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Policy Research Seminar

This project was undertaken by three students in The College of William
and Mary’s Thomas Jefferson Program for Public Policy graduate department. It
was part of a graduate class called Policy Research Seminar which students take
during the Fall semester of their second year. Students work in teams to
complete projects for external clients in order to apply the analytical tools they
developed during their first year. Completion of a PRS project indicates that a
student has successfully applied their academic skills to address a real-world
policy problem. This concept paper, whose client was the Urban Institute, is an

example of such a project.
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Executive Summary

During the Fall of 2009, the Thomas Jefferson Program in Public Policy
was commissioned by the Nonprofit Roundtable and the Urban Institute to
examine the impact of foreclosures in Northern Virginia on minority and
immigrant populations. The target area for the research project included Prince
William County, the City of Manassas, and the City of Manassas Park. Major
components of the project included design of a statewide regression model,

interviews with key stakeholders, and a targeted review of the literature.

After experiencing data challenges due to inaccessible individual level
data, the researchers adapted by reformulating the research question as follows:
Why are foreclosure rates in Prince William County, the City of Manassas, and
the City of Manassas Park high when compared to other parts of the Washington,
DC metro area? A statewide regression model indicated that foreclosure trends
in Prince William County, the City of Manassas, and the City of Manassas Park
reflected national trends: the probability of foreclosures increased among Black
and Hispanic populations. The statewide regression model was used to conduct
a quantitative analysis of foreclosures; the results show that there are positive
associations between foreclosures and the percentage of Hispanic and Black
populations. Notably, this is a very simple model with limited data, therefore
future researchers should consider including other relevant variables that were
not included in this model. Geographic Information Systems mapping (GIS)
indicated that foreclosures and subprime lending were disproportionately
located in regions of the target area where Black and Hispanic populations were
concentrated. A targeted review of the literature specifically examined the
connection between subprime mortgages and foreclosures, subprime mortgages
and minority populations, and foreclosures and minority populations. This

targeted review reinforced the magnitude of the foreclosure crisis; among other
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negative effects foreclosures are associated with decreased property values,
negative health implications and increased criminal activity. In addition,
foreclosures increase the fiscal strain on local governments due to a shrinking tax

base.

Multiple stakeholders indicated that the foreclosure crisis is displaying a
wave-like pattern. Further, some stakeholders indicated that a new wave of
foreclosures has begun. The first wave disproportionately affected minority
recipients of subprime loans. As the current wave gathers steam, the foreclosure
crisis is pinching middle-class families through the ripple effects of the current
economic crisis. In the policy recommendations section, the researchers suggest
that government leaders continue to address the first wave and prepare now to
mitigate the impact of the second wave. The following pages present
quantitative analysis, qualitative analysis, and policy recommendations designed
to provide a foundation for future research and to inform policymakers as they

continue to work to address the foreclosure crisis.
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Take Away Headlines

Waves are an analogy frequently used to describe the foreclosure crisis.
The first wave disproportionately affected minority and immigrant
populations, and recipients of subprime loans. The current foreclosure
wave is disproportionately affecting middle and upper income families
that are experiencing unemployment or underemployment as a result
of the economic downturn.

It is important for homeowners to seek assistance as early as possible
when facing mortgage payment challenges. This will increase the
likelihood of the homeowner remaining a homeowner.

Allocation of responsibility for the foreclosure crisis is a controversial
issue; however, in the long term, homeowner education should be
prioritized.

Long term strategies that will benefit home purchasers and relevant
stakeholders include allocating funds for ongoing research such as
homebuyer surveys and stakeholder surveys, and conducting clinical
experiments to examine the impact of financial literacy education on
foreclosure outcomes. By conducting ongoing research in this fashion,
stakeholders will be better equipped to deal with the current crisis and
effectively prepare to address future challenges.
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Methodology

The methodology section discusses the components of the targeted
literature review, and describes the quantitative and qualitative methods of

analysis used by the researchers.

Targeted Literature Review

In the first component of the analysis, the researchers conducted a survey
of the literature in order to lay a framework for the data analysis. As noted in the
executive summary, the purpose of the targeted literature review was to
determine whether the results of the quantitative research were consistent with
the existing literature. As indicated above, the research analyzed the connections
between subprime mortgages and foreclosures, subprime mortgages and

minority populations, and foreclosures and minority populations.

Quantitative Analysis

The second component of the analysis focused on quantitative analysis.
The quantitative analysis is comprised of two elements. First, the researchers
analyzed available data. As part of the data analysis, the researchers created
kernel density plots, designed data charts, and conducted a regression analysis.
For these sections the researchers used data from the Urban Institute’s analysis of
LPS Applied Analytics, formerly McDash Analytics, LLC (hereafter referred to as
the McDash data) with permission. The researchers also used publicly available
data from the 2000 U.S. Census (hereafter Census data), Home Mortgage
Disclosure Act data (hereafter HMDA data) and the U.S. Department of Housing
and Urban Development Neighborhood Stabilization Program (hereafter HUD
data). In the second element of the quantitative analysis, the researchers used
GIS mapping to locate and display the distribution of subprime lending,

foreclosures, and minority populations within the target area.
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Challenges encountered during the quantitative analysis included
mismatched years of data sets and mismatched geographic identifiers.
Regarding the years of the mismatched datasets, the McDash data spanned 2007-
2009 while the HMDA data spanned 2004-2006, and the Census data was
collected in 2000. Regarding mismatched geographic identifiers, the McDash
data were aggregated to the zip code level, while the HMDA and Census data
were both aggregated to the tract level. These two levels were not comparable,
as zip code boundaries in the target area do not match the boundaries of census
tracts. Ultimately, the researchers relied heavily on the census tract identifier

because census tracts are smaller and more comparable across neighborhoods.

Qualitative Analysis

The third component of the analysis consisted of stakeholder interviews.
Examples of stakeholders include housing counselors, legal service providers,
and non-profit agencies. The objective of these stakeholder interviews was to
gather qualitative information on localized trends in the foreclosure market
within the target area and to gain ground-level perspective on the impact of
foreclosures on communities and families within the target area. In order to
conduct these interviews the researchers designed interview templates. We
contacted twenty-one stakeholders and received responses from nine. During
the interviews the researchers followed leads with the stakeholders that arose
during the interview. Due to challenges in securing responses from key
stakeholders in the target area, some of the information presented, though

pertinent, came from stakeholders outside of the target area.
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Background

National Trends

According to data published by RealtyTrac, during the second quarter of
2009 the number of national foreclosures rose by 11% from the first quarter of
2009. If foreclosure filings continue to rise at this rate, there could be 2.3 million
foreclosures in the United States by the end of 2009.1 Fluctuations in the national
housing market have reduced homeownership rates among all racial and ethnic
groups. During 2008, 74.9% of Whites were homeowners, compared to 48.9% of
Hispanics, and 47.5% of Blacks.? The foreclosure crisis has impacted individuals
from every racial or ethnic group. The issue addressed by this paper is whether

the magnitude of the impact varies across racial groups.

