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The Federal Housing Finance Agency (FHFA) prohibits Fannie Mae and Freddie Mac (the 

government-sponsored enterprises, or GSEs) from unilaterally reducing the principal 

balance of loans that they guarantee, known as principal reduction. When director Ed 

DeMarco established the prohibition, he was concerned that reducing principal would 

cost the GSEs too much, not only in setting up the systems required to implement it, but 

also—and to him more important—in encouraging borrowers to default in order to 

receive the benefit. DeMarco’s position generated significant controversy, as advocates 

viewed principal reduction as a critical tool for reducing borrower distress and pointed 

out that the program the Obama administration had put forward to provide the relief 

had largely eliminated the cost to the GSEs, including the moral hazard.1 We believe that 

at the time the advocates had the better side of the argument.  

The FHFA is now revisiting that prohibition, though in a very different economic environment than 

the one faced by Director DeMarco. Home prices are up 35.4 percent since the trough in 2011, adding 

$5 trillion in home equity and reducing the number of underwater homeowners from a peak of 25 

percent to 10 percent. This means that far fewer borrowers would likely benefit under a GSE principal 

reduction program today. 

H O U S I N G  F I N A N C E  P O L I C Y  C E N T E R  

Principal Reduction and the GSEs  
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Identifying the Relevant Population 

To assess how many GSE borrowers would likely benefit from a principal reduction program, we must 

begin by anticipating the likely scope of the program. Though it’s hard to know for sure, we assume that 

the FHFA would apply at least the following requirements: 

 Borrowers must be delinquent on their loan as of the time the program is announced. There is 

little economic reason to reduce the principal on loans that borrowers have shown they are 

able to pay. And, the FHFA will presumably not allow those who go into default after the 

program’s announcement to participate, to avoid encouraging borrowers who are able to pay to 

go into default just for the principal reduction.  

 Borrowers must owe more on their home than it is worth. If they owe less, then they could sell 

their home to ease their debt burden, making the significant cost of principal reduction 

unnecessary.  

 The property for which the borrower has taken out the loan must be owner-occupied. The 

FHFA is likely to follow the lead of previous policymakers and decide not to reduce the debt 

burden of investors.  

 The GSEs will only provide principal reduction on loans where doing so is in their economic 

interest. Writing down principal at the expense of the GSEs likely runs counter to the FHFA’s 

perceived mandate as conservator.  

These limitations help us begin to size the impact of the most likely principal reduction program. 

Sizing the Impact 

As of August 2015, Fannie Mae had 287,000 seriously delinquent loans and Freddie Mac had 161,000, 

for a total of 448, 000 loans.
2
 This total is less than half the number of seriously delinquent loans at the 

end of 2011 (figure 1). Of the 448,000, 15.3 percent are underwater, and only 6.9 percent are at least 

15 percent underwater.
3
 We note the second figure because, under the HAMP Principal Reduction 

Alternative, participating servicers are only required to provide principal reduction on loans that are at 

least 15 percent underwater, although some have chosen to provide principal reduction on loans that 

are less underwater. Lastly, roughly 85 percent of the loans in both categories are owner-occupied.  

If we assume that the principal reduction program is available only to borrowers who are 

delinquent and underwater, and for owner-occupied homes, we estimate that 58,000 borrowers could 

be eligible. If the program were to require that borrowers be at least 15 percent underwater, the 

universe of eligible borrowers would drop to 26,000 (table 1). 

  



P R I N C I P A L  R E D U C T I O N  A N D  T H E  G S E S  3   
 

FIGURE 1 

Seriously Delinquent Loans Held by Fannie Mae and Freddie Mae 

TABLE 1 

Calculation of Loans Potentially Eligible for Principal Reduction 

Seriously delinquent (SDQ) loans 

Fannie Mae Freddie Mac Total 

287,372 160,826 448,198 

Underwater SDQ loans 

Share underwater Share 15% underwater Underwater 15% underwater 

15.29% 6.87% 68,529 30,791 

Owner-occupied underwater SDQ loans 

Share owner-occupied Underwater 15% underwater 

85% 58,250 26,173 

Number of loans likely to receive modification 

Modification rate  
(positive net-present-value * take up) Underwater 15% underwater 

40% 23,300 10,469 
25% 14,563 6,543 
15% 8,738 3,926 

Sources: SDQ data are from Enterprise 10-K Q2, 2015. Underwater SDQ and own-occupancy information is calculated from 

CoreLogic servicing data as of May 2015. CoreLogic house price index data are used to calculate month-to-month loan-to-value 

ratios. Modification take-up rates are calculated from Freddie Mac credit database as of May 2015 for underwater SDQ loans. 
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The universe of eligible borrowers would be reduced further as the GSEs apply a net-present-value 

(NPV) assessment to identify those loans for which it would be in their economic interest to provide 

principal reduction. And finally, not all borrowers who are eligible for the program will ultimately 

participate, so one must also factor in the take-up rate to get to an estimate of likely beneficiaries.  

