The Foreclosure Crisis, by the Numbers

The real estate market in this country is in complete turmoil. The convergence of tightened credit, property values in freefall, surplus housing inventory and an economy that is struggling has made the foreclosure situation one of the biggest problems that we have. What I wanted to show in this paper are the actual numbers, percentages and maybe some of the reasons that we are in this mess. It’s my opinion that we’re not nearing the end of this crisis, but that we may actually be somewhere in the middle. 
The most basic tenets of human survival have always been associated with three things and those items are: food, water and shelter. The concept of shelter in this country is represented by residential real estate in all of its forms. While shelter in and of itself is a simple idea, residential real estate is one of the largest, most lucrative and highly complicated industries in the United States.  Owning land and property has always been one of the primary reasons that people migrate to this country and is one of the main reasons that people stay here.
The real estate industry employs millions of Americans and has always been a driving force of the economy. Every single real estate transaction involves no less than 15 participant industries. Realtor, broker, title insurance, loan officer, closer, underwriter, originator, property inspector, appraiser, appraisal management company, stager credit rater, tax assessor, accountant, landscaper, roofer, signage company and on and on. It’s clear that if there are fewer real estate transactions, there is a ripple effect that is felt across the country.

The foreclosure and real estate crisis in the United States has dominated headlines, talk shows and public conversation for the last 5 years. Foreclosure is the ugly side of the American dream of homeownership. It’s a homeowner’s worst case scenario. In addition to losing your home in a foreclosure, a homeowner will also face eviction, being forced to move your children to another school, job changes, and moving away from your friends and family as well. And while it seems that all forms of media and conversation is saturated with information about the housing and foreclosure crisis in this country, the data actually shows that it is being under reported. 

What is a foreclosure?

Foreclosure is a process that allows for a lender to recover the amount owed on a defaulted loan by selling or taking ownership (repossession) of the property named in the loan documents. The process begins when the borrower defaults on the mortgage payments and the lender files a notice of default (NOD) .(Weintraub, 2011)  The lender takes ownership of the property one of two ways, either through an agreement with the owner during pre-foreclosure or at a public auction.  Public auction is preferred if they want to quickly to recover the loan amount.(Weintraub, 2011) While public auction is  the easiest and quickest way for a lender to recoup losses, it is hampered by the fact that the prospective buyer is required to pay cash at the time of auction. If the property is not sold at auction,  the bank will clear the title and make necessary repairs to the property and sell it on the open market through a realtor. 

Why are there so many foreclosures?
There is no single answer for this question.  For instance, one would assume that many homeowners, who defaulted on their mortgages, were forced to do so because the interest rates increased beyond a point to where they could no longer pay. Tables 1 and 2 show that the correlation is in fact the opposite. In the last 30 years, foreclosures continued to rise as interest rates continued to fall.
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Another theory as to why there are so many foreclosures may have its roots in 1993. Bank of America started a loan program called “the enterprise zone”. The concept behind this idea was to offer loans to potential homebuyers that typically did not meet the usual financial criteria that it takes to receive a home loan. Bank of America was one of the pioneering banks that introduced “fair lending” to the banking industry. The enterprise zone loan program looked to introduce homeownership to a populace that traditionally didn’t own homes. The idea being that people that owned homes in lower income/higher crime neighborhoods would take pride in ownership and this in turn would spur gentrification in these neighborhoods. Not only would it help these areas, it would be good business and would be beneficial to the company’s image and branding. It was also assumed that these loans would probably have a higher default rate, but the increase in loan applications overall would offset that.   It was a runaway success, and other lenders took notice. 

Following on the heels of Bank of America’s Enterprise Zone program, by the year 2000, most primary lenders had  “B Paper” loan divisions, and scores of smaller banks started what became to be known as “subprime lenders”. Prior to subprime and B paper lending, in order to buy a home, a borrower had to show proof of employment, substantial reserves, a sufficient debt to income ratio, and a credit score that showed a history of good credit standing.  The lowered lending standards made it much easier for just about anyone to get a loan. In many cases borrowers were coming into a home purchase with no money down, and had the seller credit them the closing costs and other loan fees. Then the owner would in turn, raise the sales price by that amount. With the subprime lenders, the most popular product was the “stated income” loan. With stated income loans, all the borrowers had to do was inform the lender what their income was, and there was rarely verification of employment or tax records. In most cases, lenders approved them without even checking credit histories. (Harvard Study 2011)               
 Table 3
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Borrowers were given adjustable rate mortgages just low enough for them to make the payments the first year on the premise that property values would increase, that they would get raises in income or at their jobs in the future. 

This went far beyond people who planned on living in these easily purchased homes. During those years of unrestricted lending practices, many borrowers saw the opportunity for making quick money in the rising real estate values by buying and “flipping” properties for a profit. Most of these investors were able to receive 0 down loans with one year interest rate resets.  When the market tanked, this group of people were caught holding the bag, and were unable to sell homes that they now owned and had scary adjustable reset rate mortgages on them, and with no down payment when they purchased them, there was no equity to cushion the blow.