Virginia Conditions

Virginia ranks 38t in the United States in highest number of subprime
mortgages.> Nationally, 11.7% of all mortgages are subprime, while in Virginia
the share is 8.8%.# The Northern Virginia region’s foreclosure rate is 2.7%, but
foreclosure rates in several Washington, DC metropolitan area counties exceed
this level. In June 2009, Prince George’s County, Maryland had the highest
foreclosure rate in the Washington, DC metropolitan area at 5.2%, followed by
Charles County, Virginia, at 3.9%, and Prince William County, Virginia, at 3.7%.5

Other counties leading Virginia in the number of foreclosures include Fairfax,

1 Foreclosure Real Estate Listings | RealtyTrac. Accessible at <http://www.realtytrac.com>.

2 Kochar, Rakesh, and Gonzalez-Barrera, Ana, with Dockterman, Daniel. Through Boom and Bust: Minorities, Immigrants
and Homeownership. Pew Hispanic Center. May 2009.

3 Foreclosure Real Estate Listings | RealtyTrac. Accessible at <http://www.realtytrac.com>.

4 Tbid.

5 Pettit, Kathryn L., Leah Hendey, Thomas Kingsley, Mary K. Cunningham, Jennifer Comey, Liza Getsinger, and Michel
Grosz. Housing in the Nation's Capital 2009. Publication. Washington, D.C.: Urban Institute, 2009.

10
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Prince William, Loudoun, Spotsylvania and Chesterfield.¢ Foreclosure filing
rates in Prince William County are 54% higher than foreclosure filing rates in
Loudoun.” Currently, foreclosure filing rates in Fairfax County are 21% higher

than in Prince William County .8

Washington DC Metro Area

The foreclosure rate in Prince William County exceeded foreclosure rates
in other counties in the Washington DC metropolitan area. During the second
quarter of 2008, the foreclosure rate in Prince William County was 3.8%. At that
time, the county with the second highest foreclosure rate was Loudon, with a
foreclosure rate of 1.79%. Between April of 2008 and March of 2009, the
foreclosure rate in Prince William County reached 10.48%. Again, Loudon had

the next highest foreclosure rate at 6.35%.

Table 1. Foreclosure Trends

PLACE 2008 Q2 2008 Q3 2008 Q4 2009 Q1 1 year
(April- (July- (Oct- (Jan- (April-
June08) Sept08) Dec08) March09) March09)
Prince 3.81% 3.63 2.58 2.16 10.48
William
County, VA
Loudoun 1.79% 1.67 1.61 1.21 6.35
County, VA
Prince 1.24% 1.28 1.67 1.48 5.68
George's
County, MD
Fairfax 1.50% 1.60 1.31 1.01 5.53

¢ Foreclosure Real Estate Listings | RealtyTrac. Accessible at <http://www.realtytrac.com>.
7 Ibid.
8 Ibid.

11
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County, VA

Arlington 0.88% 1.06 0.66 0.68 3.33
County, VA

Source: Table 1, Facing Foreclosures: A Shared Approach to A Shared Problem

As shown in the table below, the total number of foreclosures in the target
area and surrounding counties during 2007 through 2008 was highest in Fairfax
County at 6,705. Prince William County followed close behind with 6,632

foreclosures.

Table 2. Foreclosure Trends 11

County Number of Foreclosures in 2007- June 2008
Fairfax County 6,705
Prince William County 6,632
Virginia Beach City 2,900
Loudoun County 2,636
Chesterfield County 2,387

Source: HUD Neighborhood Stabilization Project Foreclosure data
(http:/ /www.huduser.org/portal/ datasets/nsp_foreclosure_data.html)

Demographic Changes in the Target Area
Prince William County

Prince William County (PWC), Manassas, and Manassas Park City are

located to the west of the District of Columbia and south of Fairfax County.

12
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Demographic changes in Prince William County since 1980 have been substantial
and are catalogued on the county’s official website. Prince William County is the
third largest jurisdiction in the state of Virginia. Prince William’s population
grew by 30.2% from 1990 to 2000. As of September 15, 2009, Prince William’s
population was estimated at 394,370.° Racial and ethnic diversity has also
increased within PWC. The Hispanic population has nearly tripled, and the
Black population more than doubled from 1990 to 2000.1° The series of charts
below presents the change in the demographic distribution of the population in
Prince William County from 1990 to 2008.

Chart 1 & 2. Breakdown of demographics in Prince William County 1990

White - 83.3%

Black/African American -

11.6% Hispanic Origin - 4.5%
American Indian/Alaska

Native - 0.3% Non-Hispanic Origin -
& Asian/Pacific Islander - 95.5%

3.0%

Other - 1.7%

Source: 2009 Key Demographics, City of Manassas, Virginia

Charts 3 & 4. Breakdown of demographics in Prince William County 2000

White - 68.9%

Black/African American - /
18.8%

American India/Alaska

Native - 0.4% Mon-Hispanic Origin -
& Asian/Pacific Islander - 90.3%

39%

Other - 4.3%

Hispanic Origin - 9.7%

9 Prince William Quarterly Report: http:/ /www.pwcgov.org/docLibrary/PDF/10977.pdf.
10 Tbid.

13
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Source: 2009 Key Demographics, City of Manassas, Virginia

Charts 5 & 6. Breakdown of demographics in Prince William County 2008

White - 80.3%
Black/African American - |‘
19.3% Hispanic Origin - 19.1%
Americen Indian/&/aska
Native - 0.4% Mon-Hispanic Origin -
L
& Asian/Pacific Islander - 80.9%
7.0%

Other

Source: 2009 Key Demographics, City of Manassas, Virginia

As indicated in charts 1 through 6 above, the proportion of the population
that self-identifies as being of Hispanic origin has increased from 4.5% in 1990 to

19.1% in 2008.

PWC has also experienced an increase in the proportion of its population
that is foreign-born. In 2008, 20% of PWC’s population was foreign born
compared with 6.2% in 1992.11 Latin America is the geographic region of origin

for the largest proportion of the foreign born population.

PWC is a relatively wealthy county. The median PWC household income
in 2008 was $88,724, the fourth highest in Virginia. The county is located in a

wealthy region of the nation; in an assessment of the top twenty wealthiest

1 Ibid.

14
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counties in the US for median household income, nine are located in the

Washington D.C. metro area and surrounding counties.!?

