to a 17 basis point higher impact of allowing strip-down. In future work, we hope to
explore this heterogeneity in more detail, as it may provide further insight into the
role that strip-down and bankruptcy risks have in determining interest rates.
Table 2b similarly replicates Table 1b, and again shows little evidence that
strip-down affects bankruptcy filing rates (if anything, strip-down is associated with
lower filing rates, a somewhat counterintuitive result).

© Adam J. Levitin & Joshua Goodman, 2008.
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Table 2a. Effect of Permitting Bankruptcy Strip-Down on Mortgage
Interest Rates and Originations (interacted with Chapter 13 proportion)

© Adam J. Levitin & Joshua Goodman, 2008.
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Table 2b. Effects of Permitting Bankruptcy Strip-Down on Bankruptcy
Filings (interacted with Chapter 13 proportion)

© Adam J. Levitin & Joshua Goodman, 2008.
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Market Observational and Empirical Confirmations of Our Findings
The results of our historical analysis of the impact of strip-down conform to
present market observational measures: current mortgage interest rates variation
by property type, current private mortgage insurance premiums, and Freddie
Mac/Fannie Mae delivery fee premium spread by property type.
(1) Mortgage Interest Rate Variation by Property Type
Section 1322(b)(2) prevents modification only on mortgages secured solely by
real property that is the debtor’s principal residence. This means that mortgages on
second or vacation homes, on multifamily properties, and on rental or investor
properties may currently be modified (including strip down). 13
Using on-line rate quote generators we tested current mortgage pricing on six
types of properties: owner-occupied single-family principal residences; single-family
second homes; owner-occupied two-family residences; owner-occupied three-family
residences; owner-occupied four-family residences; and investor properties—to see if
it reflected variations in bankruptcy modification risk. 14 We obtained the quotes
from four major mortgage lenders: eLoan, IndyMac, JPMorgan Chase, and
Wachovia. These lenders were selected because their on-line quote generators did
not require disclosure our personal information. The quotes were generated
between January 17, 2008 and January 27, 2008.
Using the on-line quote generators, we tested 530 mortgage rate quotes from
in eleven states. Our quotes divided into two subsamples. First we took a
standardized sampling of 288 quotes in three states: California, Massachusetts,
and Pennsylvania. We chose Massachusetts and Pennsylvania because of the
clarity of the law in those states, which are located in the jurisdictions of the United
States Courts of Appeals for the First and Third Circuits, respectively. There is
unambiguous circuit level law in both the First and Third Circuits permitting the
strip-down of mortgages on all multi-unit residences. 15 We included California both
because it is the largest single state mortgage market and because it has been hit
particularly hard by the mortgage crisis.
For this three-state sample we obtained 288 quotes for 30-year fixed-rate,
first-lien purchase money mortgages, the most common traditional mortgage
product. We tested assuming a loan-to-value (LTV) ratio of 80%, representing a
20% down payment. Half of the quotes obtained were for loan amounts within the
GSE conforming limits, and half were for non-conforming “jumbos.” The conforming
quotes were for loan amounts based on the average mortgage loan amount in the
state. The quotes for the jumbos were for loan amounts slightly higher than the

13
14

brokers.

See supra note 3.
The reliability of on-line quotes was confirmed in interviews with veteran mortgage

15

In re Scarborough, 461 F.3d 406, 413 (3d Cir. 2006); Lomas Mortg., Inc. v. Louis, 82 F.3d 1
(1st Cir. 1996).
© Adam J. Levitin & Joshua Goodman, 2008.
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conforming limit for a 3-family residence. 16 For each of the six types of residences
we recorded the quoted interest rate, points, and APR for the lowest APR quotation.
For IndyMac and eLoan, we obtained a full set of quotes for each of three
different credit scores: 760, 660, and 560, representing prime, Alt-A, and subprime
borrowers respectively. For JPMorgan Chase and Wachovia, we were not able to
test for specific credit scores and have assumed that the single set of quotes
generated are for prime borrowers, based on rate comparisons with IndyMac and
eLoan. 17 Accordingly, in each state we tested thirty-six quotes for IndyMac and
eLoan and twelve for JPMorgan Chase and Wachovia, for a total of 96 quotes per
state and 288 quotes total. Table 3 provides an illustrative example of the data. It
shows the rate quotes generated by IndyMac on January 27, 2008 for conforming
mortgages in California with 20% down.
As a cross-check on our ability to extrapolate from 30-year fixed-rate, firstlien purchase money mortgage rate quotes in California, Massachusetts, and
Pennsylvania, we also tested an additional non-scientific sample of 242 quotes from
those three states as well as from eight additional states: Illinois, Florida,
Maryland, Michigan, Missouri, Ohio, Nevada, and Texas. In this sample we tested
at a variety of credit scores, ranging from 540 to 760, a range of LTV ratios from
90% to 70%, a variety of property values, as well as other mortgage products, such
as 15-year fixed mortgages, 2/1 and 5/1 LIBOR ARMs, and interest-only mortgages.