While the subprime share of outstanding mortgages had been increasing exponentially, the subprime foreclosure rate had been increasing as well, especially for loans with adjustable rates. Most dramatically, the foreclosure rate for subprime ARMs increased from 3.9% in the second quarter of 2006 to 8% in the second quarter of 2007.3
The foreclosure rate for prime ARM’s has increased as well, from.6% to 1.2%, and while this was a small percentage of the loans overall, it shows that even this small amount of volume has doubled in it’s foreclosure rate. 
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Source: Mortgage Bankers Association (MBA)
One of the more interesting data points from that period was the disparity between home appreciation, and personal income.  US homeowners were thrilled with the dramatic appreciation in home prices between 2001 and 2005. This was a time when, in four years, the average home in the United States appreciated 53%. However, during that time personal income countrywide only rose 20%. As a result, homeownership became relatively less affordable. In response to higher home values, many potential homeowners found themselves priced out of the real estate market. In an effort to price themselves back in, borrowers increasingly sought adjustable rate mortgages and non traditional mortgage products in order to avoid being left behind in the rising real estate values. 
The ratio of first time homebuyers typically decreases during expansions and increases during recessions. In appreciating housing markets, the market share declines as first time home buyers are priced out and current homeowners take advantage of rising prices to buy up in the market. When real estate markets are weak and/or decreasing, overall sales activity is depressed and current homeowners typically stay where they’re at. According to the National Association of Realtors, the first time homebuyer share increased in both 2007 and 2008, and then surged dramatically in 2009, when the market was at its lowest. First timers rose from 36% of all homebuyers in 2006 to 45% of all homebuyers in 2009. Without this gain, the overall existing home sales would have plummeted overall. So in essence, while the market seemed dismal in 2009, it was actually a boon to first time homebuyers who were helping the market gain traction and keep it from being worse than it already was. 
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Source: US Census Bureau, Housing Vacancy Survey
Since the collapse of the subprime lending market in 2008, it is generally accepted that the worst is over for subprime default. Most of the loans in the subprime market were 1-3 year adjustables, and the last of them would have reset to the higher interest rate last year. So by this time, the borrowers of those loans would have either, refinanced into fixed loans, defaulted and been foreclosed upon, or have continued making the higher payment for at least 2 years now. 
From 2005 to 2010, the disparity between foreclosures of Prime Fixed Loans and Subprime adjustable mortgages has been enormous. This leads to the conclusion that the rules of lending money has not changed for thousands of years. If a borrower has sufficient income, and has a history of paying their debts, more often than not, it’s a sound business decision to lend them money.
However, the market is noticing that the next wave of foreclosures will come from the most unlikely of sources. Prime fixed borrowers who default on their mortgages in spite of their ability to pay. These groups of under reported borrowers are called “Strategic Defaulters”

When you own a house that is worth less than the mortgage is owed, this is called being “underwater”.  In 2009 Reecon Advisors released a national survey indicating that nearly 10% of homeowners would default if they found that they were underwater on their mortgage.(Reecon 2009) Choosing to do such a thing is known as strategically defaulting on your mortgage.  According to a TransUnion study of trends released in January 2011, found that maintaining car payments as the first financial priority, followed by credit cards, and maintaining a current mortgage as the last of the three. The national average for 60 day delinquent auto loans was .081% for Q3 2009, for credit cards the 90 day delinquency rate was a bit higher at 1.1%. But for mortgages, the national 60 day delinquency rate was six times higher at 6.25% . (TransUnion 2011)
Varied estimates show that currently 4.5 million homeowners have reached a point of being more than 75% underwater on their loans. This was at the beginning of 2011. So in essence, if the above numbers hold true, there are currently 281,250 homeowners strategically defaulting on their current mortgages.  In addition to that, many strategic defaulters are still able to pay their mortgages, but the thought of having no built-in equity is more of a business decision not to pay.

Let’s assume that Family A purchased a home on Maple Street for $500,000, in 2005. At the time they were able to secure a 5.5% conventional fixed rate loan, had a good credit score, good debt to income ratio and put down a very healthy 20%. So on the $400,000 loan, they had a monthly payment, (excluding property taxes) of $2271 per month.

In 2010, after many foreclosures, and falling values in the neighborhood, Family B bought a model match home on the same street, in similar condition for $310,000.  Family A now realizes that the original $100,000 investment that they put down, is now gone and they currently owe the bank $90,000 more than their home is currently worth. On top of that, the new owners have a monthly payment of $1,408, and built in equity of $62,000 (assuming that they put down 20%) , for essentially the same house.
Family A  now has an opportunity cost decision to make.  They’re still able to pay the mortgage for their current house, but do they purchase another house down the street for $310,000, and then give the keys to their old house to the bank? What are the repercussions? Their credit score would be damaged, but they are already saving more than $800 per month just in payment. They would be able to live in the same neighborhood, go to the same schools and keep the same jobs. Is the stigma of defaulting greater than the savings and chance of additional equity when the market recovers in a few years? These are decisions that hundreds of thousands of homeowners are making every day. The more that the real estate market declines, the higher the probability of long term homeowners defaulting on their mortgages in order to save money monthly, and benefit more quickly when real estate prices surge again as they most certainly will. 
Table 6
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Fam A  500,000 $      2005 5.5% 2,271 $              (190,000) $        