Manassas City

Manassas City is nestled between PWC and Fairfax County, Virginia.
Despite relative consistency in population size, the racial and ethnic composition

of Manassas City has drastically changed.

In 2009, the total population of Manassas City was an estimated 35,883,13
only slightly larger than the total in 2000 (35,135).14 The racial distribution of the
three largest ethnic groups at the time of the 2000 Census was 66.9% White,
12.7% Black, and 15.1% Hispanic.!> In comparison, 2009 estimates project that
32.7% of the population is White, 12.8% Black, and 29.9% Hispanic.1¢

As displayed in the pie charts below, the demographic distribution of the
population in the City of Manassas changed drastically between 2000 and 2009.

12 Tbid.

13 City of Manassas Virginia, 2009 Key Demographics.

14 Tbid.

15 Manassas Office of Community Development Report. All races other than Hispanic are denoted as “non-Hispanic”
population.

16 Manassas Office of Community Development Report.

15
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Charts 7 & 8. Population Estimate in the City of Manassas 2000 and 2009

2000 Gensus Population by Race
2008 Est. Papulation by Race

B 'While alane (non-Hispanis pop.)

# Blaci alono {ren-Hisganic pop) e

Source: 20089 Key Demographics, City of Manassas, Virginia

Manassas Park City

Manassas Park City is situated between Manassas City and PWC. As of
2008, Manassas Park City has a relatively small population of 11,319.77 During
2008, 78.6% of the population was classified as White, 12.1% was classified as
Black, and 29.7% of the population was classified as Hispanic.!® These categories
overlap - the data source does not indicate whether individuals classified as
White or Black were also non-Hispanic. In this context it is more useful to
compare the Hispanic population to the non-Hispanic population; 29.7% of
Manassas Park City is classified as Hispanic while 70.3% of the population is
classified as non-Hispanic. The pie chart below shows the proportions of the

Hispanic and Non-Hispanic population in the City of Manassas Park.

17 http: / /www.cityofmanassaspark.us/Public_Documents/ManassasParkVA_Manager/index.
18 http:/ /www.cityofmanassaspark.us/Public Documents/ManassasParkVA_ Manager/index. These are the three
largest ethnic groups in Manassas Park City.

16
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Chart 9. Distribution of Hispanic and Non-Hispanic Population in the City of
Manassas Park (2008)

o Hispanie -70.26%
Hiepario - 26.T4%

Quantitative Analysis
Statistical Analysis -- Statewide Regression Model

A statewide regression analysis indicated a positive association between
percentage of Black and Hispanic population in 134 counties and independent
cities in Virginia and the number of foreclosures, controlling for socioeconomic

information.

Under ideal conditions, researchers should use individual level data to
run a regression using foreclosure rates as the dependent variable and
controlling for socioeconomic and demographic variables within the target area.
This research first attempted to estimate a regression model at the census tract
level within the target area. However, the explanatory variables — percentage of
Hispanic, Asian, White, Blacks, and other socioeconomic variables—came from
2000 Census data, while the dependent variable of foreclosure rates (and other
types of loan variables) came from the McDash data. Importantly, the target area
examined in this project experienced rapid change in the racial composition of

the population since 2000, and this valuable information is excluded by using the

17
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Census data from 2000. The regression results were insignificant and not robust,
which in part could have been caused by our small sample of only 54

observations (census tracts in PWC and Manassas, Manassas park city).

As an alternative, we attempted to run a regression at the state level using
134 counties and cities in Virginia as observations. The county level foreclosure
and unemployment rates came from HUD (2007-2008) data; median household
income estimates were obtained from the Census Bureau Small Area Income and
Poverty Estimates (2007), and racial (demographic) information came from
Weldon and Cooper Center for Public Service at University of Virginia. The
objective was to model factors that affect foreclosure rates, controlling for the
percentage of Blacks, Hispanics, Asians, people of multiple races, median

household income, and unemployment rate in 134 counties and cities in Virginia.

Before interpreting our regression results, it must be noted that some
explanatory variables are highly correlated with each other, which can cause
multicollinearity. In particular, the percentages of different races add up to one,
and therefore it is important to drop one ethnicity, in our case White, to avoid
perfect multicollinearity in our regression model. Based on the data constraints,
researchers selected to run the OLS regression model because it provides a
foundation for future research and produces the BLUE (best, linear, unbiased,

and efficient) estimator.

18
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Table 3. OLS regression model of estimated number of foreclosures in Virginia

Variables Coefficients
% Black 105.33
(57.16) *
% Asian American -3116.688
(678.82)**
% Hispanics 1340.096
(258.41) **
% Multiracial 2094.338
(2639.72)

Median household income, 2007 .005225
(.0008081) *

Unemployment rate, 2007 557.5777
(704.216)
All ages in poverty, 2007 .029259
(.0030767) *
Total number of observations 116

Source: authors’ calculation; Census Bureau, University of Virginia
Weldon and Cooper center for public service, HUD
Note: Standard errors in parentheses* p value < 0.10 ; ** p value <0.05

The statewide regression results above indicate that a one percent increase
in Black population leads to an additional 105.33 foreclosures in a jurisdiction,
holding all else constant. Similarly, a one percent increase in Hispanics leads to
an additional 1340.096 foreclosures, ceteris paribus. On the other hand, a one
percent increase in the Asian American population has a negative impact on
foreclosures. These coefficients are statistically significant, and are consistent
with the foreclosure trends in Virginia identified by other studies, which will be
explained further in the literature review section. Even when we controlled for
several socioeconomic variables, we observed a positive association between

foreclosures and the percentage of Blacks and Hispanics.

In order to further understand the implications of this regression result in
our target area, we have substituted information from Prince William County in

the statewide regression function. Before discussing the result for our target area

19
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we have to note that the foreclosure data span more than one year (from 2007 to
June 2008). If we plug in the percentage Black, Hispanic, Asian, multiracial, all
ages in poverty (number), median household income, and unemployment rate
using Prince William County information only, the estimated number of
foreclosures is 294.4295, which is substantially lower than the 94,662 foreclosures
in the area estimated by HUD. The estimated number of foreclosures is different
from the actual number because actual data includes number of foreclosures
between 2007 and June 2008 while other covariates contain information from
2007 and 2000. Also, it is highly likely that there are other important explanatory
variables that should have been included in the model but were excluded (loan
information, education, employment sector, credit scores) in the model. This
regression serves as an example model to demonstrate what could be done if we

had individual level data for relevant variables.

Kernel Density Plots

Kernel density plots are a non parametric way of estimating the
probability density function of a random variable. Kernel density plots can be
thought of as a generalized presentation of data composed by the smoothing of
histograms. These plots can be used to overlap and compare different

distributions of two variables in one chart.