By testing just above the conforming limit for 3-family residences, all of our 4-family
residence quotes ended up being for conforming properties because of the higher conforming loan
limit for 4-family residences. We tested just above the 3-family limit out of concern that the loan
amount necessary for a 4-family jumbo might be so large as to distort our results for single- and twofamily properties. Since there is no difference in legal treatment of three-family and four-family
residences, we do not believe that the absence of four-family jumbos from our sampling is significant.
17
JPMorgan Chase permits specification of credit by characterization (excellent, good, fair,
etc.), but not by score. We used “excellent” as our assumption.
16
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Table 3. IndyMac Mortgage Interest Rate Quotes on January 27, 2008
Single
Family
Primary
Residence
State of Property

2 Family
Primary
Residence

3 Family
Primary
Residence

4 Family
Primary
Residence

Vacation
Home or
Second
Home

Investor
or Rental
Property

CA

CA

CA

CA

CA

CA

IndyMac

IndyMac

IndyMac

IndyMac

IndyMac

IndyMac

Credit Score

560

560

560

560

560

560

Conforming?

Y

Y

Y

Y

Y

Y

Property Value

$400,000.00

$400,000.00

$400,000.00

$400,000.00

$400,000.00

$400,000.00

Loan Amount

$320,000.00

$320,000.00

$320,000.00

$320,000.00

$320,000.00

$320,000.00

30-Fixed

30-Fixed

30-Fixed

30-Fixed

30-Fixed

30-Fixed

Interest Rate

7.250%

7.250%

7.250%

7.250%

7.250%

8.250%

Points

0.858%

0.858%

0.858%

0.808%

0.858%

0.711%

APR

7.414%

7.414%

7.414%

7.383%

7.414%

8.408%

3 Family
Primary
Residence

4 Family
Primary
Residence

Lender

Loan Term

Single
Family
Primary
Residence
State of Property

2 Family
Primary
Residence

Vacation
Home or
Second
Home

Investor
or Rental
Property

CA

CA

CA

CA

CA

CA

IndyMac

IndyMac

IndyMac

IndyMac

IndyMac

IndyMac

Credit Score

660

660

660

660

660

660

Conforming?

Y

Y

Y

Y

Y

Y

Property Value

$400,000.00

$400,000.00

$400,000.00

$400,000.00

$400,000.00

$400,000.00

Loan Amount

$320,000.00

$320,000.00

$320,000.00

$320,000.00

$320,000.00

$320,000.00

30-Fixed

30-Fixed

30-Fixed

30-Fixed

30-Fixed

30-Fixed

Interest Rate

5.750%

5.750%

5.750%

5.750%

5.750%

6.750%

Points

0.868%

0.868%

0.868%

0.868%

0.868%

1.045%

5.900%
Single
Family
Primary
Residence

5.900%

5.900%

5.900%

6.928%

3 Family
Primary
Residence

4 Family
Primary
Residence

5.900%
Vacation
Home or
Second
Home

Lender

Loan Term

APR

State of Property

2 Family
Primary
Residence

Investor
or Rental
Property

CA

CA

CA

CA

CA

CA

IndyMac

IndyMac

IndyMac

IndyMac

IndyMac

IndyMac

Credit Score

760

760

760

760

760

760

Conforming?

