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Studies Find “Strategic Defaults” on the Rise 
By: Carrie Bay  

The number of homeowners deciding to throw in the towel even though they can afford to pay 
their mortgage is growing, according to two new industry studies. Still-falling property values 
are pushing more homeowners underwater, and the social stigma attached to foreclosure is 
steadily eroding as delinquencies become almost commonplace – such factors are giving rise to 
so-called strategic defaults.

Researchers at the University of Chicago and Northwestern University found that the number 
of homeowners willing to default when the value of a mortgage exceeds the value of their house, 
even if they can afford to pay their mortgage, has dramatically increased compared to just a year 
ago. The percentage of foreclosures that were perceived to be strategic was 31 percent in March 
2010, compared to 22 percent in March 2009.

According to their study, one likely reason for this growing trend is the increasing perception 
that lenders are not going after borrowers who walk away. In March 2010, homeowners surveyed 
said there was just a 54 percent chance that a lender would pursue them if they default on their 
mortgage.

The results also indicate that the likelihood of strategic default increases by 23 percent when 
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homeowners learn that their neighbor 
with negative equity has received a 
partial loan for forgiveness. Additionally, 
strategic default increases by 29 percent if 
homeowners are able to find an alternate 
way to finance a new home.

“A key deterrent to strategic default is 
the fear of losing a good credit score,” 
said Luigi Zingales, a professor at the 
University of Chicago’s Booth School of 
Business, who conducted the study along 
with Paola Sapienza, a finance professor 
at Northwestern’s Kellogg School of 
Management. 

“Approximately 74 percent of 
homeowners in our survey believe it is 
very important to maintain good credit 
and this can be a factor in encouraging 
them not to walk away,” Zingales said.

A separate report from Morgan Stanley 
showed a similar elevation in the number 
of defaults made strategically, although 
the investment bank’s assessment is quite 
a bit lower than the one put forth by the 
academia researchers. 

Morgan Stanley’s study says that about 
12 percent of all mortgage defaults in 
February involved homeowners who 
could still afford to make payments 
but opted to renege on their mortgage 
contract anyway. The figure is up from 
the firm’s estimate of 4 percent who 
strategically defaulted in mid-2007.

According to Morgan Stanley’s analysis, 
the homeowners most likely to walk 
away are those with high credit scores 
and outstanding mortgage balances  
far above the current market value of 
their homes.

The magnitude of strategic defaults is 
reflected in the Obama administration’s 
new set of housing initiatives, one of 
which provides for principal write-downs 
when borrowers owe more than 115 
percent of their home’s current value.

The analysts at Morgan Stanley wrote that 
by focusing on principal reductions for 
borrowers who are severely underwater, 
the government’s mortgage programs 
could curb future strategic defaults.

Find more on the Blog and comment: 
http://joecurtis.posterous.com/are-
strategic-defaults-ok-studies-say-they-ar

Source: DSNews http://www.dsnews.
com/articles/studies-find-strategic-
defaults-are-on-rise-2010-05-03
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4.2 – Percent drop in number of CA 
homes in default through Q1 2010 		

                per DataQuick.

300,000 – Total number of 
HAMP permanent Loan 

Modifications through May.

3.5 – Percent discount on REO 
properties given to 1st time 
homebuyers by Fannie  

                               and Freddie.

2,355,147 – Number of Mortgages in 
the state of California that have negative 
equity (DS News)
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