Indicated below in charts 10 and 11,'° kernel density plots demonstrate
that the distribution of subprime loans to minorities is higher in the target area
than in the Washington DC metro area. The first kernel density plot indicates
that a higher percentage of minorities than non minorities purchase homes with
loans made by subprime lenders in the Washington DC, Metro area. The kernel

density plot immediately beneath indicates that a higher percentage of minorities

19 Please note: Additional kernel density plots are included in the appendix.

20
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in the target area purchase homes with loans made by subprime lenders than

minorities in the Washington DC metro area.

Chart 10. Kernel density plots (Percent of purchasing loans by subprime lenders
to minorities and whites in our target area) Source: HMDA 2004

Percent of home purchasing loans by subprime lenders in PWC: White vs. Minorities
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Chart 11. Kernel density plots (Percent of purchasing loans by subprime lenders
to minorities and whites in DC metropolitan area) Source: HMDA 2004

Percent of home purchasing loans by subprime lenders whites vs. minorities
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In other words, minority homebuyers within the target area were more
likely to receive a loan from a subprime lender than minority homebuyers in the

general Washington DC metro area.

As seen in charts 10 and 11, a higher percentage of minorities than whites
received purchasing loans from subprime lenders. More importantly, the data
indicate that this disparity is clearer and more pronounced in the target area than
in the DC metro area. The average percentage of whites receiving purchasing
loans from subprime lenders was 10.2% in the DC metro and 12.4% in the target
area. On the other hand, on average 22.6% of minorities in the Washington DC
Metro area and 28.7% of minorities in the target area received purchasing loans
by subprime lenders. Interestingly, 35% of Hispanics received purchasing loans
from subprime lenders on average, which is much higher than the average

percentage for whites in our target area.

22



Relevant to both waves of the foreclosure crisis addressed by stakeholders,
foreclosure rates resulting from subprime loans and Alt-A loans have also been
increasing in the target area. The first table below shows the percent of pre-foreclosure
sale rates in Prince William County while the second shows the percent of pre-

foreclosure sale rates in the City of Manassas and the City of Manassas Park.

Charts Examining Foreclosure Rates in the target area only

Chart 12. Foreclosure rates in Prince William County by loan type from 2007 to June
2009

Percent of pre sale foreclosure rates in Prince William County 2007-
June 2009

2 —e—Alt-A

1.5 —a— Government
| M Prime
0.5 - . Subprime

R o S A A A e e T

g & K S &L &
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Foreclosure rates

Source: Data from Urban Institute analysis of LPS Applied Analytics, formerly McDash
Analytics, LLC.

The table above indicates that the percentage of pre-sale foreclosures in Prince
William County is highest for homeowners with subprime loans. The dark blue line
indicates that the foreclosure rate for Alt-A loans is also increasing, and towards the end
of 2008 into the first half of 2009 the data show that the gap between prime loans and
Alt-A loans is increasing. Therefore, the (pre-sale) foreclosure rate for Alt-A loans is

increasing at a faster rate than the foreclosure rate for prime loans.
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The table below shows that the percentage of pre-sale foreclosures in the City of
Manassas and the City of Manassas Park is highest among homeowners with subprime
loans. The data indicate that the foreclosure rate for homeowners with Alt-A loans
reached the same level as the foreclosure rate for subprime loans around July of 2008
and January of 2009. Both tables indicate that homeowners with subprime loans and

Alt-A loans are facing higher pre-sale foreclosure rates within the target area.

Chart 13. Foreclosure rates in Manassas and City of Manassas Park by loan type from
2007 to June 2009

Percent of pre sale foreclosure rates in Manassas and City of
Manassas Park
» 0.2
L
® 0.15 —e—Alt-A
Q //\. —=— Prime
72 01 PP
oS M Neo—t—o Government
@ 0.05 ": * Subprime
o Y
L O A Ar e A A An Ae A T T ‘:r“'_r"_n’u__ T T T T T T
(\6\ v(\6\ *0’\ & & & & & *o‘b SN i S @ *&
3@@’&0 & Q\* K8 go@f&o & \\3\‘\ K8 3’2’@{,\(’ &

(Source: Data from Urban Institute analysis of LPS Applied Analytics, formerly McDash
Analytics, LLC.)

Geospatial Information Systems Mapping

The following GIS map (Map 1) shows the distribution by census tract of the
population that self-identifies as Black within the target area. The darkest tracts, which
represent the most populous areas, are near the Woodbridge, Dale City, and Lake Ridge
neighborhoods. Establishing where the heaviest concentrations of minorities are
located is important to establish the connection between minorities and foreclosures in
the target area. The following GIS maps provide further visual support for this

connection.
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One caveat to remember when considering these maps is the incongruence
between the data sets that were available. For example, the population data used came
from the US Census Bureau’s 2000 census, while other maps that show the distribution
of foreclosures and subprime loans come from more recent years. An analysis of this

kind would be more accurate using more current data from overlapping years.

Map 1: Black Population by Census Tract in Prince William County, 2000

Population
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[ 501-1000
[ 1001-1500
I 1501-2000

- Greater than 2000
2000 US Census

Map 2 demonstrates the distribution by census tract of the population within the
target area that self-identifies as Hispanic. The highest concentrations of Hispanics

appear to be located near Manassas and Dale City.
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Map 2: Hispanic population by Census in Prince William County, 2000

Population

[ ] lessthans500
[ 501-1000
I 1001-1500
I 1501-2000

- Greater than 2000
2000 US Census

Map 3 shows the distribution of the total population within the target area,
regardless of race. The most densely populated areas are near Manassas, Manassas
Park City, and near the Lake Jackson/Dale City area, but the Haymarket, Nokesville,
and Dumfries areas are also highly populous. It is important to consider the total
population’s distribution as well as the two prior maps that show the distribution of
minorities when making the connection between minorities and foreclosures. This is
because, as will be demonstrated in upcoming maps, while census tracts with high
numbers of foreclosures are consistently densely populated, not all densely populated

tracts are also experiencing high numbers of foreclosures.
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Map 3: Total Population by Census Tract in Prince William County, 2000
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Map 4 shows the distribution of foreclosures by census tract in the target area
during the 18-month period from January 2007 to June 2008. Interestingly, we see the
highest concentration of foreclosures in parts of Haymarket, Nokesville, Manassas, and
near Dale City and Woodbridge. In a comparison of foreclosures and distribution of
minorities, Manassas and tracts near Dale City and Woodbridge are consistently
represented. In contrast, however, Haymarket and Nokesville, which have large

numbers of foreclosures, had relatively low minority populations in 2000.
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Map 4: Estimated Number of Foreclosures in Prince William County, 2007-2008
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Map 5 shows the distribution of subprime loans associated with conventional
mortgages in the target area from 2007 to mid 2008. We examined the distribution of
subprime loans in neighborhoods with high minority concentrations, since other
research (addressed in the literature review section of this report) indicated the
powerful role of subprime loans in the foreclosure crisis. Comparing Map 4 and Map 5,
areas with high minority concentrations - near Manassas, Manassas Park City, and