Y

Y

Y

Y

Y

Y

Property Value

$400,000.00

$400,000.00

$400,000.00

$400,000.00

$400,000.00

$400,000.00

Loan Amount

$320,000.00

$320,000.00

$320,000.00

$320,000.00

$320,000.00

$320,000.00

30-Fixed

30-Fixed

30-Fixed

30-Fixed

30-Fixed

30-Fixed

Interest Rate

5.375%

5.375%

5.375%

5.375%

5.375%

6.500%

Points

1.545%

1.545%

1.545%

1.545%

1.545%

0.771%

APR

5.585%

5.585%

5.585%

5.585%

5.585%

6.648%

Lender

Loan Term
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The samplings produced three general rate quote patterns that did not vary
by either state or mortgage product type. First, for all conforming mortgage loans
with 20% down payments from eLoan, IndyMac, and Wachovia, there was no
difference within each credit score between the quotes offered for single-family
primary residences, vacation homes, or any multi-family unit in which one unit is
owner occupied. Interest rates, points, and APRs were identical for these property
types, despite the variation in bankruptcy modification risk. Uniformly, however,
investor properties had higher interest rates and points. Because investor
properties share the same bankruptcy modification risk as vacation homes and
multifamily residences, the mortgage rate premium on investor properties cannot
be attributed to bankruptcy modification risk.18
Chase rate quotes for conforming 20% down mortgages presented a variation
on this pattern. Single-family principal residences, vacation homes, and four-family
residences had identical quotes, but two- and three-family residences were priced
around 25 basis points higher, and 30-year fixed quotes were unavailable for
investor properties. With all four lenders, single-family primary residences, which
are not modifiable in bankruptcy, were priced the same as vacation homes and at
least one of the multi-family residences, which are modifiable in bankruptcy.
When we reduced the down payment to 10% on conforming mortgages, a
slightly different pattern emerged. First, rate quotes were not always available
with subprime credit scores (560 and 540). Second, for prime and Alt-A credit
scores, there were four tiers of pricing by property type. Single-family principal
residences and two-family owner-occupied properties were priced identically.
Vacation homes also had the same interest rates and points, but APRs were about
10 basis points higher because of additional private mortgage insurance premiums.
Investor properties and three- and four-family owner-occupied residences had
significantly higher APRs (around 150 and 250 basis points respectively).
Again, Chase rate quotes were different. At 10% down, rate quotes were still
unavailable for investor properties for 30-year fixed mortgages. Rates for vacation
home mortgages were actually slightly lower (5 basis points) than for single-family
principal residences. Notably, interest rates and points for two-family residences
were the same as for single-family principal residences, but APRs were higher, by
38 basis points. The source of the APR variation was unclear.
When we tested jumbos, Wachovia followed its price pattern for conforming
loans at 80% LTV, and did not differentiate among property types except for
investor properties. At 90% LTV, investor property quotes were unavailable, and
It is not surprising that vacation homes have the same rates as single-family principal
residences. Vacation homes reputedly have lower default rates because typically only well-heeled
buyers purchase them. They do not have tenant risks such as vacancy, non-payment, or damage,
and they are typically well-maintained because of the pride of ownership factor.
Multifamily residences in which the owner resides carry the same tenant risks as investor
properties. We do not have default rate data on multifamily residences, but owner residency likely
reduces default risk and ensures reasonable property maintenance.
18
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the interest rate and points were the same for all other property types. The APR,
however, was lower for single-family properties at 90% LTV ratio, though, because
of the higher closing costs for the other property types due to items such as higher
appraisal fees.
For Chase, jumbo quotes were only available at 80% LTV. For single-family
principal residences the quotes were identical to those for two-family residences.
Vacation homes were quoted slightly higher, and three- and four-family and
investor property quotes were unavailable from Chase for jumbos.
IndyMac and eLoan had a different pattern for jumbos. First, quotes were
simply unavailable for subprime credit scores with 10% or 20% down payments, and
for some Alt-A products. We were only able to generate quotes when we
significantly increased down payments. Second, a three-tier rate spread emerged
for prime borrowers depending on property type. Single-family principal residences
were priced the lowest. Vacation homes and two-family properties were priced with
slightly higher interest rates, but lower points, and APRs (the unit price) that were
approximately 8-12 basis points higher. 19 Finally we were unable to obtain rate
quotes for jumbo mortgages on three- or four-family properties or investor
properties with 20% down or less. As with the subprime and Alt-A mortgages, we
were able to get quotes when we decreased the LTV ratio.
The major insight from these rate quotes is that current mortgage rates
evince an indifference to bankruptcy modification risk, at least among conforming
loans. Regardless of the LTV ratio, there was no difference among conforming loans
between the rates for single-family owner-occupied properties, which cannot
currently be modified in bankruptcy, and those for two-family owner-occupied
properties, which may currently be modified. This means that the rate differences
that emerge at 90% LTV ratios between single and two-family owner occupied
residences and other property types are not attributable to bankruptcy modification
risk.
For both conforming and jumbo products, the higher interest rates for threeand four-family properties and investor properties are a function of risks other than
bankruptcy modification. Mortgages on three- and four-family residences may carry
higher prices at low LTV ratios because of higher default rates given the difficulties
in managing income-producing properties for amateur landlords and the extremely
limited foreclosure sale market for these properties outside of a few urban areas. 20
Likewise, the higher interest rates and points required on investor properties at all
LTV ratios are explained by higher default rates on investor properties, the greater
likelihood of investor properties being non-recourse, and the more limited secondary
market for investor property mortgages. Investor properties have inherently
greater default risk in part because an investor has the additional rent or mortgage
expense that an owner-occupier does not. Investor properties also carry a variety of
19
20

