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ABSTRACT:

This paper asks which theories of mortgage default are quantitatively consistent with
observations in the United States during 2002-2010. Theoretical models are
simulated for the observed time-series of aggregate house prices. Their predictions
are then compared to actual default rates on prime fixed-rate mortgages. An out-of-
sample test discriminates between estimated reduced forms of the two most
prominent theories. The test reveals that the double-trigger hypothesis attributing
mortgage default to the joint occurrence of negative equity and a life event like
unemployment outperforms a frictionless option-theoretic default model. Based on
this finding a structural partial-equilibrium model with liquidity constraints and
idiosyncratic unemployment shocks is presented to provide micro-foundations for the
double-trigger hypothesis. In this model borrowers with negative equity are more
likely to default when they are unemployed and have low liquid wealth. The model
explains most of the observed strong rise in mortgage default rates. A policy
implication of the model is that subsidizing homeowners can mitigate a mortgage
crisis at a lower cost than bailing out lenders.
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