Woodbridge - are consistently represented as problem areas.
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Map 5: Distribution of Subprime Loans for Conventional Mortgages in Prince William County,
2007-2008
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Targeted Literature Review

The following section contains a review of the existing literature on foreclosures
and their effects on communities and families. The work that is mentioned was found
using academic search engines such as JSTOR and through general internet searches.
Many of the sources are academic papers. However, some are reports by federal banks,
while others are annual or bi-annual reports issued by institutions, such as the Urban
Institute, that are concerned with trends in the foreclosure market. The literature
supports the argument this paper makes of the strong link between subprime loans and
foreclosures, subprime loans and minorities, and foreclosures and minorities. The
literature also provides evidence of the existence of negative health impacts as a result
of foreclosure. This section also presents background on financial literacy education in

order to lay a foundation for policy recommendations presented in later sections of the

paper.

Subprime Loans and Foreclosure Connection

Research on Racial Disparities

Research indicates that an increasing share of households in neighborhoods with
concentrated minority populations have experienced foreclosure; this high
concentration is particularly striking when compared to the foreclosure crisis in the

early 1990s.20 Gerardi and Willen calculated the median ratio of mortgage debt to

20 Gerardi KS, Willen PS. “Subprime Mortgages, Foreclosures, and Urban Neighborhoods.” Federal Reserve Bank of Atlanta
Working Paper series, February 2009; Gerardi and Willen conducted a study on subprime mortgages and foreclosures in
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income at purchase (DTI) and median initial, cumulative loan-to-value ratio (CLTV) for
homeownerships by subprime mortgages for each year in their sample. In general, both
median DTI and CLTV increased.?! Notably, the DTI ratio increased significantly for
Black and Hispanic subprime borrowers in comparison to white borrowers,?? indicating

a greater debt burden within these populations.

Among homeowners with subprime mortgages, 15% of black homeowners, 10%
of Hispanic homeowners, and 6.5% of white homeowners experienced foreclosure
between 2005 and 2007.2 Gerardi and Willen used proportional hazard models to
analyze the determinants of foreclosures, using HMDA data and controlling for
individual level demographic and socioeconomic variables.?* Homeowners who
utilized a subprime mortgage to purchase a home are about five times more likely to
experience foreclosure than prime borrowers (holding all other factors constant in the
model).?> The results of this study also indicate that Black households are three times
more likely to experience foreclosure than White households.? Gerardi and Willen
reason that differences in credit scores and financial wealth account for this disparity.
The authors recommend that the borrowers work with the lender to find a new buyer
(e.g. a community organization) that is willing to pay off the reduced principal rather

than reducing the principal owed by the borrower.

According to Fowler and McClain, one reason that some localities have fairly

high foreclosure rates is the disproportionate share of subprime loans issued in these

urban neighborhoods of Massachusetts linking the HMDA data with foreclosure data (obtained from private corporation
called Warren Group) on residential purchase, sale, and foreclosure documents for Georgia back to 1990.

2 Gerardi KS, Willen PS. “Subprime Mortgages, Foreclosures, and Urban Neighborhoods.” Federal Reserve Bank of Atlanta
Working Paper series, February 2009

2 Ibid.

% Ibid

24 Tbid

% Tbid

% Tbid
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counties.?” Another reason is the rapid increase in home construction over the past five
years.?? For example, in 1999, only 10.2% of all new building permits issued in the
Washington, D.C. metropolitan area were issued in PWC.?° In stark contrast, in 2003,
18.3% of all new building permits issued were for new construction in PWC.30 “Some of
this new inventory was purchased by speculators; some was purchased by first-time
and other homebuyers using subprime loans.”3! In both cases, the increase in the

supply of new housing contributed to the foreclosure problem in some counties.3?

Subprime Loans and Minorities

Background on Different Types of Homebuyer Loans

The three main types of mortgage loans are prime, subprime, and Alt-A. The
main difference between these mortgages is the interest rate set by the lender based on
the risk profile of the borrower. Borrowers with “high risk” characteristics are typically
given higher interest rates. Indicators of a high-risk borrower include late payments on
prior mortgages, late payments on rental properties, a low credit score, and past

bankruptcy filings.

Low-risk borrowers typically receive prime mortgage loans. Prime mortgage
loans have the lowest interest rates and composed approximately 80% of the entire
mortgage market in 2006.33 Borrowers who have good credit scores and characteristics
that the lender may consider risky typically receive alt-A mortgage loans.3* Alt-A

mortgages have a relatively low interest rate and are considered the “least risky” of the

27 McClain ] and Fowler L. “Foreclosures in the Washington DC region: Evaluating the scope of the crisis.” Prepared for the
Metropolitan Washington Council of Governments. June 18t 2008.

2 Tbid

2 Tbid

%0 Tbid

31 Ibid

32 Tbid

3 Tbid.

3 Mayer, Christopher J., Pence, Karen M., and Sherlund, Shane M. “The Rise in Mortgage Defaults.” Finance and Economics
Discussion Series: Divisions of Research & Statistics and Monetary Affairs of the Federal reserve Board. Washington, DC.
2008.
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nonprime loans.3> Alt-A loans compose 5% of the mortgage market,3 and may have a
fixed interest rate for the entire term of the loan or an adjustable interest rate over the

course of the loan.

Government-insured loans are another type of mortgage available to certain
borrowers. These loans target low- and middle-income first-time borrowers or low
down-payment borrowers with good credit and are intended to encourage lenders to
extend credit lines to otherwise “unworthy” borrowers. Government-insured loans
have provided unintended incentives for lenders to seek out high-risk borrowers,
because if the borrower defaults, the government will repay the loan. If the borrower
defaults, the government can seize the defaulted property, which has led to the

phenomenon of government-owned foreclosures.3”

Defining Predatory Lending and Briefly Addressing Redlining

Predatory lending is described by the Federal Reserve Bank of New York as any
lending practice that reduces welfare or where lenders use excessive borrowing and
delinquency as “debt traps.” 3 The U.S. Department of Housing and Urban
Development defines predatory lending as the use of illegal and/or discriminatory
practices by “lenders, appraisers, mortgage brokers, and home improvement
contractors.” According to the U.S. Department of Housing, predatory lending can
include use of false appraisals to inflate property values, encouraging borrowers to
include false information on loan applications, “knowing[ly] lending more money than
a borrower can afford to repay,” and targeting borrowers with low incomes with higher

interest rate loans.3®

% Agarwal, Sumit and Ho, Calvin T. “Comparing the Prime and Subprime Mortgage Markets.” The Federal Reserve Bank of
Chicago. Number 247; August 2007.