On $500,000 30-year 6% fixed mortgage, this translates into an additional $3.00-$3.59.
Chase’s outlier pricing for four-family conforming loans is puzzling in this regard.
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tenant risks—vacancy, non-payment, and damage. Because investor properties
mortgages are often financed through rental payments, tenant risk adds to the
default risk.
GSE conforming mortgages have the same bankruptcy modification risk as
jumbos. Therefore, it seems unlikely that the small difference in the APR between
single-family and two-family owner-occupied properties for some lenders’ jumbo
mortgages relate to bankruptcy modification risk. We suspect it is a function of the
significantly smaller secondary market for jumbos, particularly for two-family
owner-occupied properties.
While there is variation in rate quote patterns among the four lenders
surveyed, all four lenders provided identical quotes for single-family owner-occupied
properties, which cannot be modified in bankruptcy and certain types of multifamily properties, all of which can be modified in bankruptcy. This indicates that
current mortgage pricing variations by property type do not reflect bankruptcy
modification risk. It appears that current mortgage rate pricing strongly indicates
that mortgage lending markets are indifferent to bankruptcy modification risk, a
conclusion confirmed by private mortgage insurance pricing.
(2) Private Mortgage Insurance Rate Premiums
Private mortgage insurance is required for all mortgages on which there is
less than 20% down payment. The borrower pays the PMI premiums, but the
lender is the insurance payee. Private mortgage insurers stand in the mortgage
lender’s shoes and assume all the risks that the mortgage lender bears, with three
exceptions: PMI policies typically have exclusions for strip-down, fraud, and special
hazards, such as earthquakes and floods. 21

Andrew Lipton & Shiv Rao, Valuing Lender-Paid Mortgage Insurance in MBS and ABS
Transactions, Moody’s Investor Service Special Report, Feb. 9, 2001, available at
http://www.natlaw.com/seminar/doc34.pdf, at 5. Professor Mark Scarberry has observed that lenders
are uniquely vulnerable because of the private mortgage insurance (PMI) exclusion. Statement of
Mark S. Scarberry, Before the Senate Committee on the Judiciary Hearing on “The Looming
Foreclosure Crisis: How To Help Families Save Their Homes,” December 5, 2007. But some private
mortgage insurers do not exclude bankruptcy strip down from their master policies. See, e.g., Radian
Insurance Corp., Master Policy, at http://www.radian.biz/pdf/master_policy.pd, at 16; State of New
York’s
Mortgage
Agency’s
Mortgage
Insurance
Fund’s
Master
Policy,
at
http://nyhomes.org/docs/pmigenc3pol.pdf, at 28. Thus lack of PMI coverage for strip down from
major private mortgage insurers seems to be attributable to lack of lender demand, as indicated in
the lender’s own pricing.
Even when there is an exclusion for bankruptcy strip down, however, the exclusion applies
not just to currently non-modifiable mortgages, but to all types of mortgages, and a lender can never
be sure that what is an owner-occupied principal residence at the time a mortgage loan is made will
be so in the future (and PMI coverage always excludes fraud). Thus, lenders have been assuming the
risk of strip-down all along and not relying on PMI. Prospectively, though, if strip down risk grows,
it is reasonable to expect markets to adjust, as lenders will demand modification coverage from PM
insurers or find equivalent coverage through swap and derivative products.
21
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PMI rates include additional premiums for investor properties, above what is
charged for single-family principal residences. 22 Because PMI covers the same risks
that the lender assumes when there is a down payment of 20% or more, we can
compare the additional PMI premium on investor properties with the additional
interest rate premium charged on investor property mortgages. 23 In other words,
by subtracting the additional PMI premium on investor properties relative to
single-family owner-occupied properties, from the additional interest rate charged
on investor properties relative to single-family owner-occupied properties, we can
isolate the amount of the additional interest rate that covers the PMI exclusions of
bankruptcy modification, special hazard, and fraud.
The typical interest rate spread between investor properties and singlefamily primary residences is 38 basis points. 24 There is also a 38 basis point spread
in the PMI rates for investor properties and single-family primary residences
charged by leading private mortgage insurers such as AIG United Guaranty,
Genworth Mortgage Insurance Company, and the Mortgage Guaranty Insurance
Corporation. 25
Because the additional PMI premium, which does not cover bankruptcy
modification losses, is the same as the additional interest rate premium, it appears
that mortgage lenders, who bear the cost of bankruptcy modification, view
bankruptcy modification risk as negligible and do not factor it into their pricing.
(3) Freddie Mac and Fannie Mae Delivery Fee Variation by Property Type
The indifference of the market to bankruptcy modification risk in mortgage
pricing is also apparent from the delivery fees charged by Freddie Mac and Fannie
Mae, the two largest purchasers of home mortgages on the secondary market.
Freddie Mac and Fannie Mae charge a delivery fee, essentially a discount rate, on
the mortgages they purchase from originators. The discount rate varies by the
characteristics of the mortgage product, such as property type, LTV ratio, and the
borrower’s credit score.
Notably, Freddie and Fannie have additional discount fees for investor
properties and some multi-family residences, but not for vacation homes or for

