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ABOUT THE REINVESTMENT FUND

I he Reinvestment Fund (TRF) is a
leading innovator in the financing of

neighborhood and economic revitalization.

Central to its mission is a commitment to

put capital and private initiatives to work

for the public good. TREF is a development

finance corporation with a wealth-build-

ing agenda for low- and moderate-income

people and places through the strategic use of

capital, knowledge and innovation.

TRF manages $217 million in assets from
over 900 individual and institutional inves-
tors. It uses these assets to finance affordable
housing, community facilities, businesses,
renewable energy projects, and public policy
research. TRF also provides human resource
services to many of the companies it finances
to help create quality job opportunities for
low- and moderate income people.

To date, TRF has made more than $379
million dollars in loans and investments
across its lines of business. TRF invest-
ments have created or preserved over 10,100
housing units, more than 10,800 child-

care slots and 11,800 charter school slots.
While much of its lending occurs within the
Greater Philadelphia region, its market area
extends across the entire Commonwealth of
Pennsylvania and into the states of Delaware,
Maryland and New Jersey.

TRF’s Policy Group has an expanding
portfolio of projects and publications and has
developed a solid reputation for its housing-
related policy research.
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erest Componunded Daily

TREF investigated the sharp increase in
foreclosures in Monroe County for the
Commonwealth of Pennsylvania and
analyzed the rate of African American
homeownership in Pittsburgh for
Housing Opportunities, Inc. and the
Heinz Endowments.

TREF is working with the Pennsylvania
Governor’s office to develop the

principles and strategies of a statewide
housing strategy — as recommended in
TRF’s Choices in Pennsylvania report.

TREF has developed nationally recognized
methodologies to identify and estimate
the extent to which predatory lending
occurs within an area. The methodology
and preliminary results have served as
effective testimony in legal action against
predatory lending.

TRF developed an innovative GIS-
based methodology for analyzing urban
real estate markets and has advocated

for neighborhood-based data to drive
public and private development
decisions, paying particular attention to
preservation within our communities.
TREF is now active in the implementation
of such a data-driven investment strategy
in Philadelphia and in Camden, New
Jersey with the significant support of the
Ford and William Penn Foundations.
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|. EXECUTIVE SUMMARY

ennsylvania now has some of the

highest mortgage foreclosure rates
in the nation. The prime foreclosure rate
at .85% is the 9™ highest in the nation;
the subprime rate, which is orders of
magnitude higher at 11.9% ranks 4.
While economic factors and “triggers”
traditionally used to explain foreclosure
rates are relatively predictive of the prime
rate in Pennsylvania, they are less so of the
subprime rate. A more detailed analysis of
foreclosure filings in Pennsylvania reveals
that it is the subprime foreclosure rate that is
driving rising foreclosure filings around the
Commonwealth.

In sum, this study finds:

B [n 2002, 9.9% of all loans originated in
Pennsylvania were made by subprime
lenders. Yet, sixty to seventy-five percent
of all sampled loans in foreclosure were
originated by subprime lenders.

B [f traditional factors alone were driving
the subprime rate, Pennsylvanias,
compared to other states, would be at
least 3 percentage points lower.

B Growing foreclosure filings do not appear
to be simply the result of an expanding
mortgage market, as filings are outpacing
any gains in homeownership or housing
development.

B Foreclosures are typically concentrated in
the modest income areas of Pennsylvania,
as well as areas that are disproportionately
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minority. As a result, foreclosures
have a disproportionate effect on these
communities.

B Loans in foreclosure are an even mix of
purchase money mortgages and refinances.
The typical homeowner in foreclosure
between 2000 and 2003 in Pennsylvania
purchased their home in the mid-to-late

1990s.

Data, interviews with subject matter experts,
and a review of foreclosure literature suggest
that the combined impact of a set of factors,
some of which are unique to Pennsylvania, is
driving the trend.

National factors include:

B Increased consumer access to mortgage
products which allow for lower down
payments, lower savings balances, higher
loan-to-value ratios and lower credit
scores to buy a home may make long-term
homeownership unsustainable.

B Borrowers and potential borrowers lack
information about alternatives to high cost
loans.

B Many borrowers lack financial education
ranging from understanding the economics
of interest rates to the importance of paying
bills on time.

B Securitization of the residential mortgage
market makes higher foreclosure rates
acceptable to investors through
proper pricing.



B Consumer expenditures on health care
costs have risen faster than the growth
in incomes. Subject matter experts
consistently suggested that households
are choosing to pay medical costs — at the
expense of making mortgage payments.

Pennsylvania specific factors include:

B Regulations in Pennsylvania are not
protecting homeowners as originally
intended.