3 Federal Reserve Bank of Chicago: http:/ /www.chicagofed.org/publications/fedletter/ cflaugust2007_241.pdf

37 "FHA Loans." Mortgage Help and Mortgage News | The Truth About Mortgage.com.

3 Morgan, Donald P. “Defining and Detecting Predatory Lending.” Federal Reserve Bank of New York: Staff Report No. 273.
January 2007.

3 US Department of Housing and Urban Development. “Don’t be a Victim of Loan Fraud.” Accessed November 18, 2009.
<http:/ /www.nls.gov/ offices/hsg/sth/buying/loanfraud.cfm>.
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Because of the ethically questionable and high-pressure marketing used by
predatory lenders, borrowers who feel that they have weak credit scores or limited
income are particularly vulnerable. These borrowers may be, or may think that they

are, ineligible for regular, lower-risk loans.

The concept of reverse redlining is pertinent to discussions on predatory lending.
Reverse redlining occurs when lenders intentionally market to individuals based on
minority status, residence in a struggling neighborhood, income bracket or other
characteristics. Using this tactic, lenders may market to higher-risk borrowers to access

monetary incentives provided by the federal government.

Research on Race, Homeownership, and Loan Type

The subprime lending market has grown significantly during the past decade.
One impact of this growth has been higher homeownership rates among minority
groups. Minority homeownership rates have also grown significantly. From 1996 to
2004, subprime lending activity in the United States increased by approximately 23%.40
This increase in activity indicates that there was a demand for loans for which subprime
lenders were providing a supply. In 2001 one in four Black borrowers obtained a home
mortgage from a subprime lender. Between 1998 and 2008, nationwide homeownership

rates have increased by 1.9% among Blacks and by 4.2% among Hispanics.4!

Gains in homeownership rates are quickly being erased by the impact of the
foreclosure crisis. According to a Pew Hispanic Center report, the 1990s boom in the

housing market saw steadily increasing homeownership rates for minorities -

40 Rural Borrowers More Likely to be Penalized for Refinancing Subprime Home Loans. Center for Responsible Lending, 2004.
4 Kochar, Rakesh, and Gonzalez-Barrera, Ana, with Dockterman, Daniel. Through Boom and Bust: Minorities, Immigrants and
Homeownership. Pew Hispanic Center. May 2009.

34



Student Paper for the Urban Institute

particularly among Blacks and Hispanics.#> However, since 2005 and the onset of the
housing market bust, homeownership losses have been more severe among Blacks and

Hispanics than among Whites.43

The subprime mortgage foreclosure crisis has been the subject of numerous high-
quality reports. Despite extensive research on the subject, effective remedial strategies
to curb the foreclosure crisis are limited. Though many community-based nonprofits
have expended vast quantities of time, planning and resources, the underlying
structural elements that facilitated the subprime mortgage crisis have not been
addressed.#* According to the findings in Foreclosed: State of the Dream 2008, minorities
are three times more likely than Whites to receive subprime loans.*> High cost loans

account for 55% of mortgage loans to Blacks compared to 17% of loans to Whites.4¢

There are several factors that affect access to prime loans, two of which are
household income and credit rating. The higher an applicants’ credit score, the lower
the level of risk signaled to the lender. Generally, subprime loans are thought to cater to
applicants with lower credit ratings. There is evidence that individual credit history is
not necessarily the most important determinant of receiving a subprime loan. Dan
Immergluck noted in Foreclosed: High-Risk Lending, Deregulation, and the Undermining of
America’s Mortgage Market that Black borrowers had a higher likelihood of receiving a

high-rate loan than did White borrowers.4”

For example, “after controlling for credit history, location, and other variables...

the probability of a home purchase borrower receiving a subprime loan... increased by

42 Ibid.

4 Ibid.

4 Cohen, Rick. “A structural racism lens on subprime foreclosures and vacant properties,” Kirwan Institute, Oct 2008.

4 Rivera, Cotto-Escalera, Desai, Huezo, and Muhammad. Foreclosed: State of the Dream. United for a Fair Economy. January 2008.

46 Tbid.

47 Immergluck, Dan.. Foreclosed: High-Risk Lending, Deregulation, and the Undermining of America's Mortgage Market. Ithaca, NY:
Cornell University Press, 2009
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approximately one-third . . . if the borrower was black.”#48 A second study focusing on
refinance loans and purchase loans supported these results. A third study published in
2008 “found that Black homebuyers are 31 percent more likely than a similarly situated
white borrower to receive a high-rate (versus low-rate), fixed-rate mortgage with a

prepayment penalty.”49

Foreclosures and Minority Populations

In September 2009, the Center for American Progress (CAP) released a report
indicating that race was a statistically significant factor influencing the probability that
an applicant would receive a high-cost loan.®® Using HMDA data, CAP found that
higher priced mortgages accounted for 21.8% of the entire mortgage market.>! Without
controlling for income, Black borrowers received 41.5% of the higher-priced mortgages,

Hispanic borrowers 30.9%, White borrowers 17.8%, and Asian borrowers 11.5%.52

When the CAP analysis controlled for income, the total share of higher-priced
mortgages (among higher income borrowers) fell to 14.1%.5 Black higher-income
borrowers received 32.1% of higher-priced mortgages to higher-income borrowers
while Hispanic higher-income borrowers received 29.1%, Asian higher-income
borrowers received 11.5% and White higher-income borrowers received 10.5% of all
higher-priced mortgages to higher income borrowers. 5 The likelihood of receiving a
subprime loan increases for minority borrowers, but particularly for Black borrowers.5>
“ Among higher income borrowers, the distinction between subprime lending to Whites

and subprime lending to minorities is stark.”5¢

48 Tbid.

4 Tbid.

50 Chapman and Jakabovics. Unequal Opportunity Lenders? Analyzing Racial Disparities in Big Banks’ Higher-Priced Lending. Center for
American Progress. 2009.

51 Ibid.

52 Ibid.

5 Ibid.

54 Tbid

5 Analysis Finds New Link Between Racial Segregation and Subprime Lending. Furman Center for Real Estate & Urban Policy. New
York, NY. November 2009.