PMI also typically includes a premium of 14 basis points for second homes, which is not
tracked by mortgage pricing. Because most second home purchasers put down at least 20% of the
purchase price, they are not required to have PMI coverage. Therefore, the additional PMI premium
for second homes likely reflects the smaller (and riskier) coverage pool of second home buyers who do
not put down at least 20% of the purchase price.
23
Lender PMI coverage requirements are required to terminate when the loan-to-value ratio
reaches 78%. 12 U.S.C. §§ 4901(18), 4902(b).
24 Kittle, supra note 37, at 3. See also Table 3.
25 AIG United Guaranty, Rates, at https://www.ugcorp.com/rates/Monthly.pdf; Genworth
Financial, Genworth Mortgage Insurance Company, National Rate Plans, Standard Annual
Premium, at http://mortgageinsurance.genworth.com/pdfs/Rates/NationalRates.pdf; MGIC National
Rate Card, January 2008, at http://www.mgic.com/pdfs/71-6704_Natl_rates_jan08.pdf.
22
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certain multi-family residences configurations. 26 The absence of a risk premium on
all properties that can currently be modified in bankruptcy indicates that Freddie
and Fannie are not pricing for bankruptcy modification risk. This evidence
conforms to the pricing in the mortgage origination market. Given that a
significant percentage of mortgage originations are sold into a secondary market 27
and that GSEs are the largest players in the secondary market, Freddie and Fannie
pricing shapes mortgage origination pricing, so it is not surprising to see parallel
pricing indifference. All current observational evidence indicates that the mortgage
lending market is indifferent to bankruptcy modification risk. 28
Explaining Market Indifference to Bankruptcy Strip Down: Evidence from
the 2001 Consumer Bankruptcy Project
The market’s indifference to bankruptcy modification risk may be explained
by the small likelihood and magnitude of the risk relative to all the other factors
that determine mortgage interest rates. This is shown by an analysis of the
mortgage claims in the 2001 Consumer Bankruptcy Project database. The 2001
CBP database is, an extensive multi-district database collected during the 2001
mini-recession. 29
2001 CBP data provides us with an estimate of the impact on lenders of
allowing bankruptcy strip down on all mortgages. Strip-down is only one type of
possible modification, but it is the most drastic because it affects the treatment of
the principal of the mortgage claim, as well as the interest. The Bankruptcy Code
provides very different protections for secured and unsecured claims in Chapter 13.
Secured claims are entitled to receive at least the value of their claims under a plan,
unless the debtor surrenders the property or the lender consents to alternative
treatment. 30 Unsecured Chapter 13 claims are entitled only to receive only as much
as they would have received in a chapter 7 liquidation, which is frequently
nothing. 31