B The costs of homeownership in
Pennsylvania are rising including costs
associated with maintaining an older
housing stock, property taxes and energy
costs.

B Abusive lending practices are evident in
segments of the mortgage industry.

Mortgage markets in Pennsylvania need

to flourish. To do so, the Commonwealth
must balance its interest in ensuring these
markets work well with concern for the
impact of these markets on consumers and
communities. Any strategy to do this will
likely need to attack more than just one

of the eight causes identified here, but at a
minimum should ensure that: 1) laws and
regulations in Pennsylvania are designed
and enforced to protect consumers from
abusive lending practices, while not limiting
legitimate lending and 2) consumers (and
future generations of consumers) have

the financial education necessary to make
informed decisions about debt and personal
finances. TRF hopes this study can help the
Commonwealth and its legislature form such
a strategy.



Il. INTRODUCTION

n July of 2003, the Legislature of Penn-

sylvania took official notice of the
growing mortgage foreclosure rate in Penn-
sylvania and passed House Resolution No.
364, which called upon the Secretary of
Banking “to study residential lending prac-
tices in Pennsylvania, to identify trends in
foreclosures and to document lending prac-
tices which are disadvantageous to Pennsyl-
vania’s consumers and submit a report to the

General Assembly.” !

To understand what was driving the growing
foreclosure rate in Pennsylvania, the Secretary
of Banking hired The Reinvestment Fund to
gather as much data as possible about fore-
closures in Pennsylvania and systematically
analyze trends and potential causes. Simulta-
neously, the Secretary convened an Advisory
Group of representatives from the mortgage
industry, legal services, advocacy groups and
state government to provide the Secretary
with guidance during the course of the study.

'PA H.R. 364, 2003.
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The fundamental goals of this study pre-
sented are to understand how Pennsylvania
foreclosure trends compare to other places;
develop a set of facts regarding overall fore-
closure trends in Pennsylvania; and conduct
a detailed analysis of foreclosure activity

in communities across Pennsylvania upon
which the Secretary of Banking can rely to
make (or propose) requisite changes to law,
regulation and policy. To do this, TRF:

B Conducted literature reviews of issues re-
lated to foreclosures, including traditional
triggers of mortgage foreclosure, abusive
lending, loss mitigation, and efficacy of
housing counseling.

B Analyzed how traditional economic indi-
cators affect foreclosure rates in Pennsyl-
vania and across the nation.

B Collected and analyzed recorded informa-
tion regarding the last four years of mort-
gage foreclosure filings in Pennsylvania.

B Conducted one-on-one interviews and
focus groups with industry representa-
tives, representatives of relevant county
offices and housing assistance providers.



DATA SOURCES AND METHODOLOGY

U.S. Census Data & Census Estimates
1980, 1990, 2000, 2003 - The U.S. Census
Bureau 1990 and 2000 Summary Files 1 and
3 data permit a categorization of counties

in terms of any number of relevant social,
demographic and economic characteristics
(e.g., income level, housing value, owner oc-
cupancy rates, etc.). Census data is analyzed
using statistical software known as The Statis-
tical Package for the Social Sciences (“SPSS”)
and GIS software known as ArcView. The
U.S. Census also provides estimates of some
of the characteristics for 2003.

U.S. Census 1980, 1990 and 2000 5-
Percent Public Use Microdata Sample
(PUMS) for Pennsylvania - PUMS is a
compilation of a sample of individual Census
forms collected by the Census. This form of
the data allows for a very detailed and cus-
tomized examination of the data.

Property Specific Sale and Mortgage
Data- TRF developed a methodology em-
ployed in studies of both Philadelphia and
Monroe County foreclosure activity. Un-
like methods used in most studies of loans
in foreclosure which look only at the loan

in foreclosure, this technique allows TRF to
trace a foreclosure filing back to the originat-
ing loan and lender and review the transac-
tional history of a property in foreclosure.
This distinction is important as most loans

— particularly subprime loans - are not held
by originating lenders anymore, but sold
oftentimes more than once, in the secondary
market.

To obtain this data, TRF queried each fore-
closure property studied in the First Ameri-

can Real Estate Solutions (FARES) database.
This database allows TRF — where property
information is available — to document the
transaction history on each property. The
database records when a property was sold,
at what price, and to whom; recorded liens;
lenders or mortgage lenders involved; and
the assessed value given the property by the
County. This data allows TRF to determine
the types of lenders involved in originating
loans now in foreclosure, if the owner owes
more on the house than it is likely worth,
how long people in foreclosure have lived

in their home, how much of the foreclosure
activity is associated with loans to purchase a
house or refinance an existing loan(s) and the
geographic concentration of foreclosures.