5% Minority Subprime Borrowers (Consumers Union, October 2002).
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Subprime loans, Foreclosures, and Minority Neighborhoods

Subprime loans are concentrated in geographical areas with comparatively high
concentrations of minority residents.” During 2006, Blacks were 2.7 times more likely
and Hispanics were 2.3 times more likely to receive a high-cost loan than were White
borrowers.?® In 2008, 74.9% of Whites were homeowners compared to 47.5% of Blacks
and 48.9% of Hispanics.>®® Discussed in greater detail below, this comparative disparity
persists among higher income Whites, Blacks and Hispanics.® Minorities are

disproportionately represented in the state and national subprime lending market.6!

As noted above, subprime mortgages are concentrated in Census tracts
containing neighborhoods with high concentrations of low-income and minority
households.®? Growth in subprime lending represents an increase in the supply of
accessible mortgage credit among households who do not meet “prime market
underwriting standards.”®®> Nonetheless, the high concentration of subprime loans in
minority and lower income neighborhoods has generated concern that minority and
low income populations are being deprived of equal opportunity within the prime

mortgage market.®

The U.S. Department of Housing and Urban Development and the U.S. Treasury

calculated the relative frequencies of subprime refinance lending in predominantly

57 Vedantam, Shankar. “Subprime Mortgaegs and Race: A Bit of Good News May be Illusory.” Washington Post. June 2008.

% Ojeda, Jacquez, and Takash. “The End of the American Dream for Blacks and Latinos: How the Home Mortgage Crisis is
Destroying Black and Latino Wealth, Jeopardizing America’s Future Prosperity and How to Fix It.” The William C.
Velasquez Institute. June 2009.

% Kochar, Rakesh, and Gonzalez-Barrera, Ana, with Dockterman, Daniel. Through Boom and Bust: Minorities, Immigrants and
Homeownership. Pew Hispanic Center. May 2009.

60 National Council of Negro Women, “Income is No Shield, Part III - Assessing the Double Burden: Examining Racial and Gender
Disparities in Mortgage Lending.” Report in partnership with the National Community Reinvestment Coalition:
http:/ /www.ncrc.org/images/ stories/ pdf/research/ncrc%20nosheild %20june %2009.pdf

61 Kochar, Rakesh, and Gonzalez-Barrera, Ana, with Dockterman, Daniel. Through Boom and Bust: Minorities, Immigrants and
Homeownership. Pew Hispanic Center. May 2009.

62 Calem, Paul S., Gillen, Kevin., Wachter, Susan. “The Neighborhood Distribution of Subprime Mortgage Lending.” Journal of Real

Estate Finance and Economics, 29:4, 393-410, 2004

63 Tbid.

64 Ibid.

37



Student Paper for the Urban Institute

minority neighborhoods and in low and/or moderate income neighborhoods
nationally, focusing on five individual metropolitan areas (NY, Chicago, Baltimore, LA,
Atlanta).®> On average, nationwide, subprime loans were three times more frequent in
low-income neighborhoods than in upper income neighborhoods.®® Subprime loans
were five times more frequent in predominantly black neighborhoods than in
predominantly white neighborhoods.®” These departments also found that one in every
two refinance loans made in predominantly Black neighborhoods were subprime,

compared to only one in every 10 in predominantly White neighborhoods.%8

A Brief Note on Regulation

According to Apgar, Bendimerad and Essene, many factors influence the
relationship between the speed of foreclosure and the prevalence of higher-priced
lending. First, considerable variation in legislative details, as well as in other aspects of
state level regulations, may influence higher-priced lending patterns. ¢ Faster
foreclosures may reduce the costs associated with foreclosures, which in turn may
lower the costs to the lender (and the “ultimate note holder”) of making riskier loans,
increasing the probability that borrowers with similar credit history and risk
characteristics will receive a higher-priced loan.”? The authors argue that this evident
correlation between state level foreclosure laws and the time it takes to complete a

foreclosure, warrants further review.”!

65 Ibid.
6 Tbid.
67 Ibid.
6 Ibid.
© Apgar W, Bendimerad A, Essene RS. Mortgage market channels and fair lending: An analysis of HMDA data. Joint center for
housing studies. Harvard University. April 25t 2007.
70 Tbid.
7t Ibid.
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Some Additional Effects of Foreclosures

Impact of Foreclosures on Neighborhoods and Communities

Declining property values,’? stagnation of the national economy,” and strain on
local government fiscal budgets’* are some of the broader impacts of the foreclosure
crisis. High foreclosure rates also impact health, safety and criminal activities within
neighborhoods. 7> For those homeowners who have fulfilled their mortgage
requirements, the increase in foreclosures within their neighborhood affects them
through decreasing property values; if such a homeowner wants to sell their home, they
are forced to compete with the lower-priced foreclosed homes within their

neighborhood.”¢

Potential homebuyers also incur a cost; the reduced availability of credit in the
national market makes it difficult for applicants with anything less than stellar credit to
secure a home mortgage.”” In the locations where subprime mortgage foreclosures are
concentrated there is a shortage of available resources to mitigate the problems outlined
above.”® Even in small communities with active subsidy programs, generally the
subsidies are not large enough to make significant progress in acquiring and
rehabilitating foreclosed properties.” Neighborhoods in larger cities have access to
larger foundations such as the John D. and Catherine T. MacArthur Foundation (in

Chicago), the Kresge Foundation (Detroit), the Lilly Endowment (Indianapolis), and

72 According to Dan Immergluck and Geoff Smith study using data on 1997-1998 foreclosures in Chicago to 9,600 single-family
property sales transactions in 1999, each new foreclosure within one-eighth mile of a home resulted in a 0.9 percent
decline in the value of that home (i.e., more foreclosures means more declines at that amount). In low and moderate-
income neighborhoods, they found that the marginal drop in property value from one new foreclosure in the same radius
was 1.8 percent. Dan Immergluck and Geoff Smith, “The External Cost of Foreclosure: The Impact of Single-
FamilyMortgage Foreclosures on Property Values,” Housing Policy Debate, 17(6), 2006, pp. 57-79.

78 McClain ] and Fowler L. Foreclosures in the Washington DC region: Evaluating the scope of the crisis. Prepared for the
Metropolitan Washington Council of Governments. June 18th 2008.

74 Ibid. Local government budgets are in trouble because of the rapid decline in residential property tax revenue that has occurred as
home values decline after the foreclosure crisis. Local counties and cities need to deal with the budget issue by raising
taxes, reducing services or both. (McClain Article)

75 Ibid.

76 Tbid.

77 Ibid.

78 Tbid.

7Cohen, Rick. “A Structural Racism Lens on Subprime Foreclosures and Vacant Properties,” Kirwan Institute, October 2008.
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others that have the capacity to provide philanthropic funding for tackling the

foreclosure problems within neighborhoods.8

Health Effects

There is a lack of research on the impact of foreclosure on the health and well-
being of households. The foreclosure process is intense, stressful and (generally)
lengthy. Since the risk of depression increases with the number of stressful events
experienced, chronic stress (i.e. foreclosure) can directly impact health outcomes.
Bennett, Scharoun-Lee and Tucker-Seeley (2009) speculate that foreclosure may be
connected to a range of psychological and health outcomes (e.g. decreased visits to
physicians) which can increase the risk of disease. Prior medical conditions can render

individuals more vulnerable to the impact of stress.