Freddie
Mac,
Post-Delivery
Fees,
Exhibit
19
(Dec.
21,
2007),
at
http://www.freddiemac.com/singlefamily/pdf/ex19.pdf; Fannie Mae, Loan Level Price Adjustment
(LLPA) Matrix (Dec. 7, 2007), at https://www.efanniemae.com/sf/refmaterials/llpa/pdf/llpamatrix.pdf.
27 It is estimated that 75 percent of outstanding first-lien residential mortgages are held by
securitization trusts, and that two-thirds are in GSE MBS. Credit Suisse, Mortgage Liquidity du
Jour: Underestimated No More, Mar. 12, 2007, at 28. Freddie and Fannie MBS comprise over 44%
of residential first-lien mortgage debt outstanding. Id.
28 Likewise, there has been no problem securitizing mortgage debts that are modifiable, such
as family farm mortgages, vacation home, multiunit, and investor properties. Indeed, the largest
securitization market is in bankruptcy-modifiable, non-mortgage debts, such as credit cards and car
loans. See Federal Reserve Statistical Release G.19.
29
The 2001 CBP has data from the Central District of California, the Eastern District of
Pennsylvania, the Middle District of Tennessee, the Northern District of Illinois, and the Northern
District of Texas.
30 11 U.S.C. § 1325(a)(5).
31 11 U.S.C. § 1325(a)(4).
26
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Strip down bifurcates a mortgage lender’s bankruptcy claim into a secured
claim for the value of the collateral and an unsecured claim for the deficiency.
Because the unsecured claim is frequently of negligible value, strip down has a
much more dramatic effect on a mortgage lender than other types of modification,
such as extending the term of the loan, changing its amortization schedule, or
changing its interest rates. Indeed, the requirement that plan pay at least the
present value of a secured claim lender severely limits non-strip down
modifications, and the Supreme Court has set a floor for modified interest rates of
secured creditors in Chapter 13 of the prime rate, subject to various adjustments. 32
This means that by examining historical data on potential strip downs we are
examining the worst-case scenario for lenders.
Only a small percentage of mortgages ever end up in bankruptcy. There is no
data on the exact percentage, but if we use foreclosure rates as a guideline, it seems
safe to estimate that less than 1% of all first-lien mortgages end up in bankruptcy.
Since at least 1993, foreclosure rates have hovered around 1% of all outstanding
mortgages. 33 Many mortgage delinquent homeowners never file for bankruptcy,
however, although some do file before foreclosure proceedings commence. Of the
mortgages that end up in bankruptcy, many will not end up in Chapter 13.
Extrapolating from the 2001 CBP database, we can estimate that of the mortgages
that end up in bankruptcy, 75% will end up in Chapter 13. We are cautious about
this particular extrapolation from the 2001 CBP database, however, because the
database was drawn from five federal judicial districts, and there is tremendous
variation by district in the percentage of non-business bankruptcy filings that are
Chapter 13. 34
Within the limited universe of mortgages that end up in Chapter 13, the 2001
CBP is more instructive. The 2001 CBP database has information on 1095
mortgage claims in Chapter 13 cases.
Of these claims, under 18% were
undersecured, around 4% were fully secured, and approximately 78% were
Till v. SCS Credit Corp., 541 U.S. 465, 479 (2004). There is reason to believe that the
prime rate would not be the relevant interest rate benchmark for mortgages. Till dealt with a
subprime auto loan with a 21% contract rates of interest. As the prime rate has frequently been
above the rate of 30-year fixed mortgages, using the prime rate as a floor could result in an
inequitable windfall for creditors. See Federal Reserve Statistical Release H.15. Arguably for a
mortgage loan, the appropriate base line would be either the average 30-year fixed rate mortgage
rate or the 10-year Treasury bond rate. H.R. 3609 would resolve this problem by amending section
1325(a)(5)(B)(ii) to permit “interest accruing after the date of the order for relief under this chapter
at an annual percentage rate calculated at a fixed annual percentage rate, in an amount equal to the
then most recently published annual yield on conventional mortgages published by the Board of
Governors of the Federal Reserve System, as of the applicable time set forth in the rules of the
Board, plus a reasonable premium for risk.”
33
Mortgage Bankers Association, National Delinquency Survey.
34
See, e.g., Teresa Sullivan et al., The Persistence of Local Legal Culture: Twenty Years of
Evidence from the Federal Bankruptcy Courts, 17 HARV. J. L. & PUB. POL’Y 801-865 (1994); Gordon
Bermant et al., Thoughts on the “Local Legal Culture”, 21 FEB. AM. BANKR. INST. J. 24 (2004);
Chrystin Ondersma, “Testing the Power of Local Legal Culture: The Bankruptcy Experiment,”
working paper, Dec. 22, 2007 (on file with authors).
32
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oversecured. The undersecured claims were undersecured by an average of
$9,143.93, but the median undersecured Chapter 13 claim was undersecured by
only $$6,216.50. On average, undersecured claims were undersecured by only 10%
of the total claim amount. In contrast, the average oversecured claim was
oversecured by an equity cushion of $46,965.61, or by an average of 71% of the claim
amount. The median oversecured claim was oversecured by $57,000.00. Looking at
all Chapter 13 mortgage claims, the average claim was oversecured by $35,051.76,
which was 50% of the average claim amount.
Table 4. Mortgage Claim Amount to Property Value by Bankruptcy
Chapter
Chapter 7

Undersecured
Fully Secured
Oversecured

Chapter 13

10.86%
3.06%
86.07%

Total

17.72%
4.20%
78.08%

16.02%
3.92%
80.06%

Source: 2001 Consumer Bankruptcy Project Database

Table 5. Mortgages in Chapter 13 (2001 CBP)
Undersecured

Oversecured

Fully Secured

194

855

46

1095

Average

$79,542.55

$113,204.91

$64,568.15

$105,197.80

Std. Error

$3,439.08

$2,558.61

$4,178.84

$2,146.12

Median

$71,500.00

$95,000.00

$59,500.00

$90,000.00

Average

$88,686.48

$66,239.30

$64,568.15

$70,146.04

Std. Error

$3,597.32

$1,935.58

$4,178.84

$1,669.13

Median
Market Value
Minus Claim
Amount

$77,792.00

$57,000.00

$59,500.00

$61,471.00

Average

-$9,143.93

$46,965.61

$0.00

$35,051.76

Std. Error

$675.51

$1,976.76

$0.00

$1,691.40

Median

-$6,216.50

$26,000.00

$0.00

$14,750.00

-10.31%

70.90%

0.00%

49.97%

Number

All

Market Value

Claim Amount

Average
Difference
Between Market
Value and Claim
Amount as a
Percentage of
Claim Amount

Source: 2001 Consumer Bankruptcy Project Database
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Table 6. Mortgages in Chapter 7 (2001 CBP)
Undersecured

Oversecured

Fully Secured

39

309

11

359

Market Value
Average

$77,487.23

$120,892.80

$76,681.82

$114,822.78

Std. Error

$8,131.90

$4,328.75

$13,130.51

$3,927.07

Median

$75,000.00

$74,000.00

$98,500.00

$94,000.00

Claim Amount
Average

$94,392.23

$71,025.62

$76,681.82

$73,737.36

Std. Error

$9,538.97

$3,151.32

$13,130.51

$2,949.33

Median
Market Value
Minus Claim
Amount
Average

$82,000.00

$74,000.00

$63,000.00

$65,183.00

-$16,905.00

$49,867.18

$0.00

$41,085.42

Std. Error

$3,278.71

$3,273.85

$0.00

$3,067.77

Median

-$9,884.00

$0.00

$30,844.00

$24,000.00

-17.91%

70.21%

0.00%

55.72%

Number

Average
Difference
Between Market
Value and Claim
Amount as a
Percentage of
Claim Amount

Source: 2001 Consumer Bankruptcy Project Database

© Adam J. Levitin & Joshua Goodman, 2008.