A fuller study of Pennsylvania’s foreclosure
activity is constrained, however, by the
number of counties reflected in the FARES
database. At this time, 14 of Pennsylvania’s
67 counties have property specific informa-
tion in the database (see Map 1 for the locations
of the 14-county study area). These counties do,
however, represent all or part of the larger
metro areas in the Commonwealth and
together account for almost 60% of the oc-
cupied housing units (homeowners) in the
Commonwealth.

1) Philadelphia, Bucks, Chester, Montgom-
ery and Delaware Counties (Southeastern
PA)

2) Allegheny and Washington Counties
(Southwestern PA)

3) Erie County (Northwestern PA)

4) Berks, Lehigh and Northampton Coun-
ties (Southeasten PA)

5) Dauphin and Lancaster Counties (South-
central PA)

6) Monroe County (Northeastern PA)
(TRF recently completed a study of fore-
closure activity in Monroe. A copy of



that study can be downloaded from the
Department of Banking’s web site at http:
/Iwww.banking.state.pa.us)

Foreclosure Filings - For the 14 areas with
FARES coverage, TRF obtained listings of all
mortgage foreclosure filings for the four year
period from 2000 through 2003, inclusive.
This represented a time consuming process
as there is no centrally located office in the
Commonwealth that collects filing data -
instead, Prothonotary Offices in each county
do. Complicating the effect is the fact that
different counties capture different pieces of

information regarding filings and, while some

Map 1: 14-County Study Area
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INTRODUCTION

counties were able to provide filing data
electronically to TRE, others have paper-
based record keeping processes. The sheer
volume of paper required TRF to systemati-
cally analyze only a sample of filings in some
of these counties.

Home Mortgage Disclosure Act
(HMDA) - TRF analyzed HMDA data for
the period 1998-2002. These data, together
with the Census data, allowed an examina-
tion of the types of mortgage loans made and
the characteristics of areas in which they

are made.

IMaryland

m
D Counties in Foreclosure Study

Percent of State's Total Housing Units in 2003
0.5% or Less
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I 1.1% - 2%

B 2.1% - 3%
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Homeowners’ Emergency Mortgage As-
sistance Program Applicant Data - TRF
acquired a full state set of data on applicants
to the Commonwealth’s Homeowners’ Emer-
gency Mortgage Assistance Program (here-
after, “HEMAP”) covering the last several
years. Each record contains a date of appli-
cation as well as the foreclosing lender and
disposition by HEMAP. TRF analyzed all
HEMAP applications, spatially and statisti-
cally, to reveal trends, geographic concentra-
tions within the state and reason for each
homeowner’s mortgage crisis.

Focus Groups and One-on-One Inter-
views - All TRF studies use interview or
focus group results to inform and comple-
ment findings revealed by data analysis. Data
findings can many times be confirmed or
better understood by learning from practi-
tioners and those who are experiencing first-
hand what we observe statistically. TRF held
a number of focus groups and interviews for
this project including those with the follow-

ng:

m Prothonotary and Sheriff Offices

m Mortgage industry representatives (local
and national)

m Pennsylvania realtors
m Housing counselors

m Attorneys representing lenders and con-
sumers

m Consumers over the last two years for this
and related studies

Literature Review - TRF conducted a lit-
erature review to outline what is working in
other parts of the country or in other indus-
tries to address problem trends identified in
the analysis. Some of the following areas are
discussed in this report:

Causes of foreclosure
Efficacy of housing counseling

Mortgage loss mitigation programs

Predatory lending laws and other laws
designed to address abusive lending prac-
tices

Analysis - TRF collected and analyzed all
of the above data — statistically and spatially
— in an effort to produce a set of findings
about why households are facing foreclosure
in Pennsylvania, and where residents have
been affected. The result of these analyses is
the subject of this report and includes:

®m Maps of foreclosures and HMDA analy-

sis;

m Complete database of information regard-
ing the 4-year foreclosure list;

m  Written analysis of findings;

Fact-based findings upon which the

Commonwealth can act;

m Legislative, administrative and legal rem-
edies revealed by the literature reviews,
focus groups, and task force recommen-
dations that relate to the causes of fore-
closure in Pennsylvania.



Percent of Loans

Ill. THE PROBLEM

ver the past few years, a variety of
data began to signal expanding
financial trouble for homeowners in
Pennsylvania. Foreclosure rates were
growing, Sheriff Offices around the
Commonwealth were overwhelmed by
the volume of transactions, the number
of applications to the state for HEMAP
assistance was increasing, bankruptcy rates
were rising and more owners were cost-
burdened (paying more than 30% of their
income for housing costs) than ever before.