Fam B 310,000 $      2010 5.5% 1,408 $              62,000 $            

Opportunity Cost 863 $                


What areas of the country are the hardest hit?
The table below shows that some states have suffered more than others. The overall foreclosure rate hit double digits in only two states, Florida, and Nevada. However, Nevada only represents less than 1% of the nation’s mortgages. Florida has, by far, the highest foreclosure rate at 14% and has a healthy 6.2 of America’s overall mortgages. 
California is not too far from the nationwide mean of 4.9, with its foreclosure rate of 5.2% but this state alone has a whopping 10.2% of the nation’s overall mortgages.  It appears that the crisis has hit all 50 states, but some states are faring much better than others. States like California, Nevada, Florida and Texas may take longer than most other states to recover, just because of the volume of foreclosures and active listing inventory. 
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Source: Mortgage Bankers Association, National Delinquency Survey, US Census Bureau
National Foreclosure Rate: Mode 2.1, Mean 4.9 Median 3.3 Standard Deviation 13.69615

National Loans in foreclosure: Mode 0.1, Mean 4.2, Median 1.7 Standard Deviation 13.76004

The foreclosure crisis is far from over. The sheer numbers of homes in foreclosure, coupled with the amount of time that the banks are taking to foreclose will make recovery years from becoming reality. Most of the borrowers who were forced into foreclosure have at least 7 years until their credit recovers enough to buy again. That takes millions of potential buyers out of the market. Most banks are still reeling from the losses and will be more cautious about their lending guidelines, thus making it even harder drum up qualified buyers to help spur the market back to its normal state. One of the more troubling aspects of the entire mess is the strategic defaulters. Many of these borrowers are still able to pay their mortgages, and have been good credit risks in the past. Many of them are so far underwater on their mortgages due to the falling home prices, that they feel that “hitting the reset” button and walking away will give them another shot at homeownership at some point in the future. The data shows that the United States is years away from a healthy housing market. 
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				Foreclosure Rate		Share of US Loans in Foreclosure		Share of US Households with Mortgages						Foreclosure Rate		Share of US Loans in Foreclosure		Share of US Households with Mortgages

		Percent

		Unted States		4.6		100.0		100.0				Missouri		2.1		0.9		2.1

		Alabama		2.2		0.6		1.5				Montana		1.9		0.1		0.3

		Alaska		1.3		0.1		0.2				Nebraska		1.9		0.2		0.6				Foreclosure Rate

		Arizona		5.9		3.4		2.1				Nevada		10.4		2.8		0.9				Mode		2.1

		Arkansas		2.1		0.3		0.9				New Hampshire		2.6		0.2		0.5				Mean		4.9

		California		5.2		14.8		10.2				New Jersey		6.2		3.9		2.9				Median		3.3

		Colorado		2.8		1.4		1.9				New Mexico		3.1		0.4		0.6

		Connecticut		3.9		1.0		1.3				New Yord		4.3		4.3		5.0				Loans in Foreclosure

		Delaware		3.7		0.3		0.3				North Carolina		2.3		1.6		3.2				Mode		0.1

		District of Columbia		3.0		0.1		0.2				North Dakota		1.2		0.0		0.2				Mean		4.2

		Florida		14.0		23.6		6.2				Ohio		4.9		3.5		4.2				Median		1.7

		Georgia		3.9		3.2		3.3				Oklahoma		3.0		0.6		1.1

		Hawaii		4.8		0.4		0.3				Oregon		3.3		1.0		1.3

		Idaho		3.7		0.5		0.5				Pennsylvania		2.9		2.3		4.3

		Illinois		5.8		5.0		4.5				Rhode Island		3.6		0.2		0.3

		Indiana		4.5		1.9		2.4				South Carolina		3.4		1.1		1.5

		Iowa		2.8		0.5		1.1				South Dakota		1.8		0.1		0.3

		Kansas		2.3		0.4		1.0				Tennessee		2.4		1.0		2.1

		Kentucky		3.3		0.7		1.4				Texas		2.1		3.2		6.8

		Louisana		3.4		0.8		1.2				Utah		3.4		0.7		0.9

		Maine		4.6		0.3		0.5				Vermonth		2.7		0.1		0.2

		Maryland		4.0		2.1		2.2				Virginia		2.1		1.5		2.9

		Massachusetts		3.4		1.4		2.2				Washington		2.3		1.3		2.4

		Michigan		4.4		3.0		3.7				West Virginia		2.2		0.1		0.6

		Minnesota		3.3		1.5		2.2				Wisconsin		3.5		1.2		2.1

		Mississippi		3.1		0.4		0.8				Wyoming		1.7		0.1		0.2
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