All

1.28.08 WORKING PAPER DRAFT

23

Table 7. Mortgages in Chapters 7 and 13 Combined (2001 CBP)
Undersecured

Oversecured

233

1164

57

1454

Average

$79,198.53

$115,245.77

$66,905.88

$107,574.26

Std. Error

$3,163.49

$2,204.15

$4,204.05

$1,887.24

Median

$72,000.00

$95,000.00

$60,000.00

$90,000.00

Average

$89,641.52

$67,509.90

$66,905.88

$71,032.76

Std. Error

$3,387.86

$1,650.08

$4,204.05

$1,452.77

Median
Market Value
Minus Claim
Amount
Average

$80,000.00

$58,220.50

$60,000.00

$62,356.00

-$10,443.00

$47,735.87

$0.00

$36,541.50

Std. Error

$804.34

$1,691.92

$0.00

$1,483.02

Median

-$6,500.00

$26,479.50

$0.00

$16,582.50

-11.65%

70.71%

0.00%

51.44%

Number

Fully Secured

All

Market Value

Claim Amount

Average
Difference
Between Market
Value and Claim
Amount as a
Percentage of
Claim Amount

Source: 2001 Consumer Bankruptcy Project Database

If section 1322(b)(2) were amended to allow modification of all mortgages,
only undersecured mortgage claims in Chapter 13 cases, a very small subset of all
mortgages, could be stripped down. Therefore, even if we make the overly
conservative assumption that there will no recoveries on the undersecured portion
of the claim, lenders’ losses on undersecured mortgages if strip-down were allowed
would be limited to 10% of their claim. These are losses a lender would almost
assuredly incur in a foreclosure situation and are far less than the 40%-50% of loan
value lenders are estimated to typically lose in foreclosure.
In other words, even without the Bankruptcy Code’s anti-modification
provision, 35 mortgage lenders have not historically been exposed to substantial
losses, even in the most radical scenario of strip down. This explains, then, why
mortgage markets have shown no sensitivity to bankruptcy modification risk. Strip
down is a risk of very small probability and magnitude. Strip down losses, relative