FORECLOSURE RATES STATEWIDE
Pennsylvania’s foreclosure rates continue
to grow. In 2003, Pennsylvania had the
9% highest foreclosure rate among prime
loans; and the 4* highest rate among sub-
prime loans.

As a general matter, a mortgage foreclosure is
a legal action that is defined in part as:

The process by which a mortgagor of
real or personal property, or other owner
of property subject to a lien, is deprived
of his interest therein. A proceeding in
equity whereby a mortgagee either takes
title to or forces the sale of the mortgag-
or’s property in satisfaction of a debt.

Blacks Law Dictionary (6th ed. 1990)

At the most basic level, a mortgage fore-
closure action is usually started after an in-
dividual has stopped making payments on
their mortgage (voluntarily or involuntarily).
Unless those payments begin again, an ar-
rangement is made with the lender, a con-
sumer secks and receives bankruptcy

[1I-1: Trend in Conventional Loan Foreclosures; Pennsylvania 1979-2003
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Figure I11-2: Prime Foreclosure protection, or some other extraordinary event
Rate by State occurs, the individual is going to lose their
home. The loss of a home through foreclo-
Top Te“ States ‘f‘"th Highest Percent sure adversely affects the homeowner and
gfdPn;ne Loans in Foreclosure, 2003 community in which they live along with the
rd qtr .
9 lender or investor who holds the loan.
State Percent in Foreclosure .
Utah 143 Data obtained from the Mortgage Bankers
Ohio 1.34 Association of America (MBAA) show that
South Carolina 1.32 .
indiana 123 the trend in foreclosures for the Common-
New Mexico 0.98 wealth of Pennsylvania has been on the rise.
Kentucky 0.96 . .
e 091 Looking back to 1?79, the typ.lcal quarterly
Mississippi 0.89 percent of conventional loans in foreclosure
Pennsylvania S was less than one-half of one percent. That
Idaho 0.84 . i
figure rose steadily during the decades of
the 80s and 90s. Since the year 2000, the
percent of conventional loans in foreclosure
Figure I11-3: Subprime rose from about one percent to one and one-
Foreclosure Rate by State half percent (see Figure I1I-1: Trend in Con-

ventional Loan Foreclosures).

Top Ten States with Highest Percent

of Subprime Loans in Foreclosure, According to the MBAA, Pennsylvanias
2003 3rd qtr . .

percent of prime loans in foreclosure was
State Percent in Foreclosure .85% in 2003 and ranked the state as having
Ohio 15.16 the 9th highest prime foreclosure rate in the
Indiana 13.90 nation (see Figure I1I-2: Prime Foreclosure
Kentucky 12.43 Rate by S B . h h. P
Pennsylvania e te by State). By comparison, though, Penn-
Mississippi 11.58 sylvania’s percent of subprime loans in fore-
south Carolina .44 closure — orders of magnitude higher than
Michigan 11.43 . .
lllinois 1036 the percent of prime loans in foreclosure at
South Dakota 10.35 11.9% - ranks it among the top four states in
Wisconsin 10.19

the country (see Figure I11-3: Subprime Fore-
closure Rate by State). FHA-insured mortgag-
es had a foreclosure rate in 2003 of 4.5% (see
Maps 2, 3 and 4: National Maps of Foreclosure
Rates by State).
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National Maps of Foreclosure
Rates by State
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SHERIFF SALES
In just the last three years, an estimated
55,163 homes have been lost to Sheriff

Sale in Pennsylvania.

Sheriff Offices report increases in the
numbers of properties being exposed to

and sold at Sheriff Sales across the Com-
monwealth. Data from 43 of the Common-
wealth’s 67 counties indicates that 35,980
properties were sold at sheriff sale during the
last three years. This represents an increase of
over 14% during this three year period.

By comparing the total number of housing
units in each reporting county with their
actual number of properties sold at Sheriff
Sale, TRF estimated the number of proper-
ties likely sold in the non-reporting counties
and found that a total of 55,163 properties
were likely sold in all 67 counties during
this time period. This exceeds by some 20%
the number of households in the City of Al-
lentown (Pennsylvania’s 3 largest city below

Philadelphia and Pittsburgh).

An even greater number of properties have
been exposed to sheriff sale, but not actually
sold. Sheriff Offices report that many are
simply not equipped to handle the volume of
properties being brought to auction (see Maps
5,6 and 7: Sheriff Sales Completed).
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FORECLOSURE FILINGS BY
CoOuNTY

In just the last four years, the number of
foreclosure filings in the 14-county study
area grew from 15,610 in 2000 to 20,737
in 2003 — an increase of 33%.