Minority households and households at a lower socioeconomic status, who may
be at greater risk of experiencing foreclosure, are also likely to have difficulty in
accessing stress-cushioning resources. Additional stressors that can accompany
foreclosure, such as unemployment and the costs of food and healthcare, can further
aggravate the impact of foreclosure on households. We suggest that future research
should examine the impact of foreclosure on partners and dependent children, and

examine whether health outcomes differ along with racial and socioeconomic status. 8

Research on the Impact of Financial Literacy Education
Impact of Financial Literacy Education

As noted above, this paper presents a brief examination of the research on the
impact of financial education on homeownership outcomes. The purpose of presenting

this research is to provide a foundation for policy recommendations presented later in

80 Ibid
81 Bennett GG, Shcaroun-Lee M, and Tucker-Seeley R. “Will the Public’s Health Fall Victim to the Home Foreclosure Epidemic?”
Plos Medicine. June 2009 (6)
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the paper, and to increase awareness among stakeholders of the need to conduct
additional research in order to ensure that the allocation of financial resources towards
financial education are in fact producing improved homeownership outcomes. To
further this objective, this section presents an in-depth examination of an effort by

policymakers in Illinois to increase financial awareness among potential homebuyers.
Context - Introduction

As the mortgage crisis continues to deepen, policymakers have had increasingly
greater incentive to intervene in the lending market. This intervention has taken two
major forms: tightening scrutiny of lenders, and developing programs to increase

financial literacy among borrowers.

Increasing financial literacy, or financial education, has been known to have a
positive causal relationship with credit outcomes for quite some time. One researcher
investigated whether borrowers who participated in a Philadelphia city housing
counseling program experienced changes in financial behavior within five years of
buying a home.8 The result was mixed; some aspects of financial performance
improved while others did not.83 A large portion of respondents stated that they
prioritized mortgage costs above all other bills.8¢ More Asian household participants
paid their mortgages on time in comparison to Black households who participated in
the housing counseling.®> However, the author also found that the vast majority of
counseled households showed no indications of improvement in mortgage payment
behavior relative to their prior rent payment behaviors following the housing
counseling.8¢ This lack of improvement in financial performance may result from the

failure of housing counseling; however it may be also a result of statistical anomalies in

82 Carswell AT. Does housing counseling change consumer financial behaviors? Evidence from Philadelphia. Journal of family
economic issues (2009) 30:339-356

8 Tbid

8 Ibid

8 Ibid.

86 Tbid
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which the borrower failed to report difficulties in making rent payments or mortgage

payments on time.%”

Another more recent study on this general topic was done by Courchane and
Zorn in 2005. These authors used regression analysis to demonstrate the strong positive
connection between financial knowledge, financial behavior, and ultimate credit
outcome. They found that, after race, behavior is the most important variable for
explaining credit outcomes.?® Another recent study was done in 2002 by the Credit
Research Center of Georgetown University in conjunction with the National Foundation
for Credit Counseling. This study involved a three-year field experiment to assess the
impact of financial education on credit outcomes, and found that “borrowers who
received ... budget/financial counseling reduced their debt and improved their credit
profile over three subsequent years, compared to similar borrowers who did not receive
counseling.”# These improvements were directly observed in participants’ credit
scores, reduced late payments, smaller credit card balances, and decreased reliance on

credit lines overall.

Based on a deeper understanding of the current crisis in the target area, we have
made policy recommendations along both of these lines. At this time we would like to
delve further into our suggestion of a mandatory financial education program. There
have been dozens of theoretical studies done on this topic within the past 10 years, but
only a few that have actually used field experiments to assess such a program’s
effectiveness in raising the financial knowledge of high-risk borrowers. One such
program was established in pilot form in Illinois in 2005. The program’s overall goal

was to reduce the prevalence of predatory lending across the state.

87 Ibid.
8 Courchane, Marsha, and Peter Zorn. 2005. “Consumer Literacy and Creditworthiness.”

8 National Foundation for Credit Counseling. National Foundation for Credit Counseling Announces Study Results on the Impact
of Credit Counseling on Consumer Credit and Debt Payment Behavior. Personal Finance Foundation. 21 Mar. 2002.
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Background of HB 4050

Before enacting HB 4050, Illinois had several anti-predatory regulations already
in place based on loan characteristics. However, some policymakers had concerns
about these anti-predatory programs that allowed different leeway and loopholes
(Agarwal et al (2007) give examples such as replacing regulatory targeted “balloon
mortgages” with adjustable rate mortgages with short fixed rate and abrupt rearranging
slopes). As a result, legislators sought to focus on educating loan applicants rather than

regulating the loan issuing institutions.”

The pilot-program enacted by HB 4050 required financial education for high risk
borrowers in certain zip codes of the state based on their credit scores as well as product
choice. Those mortgage borrowers who had “sufficiently” low credit scores or those
choosing sufficiently high risk loan products were subject to mandatory financial
education. Borrowers with FICO scores in the 621-650 range were subject to mandatory
counseling if they also chose high risk products (these include “interest-only” loans,
adjustable loans within 3 years, repeat refinancing within previous year). However, if
borrowers had mortgages with prepayment penalties, loans that permit negative
amortization or loans with closing costs greater than 5% they were required to take
mandatory counseling regardless of their FICO scores.”? The criteria for this program
were based on a successful FHA program that existed in the 1970s.92 It should be noted
that these requirements applied only to loans offered by licensed mortgage lenders in

the state of Illinois.”

According to HB 4050, these high risk borrowers were required to attend a

counseling program through a local HUD (U.S. Department of Housing and Urban

% Agarwal, Sumit.,, Amromin, Gene., Ben-David, Itzhak., Chomsisengphet, Souphala., Evanoff, Douglas D. “Do Financial
Counseling Mandates Improve Mortgage Choice and Performance? Evidence from a Legislative Experiment” Fisher
College of Business Working Paper 2008-03-019, June 2009.
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Development) certified loan counseling agency. Borrowers would find out whether
they needed to take the mandatory counseling program when they submitted their
applications. They were then required to participate in a counseling session within 10
days of submission. These mandatory programs lasted between 1-2 hours and
explained to participants the meaning and outcomes of the loan offer for purchasing
homes or refinancing mortg