Unfortunately, we do not have enough information to estimate either the percentage of loans for 

which principal reduction would be NPV positive or the likely take-up rate. However, we can estimate 

these figures when combined, using Freddie and Fannie databases released in support of their risk-

sharing initiatives. These databases allow us to calculate the share of loans that have been modified, 

which is determined by how many borrowers passed the NPV test and agreed to a modification. We 

then take that figure and apply it to the universe of borrowers in the delinquent, underwater, owner-

occupied pool that we identified in table 1, determining how many would likely receive principal 

reduction.
4
 

To do this, we first narrow the Freddie database to loans that went at least 90 days delinquent in 

2011–13, a universe of loans for which modification activity is largely complete.
5
 We then mark these 

loans to market as of the date they went 90 days delinquent, to determine which loans were 

underwater. From this universe of underwater, delinquent loans, we find that roughly 25 percent were 

modified (table 2). That is, 25 percent of borrowers were both NPV positive and agreed to accept a 

modification.  

TABLE 2 

Modification Rates by Origination Year 

Loans that went at least 90 days delinquent in 2011–13 

Origination 
year Underwater loans 

Share of underwater 
loans that were modified 

2000 68 24% 
2001 527 21% 
2002 1,086 24% 
2003 3,103 20% 
2004 6,134 24% 
2005 31,562 24% 
2006 47,726 25% 
2007 56,605 26% 
2008 23,458 28% 
2009 260 25% 
2010 24 8% 
2011 1 100% 
2012 1 100% 
2013 2 100% 

All 170,557 25% 

Sources: Freddie Mac loan-level data as of May 2015. State-level CoreLogic house price index data are used to calculate month-

to-month loan-to-value (MTMLTV) ratios.  

Note: MTMLTV is calculated as of the date a loan went 90 days delinquent. 
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Now we apply this rate to our principal reduction program. If we assume that the program applies 

to all underwater borrowers, then a 25 percent modification rate would mean that 14,563 borrowers 

would receive principal reduction. If we assume that the program is only available to those more than 

15 percent underwater, then the number falls to 6,543. Table 1 shows sensitivities at higher and lower 

modification rates.  

It is worth noting also that once the borrower receives a modification, success rates are quite high. 

For the 25 percent of 2011–13 underwater loans that received a modification, 65 percent are current.
6
 

For principal reduction modifications, this number could be even higher.  

Factors That Could Drive the Numbers Up or Down  

We are relatively confident that the FHFA would apply at least the requirements laid out above to any 

principal reduction program, and thus confident that our estimates capture the upper bound of possible 

eligibility. But the FHFA could add more requirements, reducing that eligible population. Several factors 

could also drive the modification rate of this eligible group up or down relative to rate that we’ve taken 

from existing programs. Principal reductions are likely to be NPV positive less frequently than other 

modification options, but the take-up rate may increase with the prospect of principal reduction, 

particularly if the FHFA were to somehow automate the program for those eligible or to transfer loan 

servicing to specialty servicers better equipped to get borrowers into and through the process. It is 

difficult to know how those differences would interact to affect the modification rate, though we would 

expect any variation to be modest.  

The modest number of borrowers likely impacted raises challenging questions of implementation. 

Many of the more than 1,000 GSE servicers will have only a few borrowers eligible for help. Yet, 

providing that help will require each servicer to set up new and costly processes in order to determine 

who is eligible and then help those who are eligible through the program. This mismatch of cost and 

benefit will likely lead some servicers to choose not to implement principal reduction at all and others to 

do the bare minimum.  

The FHFA could do one of several things to address the challenge. It could provide significant 

incentives to the servicers to participate, as is done in HAMP; it could require borrowers to “opt into” 

the program, reducing the servicer’s burden of assessing eligibility to those more likely to be eligible and 

interested; or it could transfer those loans most likely to be eligible a special servicer, for which the 

larger number of eligible loans will make the program more economical to implement. Another factor is 

timing: the number of eligible borrowers will continue to decline as the market recovers, so the longer it 

takes to implement the program, the more modest and less economical the effort becomes. 

Conclusion 

Even with aggressive measures to improve take-up, the impact of any effort at principal reduction 

through the GSEs will likely be modest. The recovery of home prices has wiped out most of the 
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country’s negative equity, and with it the opportunity for the kind of large-scale impact that such a 

program could have had only a few years ago.  

Notes 

1. For more on the issue, see Treasury Secretary Geithner’s July 31, 2012, letter to Ed DeMarco, in which 
Geithner lays out the reasons for disagreeing with DeMarco’s position.  

2. See Q2, 2015 Freddie Mac and Fannie Mae 10-Qs for the Enterprises for more details. Serious delinquency is 
defined as 90 days delinquent or more. 

3. The distribution of underwater borrowers is calculated from CoreLogic Servicing database and CoreLogic 
house price index. 

4. While the risk-sharing databases only include fully documented, fully amortizing 30-year loans- not the full 
range of products that would presumably be eligible for principal reduction- we believe that this smaller 
universe is likely representative of the broader book.  

5. We chose this period to give servicers time to implement the modification process, without going so far back as 
to predate their modification programs. 

6. We define current as a borrower that has stayed in current status for the past 3 months or has prepaid. 
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