TREF collected foreclosure filing information
from Prothonotary offices in 14 counties
throughout the Commonwealth for the four
year period, 2000 through 2003. (While
foreclosure filings are known to have been
rising for years before 2000, this four year
period was the point of time analyzed for this
study.)

Filing numbers indicate that, without excep-
tion, the number of foreclosure filings has
risen in each county during the four-year
period. Foreclosure filing increases were
most dramatic in Erie, Washington and Al-
legheny counties where the number of filings

Figure IllI-4: Filings by County

grew by over 60% (see Figure I11-4: Filings by
County).

HEMAP APPLICATIONS
In 1996, almost 5,700 households applied

to the Commonwealth for mortgage assis-
tance. In 2003, 8,881 did so.

The Pennsylvania Housing Finance Agency
(PHFA) operates a program called the Ho-
meowner’s Emergency Assistance Program
(HEMAP). Designed to help homeowners
keep up with mortgage payments during
periods of unemployment or illness, the
HEMAP program is one of the most lauded
housing programs in the state.> Applications
for mortgage assistance have almost doubled
since 1996 and growth has been relatively
even across the Commonwealth. The four
maps shown here are standardized to show
applications per 1,000 owner occupied
housing units. (see Maps 8, 9, 10 and 11:
HEMAP Applications Over Time).

Mortgage Foreclosure Filings by County, 2000 through 2003

2000 2001
Allegheny 2,567 3,202
Berks 855 962
Bucks 886 1,053
Chester 515 594
Dauphin
Delaware 1,246 1,543
Erie 361 448
Lancaster 734 861
Lehigh 702 863
Monroe 699 879
Montgomery 1,142 1,204
Northampton 438 583
Philadelphia 5112 5,977
Washington 353 477
Total 15,610 18,646

2002 2003 Tota Percent Increase
4,003 4,115 13,887 60.3%
1,026 1,081 3,924 26.4%
1,077 1,002 4,018 13.1%
704 668 2,481 29.7%
776 793 1,569
1,533 1,700 6,022 36.4%
631 778 2,218 115.5%
884 958 3,437 30.5%
829 825 3,219 17.5%
925 940 3,443 34.5%
1,295 1,309 4,950 14.6%
509 579 2,109 32.2%
6,361 6,292 23,742 23.1%
516 587 1,933 66.3%
20,293 20,834 76,952 33.5%

2 Interviews with the North Carolina Secretary of Banking revealed that they are in the process of adopting a HEMAP like program in

North Carolina based on Pennsylvania’s program.
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Additionally, between 2000 and 2003,
4,222 households were approved for
HEMAP assistance. Simply put, the pres-
ence of HEMAP saved (or postponed)
4,222 households from being subject to
foreclosure and likely underestimates the
true numbers of households in serious
mortgage- related distress in the Common-

wealth.

As the chart here shows, 2,527 residents
within the 14-county study area and 4,222
residents in the Commonwealth as a whole

remained homeowners as a result of HEMAP
(see Figure I1I-5: HEMAP Approvals by Year).

The success of HEMAP can contribute to an
understatement of the total number of failing
loans within the Commonwealth. If a resi-
dent with a delinquent mortgage is approved

for HEMAP, a foreclosure will not be filed.
The number of foreclosure filings reported in

Figure Il1-5: HEMAP Approvals by Year

HEMAP Approvals By Year

County 2000 2001
Allegheny 51 89
Berks 15 28
Bucks 19 11
Lancaster 17 31
Lehigh 7 13
Montgomery 18 28
Philadelphia 128 117
Dauphin 20 17
Erie 8 14
Northampton 8 9
Delaware 21 23
Monroe 23 44
Chester 12 17
Washington 15 15
14-county Study Area 362 456
Pennsylvania 565 800

The
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this study would actually be higher were it
not for the HEMAP program.

BankrurTCY FILINGS

Bankruptcy filings in Pennsylvania have
grown at one of the fastest rates in the
country over the last 10 years.

Research suggests that changes in the per-
sonal bankruptcy filing rate tend to mirror
changes in the risk of default to a household.
The logic is that the same set of consumer
burdens which make a household more likely
to default on a mortgage loan are the same
burdens which make them more likely to
declare bankruptcy. Personal bankruptcy
filings nationally continue to be uniquely
high and economists are debating its cause.
One side of that debate believes a signifi-
cant share of the rise in filings is due to the
current law and to a lessening of the stigma
associated with filing for bankruptcy.

2002 2003 Total
147 192 479
37 66 146
25 44 99
28 55 131
22 56 98
42 59 147
198 239 682
34 34 105
32 32 86
15 25 57
45 50 139
45 76 188
19 27 75
25 40 95
714 995 2,527
1,189 1,668 4,222

15
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The other side of the debate argues that the
rise primarily reflects an increase in financial
distress within the consumer sector.?