35

11 U.S.C. § 1322(b)(2).
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to the size of the mortgage market, are just too inconsequential for lenders and are
not specifically figured into pricing models. 36
Evaluating the Mortgage Bankers Association’s Modification Impact Claim
The Mortgage Bankers Association (MBA) has claimed that permitting
modification of mortgages in bankruptcy will result in an effective 200 basis point
increase in interest rates on single-family owner-occupied properties (“principal
residences”). 37 The MBA figure is derived from a comparison of the current interest
rate spread between mortgages on single-family principal residences and on
investor properties. 38 It includes not only the current additional interest rate
premium for investor properties of 37.5 basis points, but also amortizes the higher
down payments and points generally required on investor properties in order to
achieve the 200 basis point figure. 39 More recent MBA press releases have claimed
only an increase of 150 basis points, without explaining the 50 basis point decline
from the 200 basis point figure featured in Congressional testimony. 40 The MBA
figure is based on an assumption that the entire spread between principal residence
and investor property mortgage interest rates is due to lack of modification
protection on investor properties.
Our research on current mortgage interest rate spreads among different
property types disproves the MBA’s claim. The MBA’s calculation is based on
Although the 2001 CBP data was collected during a recession, relative to the current
market, it likely presents lower figures for both the percentage of undersecured loans and the
amount by which they are undersecured. But we would still need to assume that the amount by
which claims are undersecured relative to total claim amount has increased more than four to five
times in order for lender losses in strip down to outweigh lender losses of 40-50% of investment value
in foreclosure. Many of the undersecured loans today will be the 80-10-10s and 80-15-5s, structured
so as to allow buyers to purchase homes with low down payments and not purchase private mortgage
insurance to protect the lenders from losses. It is unclear why lenders who forewent insurance
protection against defaults should gain greater protection in bankruptcy. Going forward, the 2001
CBP data is likely a reasonable predictor of lender losses after the resolution of the current mortgage
crisis.
It is, of course, possible that there will also be a larger percentage of mortgages ending up in
Chapter 13, but early empirical evidence on the impact of the 2005 BAPCPA indicates that it has
had only a de minimis effect of channeling debtors into Chapter 13. See Executive Office of the
United States Trustee, Report to Congress: Impact of the Utilization of Internal Revenue Service
Standards for Determining Expenses on Debtors and the Court, July 2007. In any event Chapter 13
filing rates varied tremendously by district historically and have continued to do so post-BAPCPA.
See supra note
37 Statement of David G. Kittle, CMB, Chairman-Elect, Mortgage Bankers Association,
Before the Subcommittee on Commercial and Administrative Law, Committee on Judiciary, United
Stated House of Representatives, Oct. 30, 2007, Hearing on “Straightening Out the Mortgage Mess:
How Can We Protect Home Ownership and Provide Relief to Consumers in Financial Distress? –
Part II,” at http://judiciary.house.gov/media/pdfs/Kittle071030.pdf, at 3.
38 Id.
39
Id.
40 Mortgage Bankers Association, Press Release, MBA’s “Stop the Cram Down Resource
Center”
Puts
a
Price
Tag
on
Bankruptcy
Reform,
Jan.
15,
2008,
at
http://www.mortgagebankers.org/NewsandMedia/PressCenter/59343.htm.
36
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looking selectively at the effective interest rate spread between investment
properties and single-family principal residences. But mortgages on investor
properties are not the only type of property that can currently be modified in
bankruptcy. Mortgages on vacation homes and on multifamily residences in which
the owner occupies one unit can also be modified currently. As noted above,
conforming mortgages on vacation homes and multifamily properties are currently
priced the same as single-family principal residences. Only investor property
mortgages are priced higher. This pattern is confirmed by PMI rates and
Fannie/Freddie delivery fees. This means higher interest rates on investor
properties must be attributed to non-bankruptcy risk factors entailed in lending
against an investor property. 41
The MBA figure is thus the result of a cherry-picked comparison. 42 Likewise,
if our historical experiment provides a reasonable basis for extrapolating to the
current market, and we believe it provides general parameters, then there is a zero
percent chance that the MBA’s statistic is correct. All empirical and market
observational data indicates that that MBA’s claim of an effective 150-200 basis
point increase from allowing strip-down is groundless. The empirical evidence
indicates that there is unlikely to be anything more than a de minimis effect on
interest rates as a result of permitting bankruptcy modification.
A Caveat About the Policy Implications of Our Study
Empirical work is frequently misinterpreted in policy debates, and we wish to
express a pair of important caveats about the interpretation of our findings. First,
our study affirmatively does not find that there will be any specific increase in
mortgage interest rates if strip-down is permitted, as legislation pending in the
House and Senate propose. The historical section of our study finds that strip-down
results in a range of possible outcomes on interest rates with point estimates in the
range of a 5-15 basis point increase, although the possibility that strip-down has no
effect on interest rates cannot be rejected in some of our specifications. The
overwhelming thrust of the historical analysis, however, is that the effect of
permitting strip-down on mortgage interest rates, although most likely positive,

See supra at 16 for a discussion of factors impacting investor property mortgage rates.
Additionally, the MBA’s amortization of the higher down payments typically required on
investor properties is debatable. Lenders bear no risk on down payments, unlike on interest
payments. Down payments receive different tax treatment than interest payments for borrowers.
And down payments create equity in a house, unlike interest. By amortizing down payments—
turning them into interest dollar for dollar adjusted for present value— the MBA is equating two
very different types of payments that should not be treated as dollar for dollar equivalents.
Regardless, even if the MBA were correct is correct that higher down payments and/or points
will be required and that it will be harder to make high LTV loans, this is not necessarily a bad
thing, as it might compel more prudent lending practices and would inherently protect lenders from
ending up with undersecured loans that could be stripped down by creating an instant equity
cushion.
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would be small—nothing near the range suggested by the Mortgage Bankers
Association.
Our historical findings must also be reconciled with our section on current
mortgage rate pricing, which suggests that markets are indifferent to bankruptcy
modification risk. There may well have been changes in the mortgage lending
market, such as improved credit-scoring, that would make it easier for lenders to
screen out or price for riskier borrowers than they could in the late 1980s and early
1990s. If so, then the current market observational data might well be a better
predictive guide. Based on the two sections of our study, our overall conclusion is
limited to stating that permitting strip-down would likely have no or little effect
overall on mortgage interest rates.
Second, to the extent our findings are used as a guide for predicting the
impact of pending legislation, it is important to note that pending legislation is
likely to have a more limited impact on prospective mortgage interest rates than
the ranges our study predicts because the pending legislation would permit stripdown only of existing mortgages. Likewise, the pending legislation includes a
variety of limitations on modification, including means testing, that would diminish
the likely impact on mortgage interest rates relative to our findings by further
limiting the possible universe of mortgages that can be modified.
Conclusion
Based on our initial study, there is no empirical evidence that supports a
conclusion that permitting either strip-down or other forms of modification of
principal home mortgage loans in bankruptcy would have more than a minor impact
on mortgage interest rates or on home ownership rates. As there is significant
evidence that mortgage interest rate markets are indifferent to bankruptcy
modification risk, we conclude that permitting strip-down would have no or little
effect overall on mortgage interest rates.
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