Bankruptcy filings in Pennsylvania have
grown exponentially. Between 1990 and
2001, the number of bankruptcy filings in
Pennsylvania grew by over 200% - the 5th
fastest rate in the country (see Figure I11-6:
Change in the Number of Bankruptcy Filings).

Housing Cost BURDENS

More homeowners are paying over 30% of
their income for housing costs.

According to the U.S. Census Bureau, 16.7%
of all homeowners were paying more than

Figure Il1-6 Change in Number of
Bankruptcy Filings, 1990-2001

500.00%

they could afford to own a home in 1990; by
2000 20.8% were. 7.3% of all homeowners
are most severely burdened (paying over 50%
of income) in 2000. Lower income house-
holds are far more likely to face housing cost
burdens than any other income group.

Together, these data suggest that more home
owners are financially distressed. More are
applying to the state’s HEMAP program for
help in paying their mortgage, more are filing
for bankruptcy, more are facing foreclosure
and more are losing their home to Sheriff
Sale. Understanding the nature and poten-
tial causes of this problem in Pennsylvania is
the subject of this report.
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3«personal Bankruptcy: A Literature Review,” Congressional Budget Office, September 2000.



IV. FINDINGS - WHAT THE DATA AND

RESEARCH SUGGEST

Finding 1: Traditional
factors alone do not explain
Pennsylvania’s high foreclosure
rate. If they did, the subprime
foreclosure rate, in particular,
would be at least 3 percentage

points lower.

TREF reviewed a significant amount of the
research conducted to date on foreclosures
across the country and found a broad set of
economic indicators that researchers suggest
affect mortgage delinquency and subsequent
foreclosure rates. Early foreclosure studies
focused on two sets of factors that play key
roles in mortgage default and foreclosure:
the risk attached to the asset underlying

the interest secured by the mortgage (home
value), and the risk exhibited by the mort-
gagor. While these two factors continue to
be primary focuses of much research, more
recent work includes a look at homeowner-
ship rates, home appreciation, loan-to-value
ratios, securitization in the mortgage indus-
try, consumer debt, subprime activity, mort-
gage terms, share of FHA originations and
financial distress caused by certain “trigger
events” such as divorce, unemployment and
medical catastrophes. (A bibliography of the
research reviewed for this study is included in

the Appendix.)

A look at the indicators in Pennsylvania
reveals a rather murky picture. Loan to value

ratios are increasing, home prices are appreci-
ating slowly, and Pennsylvania’s already high
homeownership rate has risen even further.
At the same time, Pennsylvanian’s save more
than their state counterparts, carry a higher
average credit score, are less likely to be un-
employed than their national counterparts,
and divorce less frequently. In the end, some
of these indicators may suggest reasons why
the rate is growing — but they do not fully
explain why Pennsylvania’s rate is so much
higher than other states around the nation.

A REVIEW OF THE INDICATORS

Loan-to-value ratios are increasing in
Pennsylvania.

Loan-to-value ratios are likely one factor

in the Commonwealth’s growing foreclo-
sure rate. Data from the Federal Housing
Finance Board indicates that in 2003, the
average conventional single family mortgage
loan in Pennsylvania had a loan-to-price ratio
of 76.9%.* This was somewhat higher than
the nation (73.5%). More importantly, the
loan-to-price ratio in Pennsylvania has tradi-
tionally been lower than that in the nation.
In 1994, however, the ratio in Pennsylvania
began to exceed that of the nation and has
remained higher. This is likely the result of
the huge growth in subprime originations
which began in the early nineties.

TRF’s research review suggests that higher
loan-to-value ratios increase the likelihood
of default because borrowers have less in-
vested in the property. It is also true that

4 . .o . . .
Loan-to-value represents the amount of a home mortgage compared to its value. Loan-to-price is essentially the same ratio and is based
on the amount of a borrower’s loan at the time of settlement compared to the purchase price of the home.
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high loan-to-value ratios increase the likeli- Generally, Pennsylvania home values
hood that the borrower will be in a negative are appreciating at slower rates than the
equity situation during the early years of nation.

the loan. Higher loan-to-value ratios also
Our research review suggests that non-ap-

preciating real estate markets tend to have
higher foreclosure rates for two reasons.

When faced with an economic hardship, a
borrower living in an appreciating market
may: 1) tap the equity in their home until
the financial hardship passes; or 2) sell the

home and walk away with some money

suggest that borrowers have less savings.
Were more savings available, they would
likely have put more money down at closing
in order to obtain better loan products and
pricing. These borrowers may lack the neces-
sary cushion to keep up mortgage payments
during a time of financial crisis, further in-

creasing the likelihood of foreclosure. instead of losing their home to foreclosure.
Either of these may be a rational economic

Some studies have further suggested that #he choice in an appreciating market. For the

higher percentage of loans with over 90% loan- borrower in a non-appreciating market,

to-value ratios, the higher the rate of foreclosure. ~ without equity, the “choice” is foreclosure.

Nationally, the Federal Housing Finance

Board estimates that 20% of all conventional According to the U.S. Census, the median

loans in 2003 had an LTV of 90% or more.’ home value in the nation in 2000 was

In Pennsylvania, 23% exceeded 90%. That $119,600 and represented an 18% increase

since 1990, after adjusting for inflation. In
Pennsylvania, the median home value was
$97,000 in 2000 — an appreciation of only
5.2% since 1990. Compared to neighboring

states,

said, almost half of the states in the nation
had higher percentages than Pennsylvania.

Figure IV-1: Home Values

Home Values in Pennsylvania and Surrounding States, 1990-2000
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5The Board only reports on the characteristics of conventional loans to purchase single family homes. As homes financed with FHA or
VA mortgages are lower priced than those financed with conventional mortgages, the reported house prices should not be interpreted as
applying to all single-family homes.
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Pennsylvania had the lowest home value in
2000 (see Figure IV-1: Home Values).

More recent data from the Federal Housing
Finance Board indicates that the trend has
continued through 2003. The median home
sale price of all conventional mortgages made
in 2003 in Pennsylvania was $179,900.

All of Pennsylvania’s neighboring states

had higher sale prices — as did the nation
($197,900).

Not surprisingly, sales have not been robust
statewide. Data from the National Associa-
tion of Realtors indicate that, in Pennsylva-
nia, home sales for the year 2003 increased
10.6% since 2001. During the same time
period, the sale volume across the nation in-
creased by 15.8%; Pennsylvania had the 11*
slowest growing sale volume in the nation.

Pennsylvania has one of the highest
homeownership rates in the nation.

Research suggests that much of the rise in
the nation’s homeownership rate is due to
the expansion of credit within the mortgage
markets. In particular, the expansion of

the subprime mortgage market has allowed
borrowers who would normally have been
turned down by traditional lenders to obtain
credit. These borrowers tend to be lower-
income and many are minorities. So, in one
sense the expansion has resulted in a growing
number of households now poised to ac-
cumulate wealth as a result of owning their
own home. The negative side effect of this
growth, however, is the associated rise in de-
linquencies and foreclosures that arise from

riskier subprime products.
6Governor Edward Gramlich, 2004.
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“Overall homeownership rates have gone

from 64 percent to more than 68 percent
over this period. Nearly 9 million more
households own their home now than just
nine years ago. A major portion of this ex-
pansion in homeownership seems clearly at-
tributable to the increased access to credit
afforded by expansions in prime and sub-
prime mortgage lending.”

Pennsylvania’s homeownership rate is partic-
ularly high. 71.3% of all households owned
their own home in Pennsylvania in 2000;
compared to 68 % nationwide.

Unemployment in Pennsylvania is lower
than it is in the nation and is currently
increasing at a slower rate than most other
states. Nonetheless, unemployment is the
most often cited cause of financial distress
by homeowners at risk of losing homes to
foreclosure.

Unemployment or job loss, logically, makes
it more difficult for households to afford
their mortgage payments and increases the
likelihood of default and foreclosure. In
Pennsylvania, the unemployment rate in
2003 was 5.6% - a rise of 1 percentage point
since 1998. Nationally, however, the rate
was 6% - a rise of 1.5% since 1998.

While Pennsylvania’s unemployment rate
continues to be lower than the national
average, it is rising. As a result, it is likely a
contributing factor to Pennsylvania’s rising
foreclosure rate. Although the unemploy-
ment rate does not explain why the rate is

so high, it may at least partially explain why
the foreclosure rate is growing. For example,
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of the applicants who were approved for
HEMARP assistance in 2000, 53.3% cited
“layoff-loss of income” as their cause for fi-
nancial distress; by 2003, 62.8% had.

The average credit score in Pennsylvania is
696 and is one of the highest in the nation.

Credit scores generally range from 300 to
800. Lower scores generally represent higher
risk consumers who carry a greater possibil-
ity of default and foreclosure. According to
Experian, a repository of consumer credit
information, the average credit score’ in
Pennsylvania in December 2004 was 696

— the 11" highest score among the 50 states
in the nation. Unlike Pennsylvania, the other
10 states with high credit scores do not have
high foreclosure rates. That consumers in
Pennsylvania have a higher than average
credit score and a high foreclosure rate is
counterintuitive. (See Figure I17-2: States with
Highest Credit Scores.)

Figure IV-2: States with Highest
Credit Scores

States with Average Consumer

Credit Scores above 690

State Average Credit Score
South Dakota 710
Minnessota 707
Vermont 707
North Dakota 705
Massachussetts 703
New Hampshire 703
Montana 702
lowa 699
Maine 698
Wisconsin 698
Pennsylvania 696
Connecticut 694
Nebraska 694
New Jersey 693
Rhode Island 693

Pennsylvanians appear to be saving more
than the average household nationwide.

“Personal saving, as measured by the Com-
merce Department’s Bureau of Economic
Analysis, is essentially the amount of after-tax
income left after household bills are paid.
From the end of the Second World War until
the early 1980s, the personal saving rate--per-
sonal saving expressed as a percentage of dis-
posable income--gradually trended up. To be
sure, the saving rate showed considerable vol-
atility from year to year, and in some periods,
such as the second half of the 1970s, its
upward drift stalled for a time. But overall,
the picture was that of a fairly steady rise in
the personal saving rate, from about 7-1/2
percent in the early 1950s to around 10-1/2
percent in the early 1980s. Since that time,
however, the household saving rate has declined
precipitously and, in the last couple of years, it
has averaged only about 1-1/2 percent.”™

Personal savings rate data is not available at
the state level, so TRF used Current Popula-
tion Survey (CPS) data to calculate an esti-
mate of non-housing wealth for households
in each state and nationwide. CPS data are
collected monthly by the Census Bureau
and Bureau of Labor Statistics and is avail-
able nationally for a sample of households.
The March survey (called the Annual Dem-
ographic Survey) contains information on
the various sources of income received by
each household. Among the various sources
are income received from interest and divi-
dends. TRF’s procedure to estimate “wealth”
was to assume a typical savings interest rate
for the period and multiply that times the
amount of interest received during the year.
That provided an estimate of the amount of
savings available to the household.

7Experian uses a representative sample of consumers to calculate credit profiles in each of the 50 states.

8Vice Chairman Roger Ferguson, Jr., 2004.
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Similarly, TRF applied the same procedure to
dividends received using a typical S&P divi-
dend yield for the appropriate time period.
That too provided an estimate of the value of
securities available to the household. These
are obviously imperfect estimates, but taken
together provide a guide as to the relative
amount of savings and non-housing invest-
ments households have available. Moreover,
for purposes of comparing Pennsylvania to
other states, there is no reason to suspect that
the measure is more perfect (or imperfect)

in any state(s). And as most other studies

of household wealth suggest, these estimates
too are related to household income such

that higher income households tend to have
greater amounts of wealth.

This data reveals that Pennsylvania house-
holds may, in fact, be saving more than

their national and in some cases, regional
counterparts. In 2004, for example, the data
suggests that 44.1% of all households in the
nation lacked any non-housing “wealth”. By
comparison, only 38.8% of Pennsylvania’s
lacked wealth. Similarly, only 24.8% of
households nationwide have estimated
wealth exceeding $50,000; in Pennsylvania,
27.6% do (see Figure I7-3: Wealth Estimates by
State and Nation).

Figure IV-3: Wealth Estimates by State and Nation

Estimations of Wealth in Regional States and Nation, 2004
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Research suggests that lower savings rates
can be a factor in rising foreclosure rates as
borrowers lack the financial cushion when

a financial hardship occurs. Given Pennsyl-
vania’s favorable position compared to the
nation and others, this may not be a substan-
tial factor in Pennsylvania’s rising foreclosure
rate.

Mortgage terms in Pennsylvania tend to be
similar to states across the nation.

Some studies suggest that those states where
average mortgage rates, fees and terms are
higher may have higher foreclosure rates as
the loans are more expensive to the borrower.
Data from the Federal Housing Finance
Board, however, suggest that rates in Pennsyl-
vania do not differ much from those around
the nation. In 2003, the average mortgage
interest rate nationwide was 5.67%; in Penn-
sylvania it was slightly higher at 5.84%. In
2003, the average term to maturity of mort-
gage loans was 26.8 years; it was the same for
Pennsylvania. In 2003, an estimated 18% of
all mortgages had adjustable rate mortgages;
in Pennsylvania only 9% did.

Originations in Pennsylvania are not
disproportionately FHA.

Some studies argue that part of the rise in
foreclosure activity is due to the growing
concentration of FHA loans in a state. They
contend that FHA loans are comprised of
riskier borrowers who tend to be first-time
homebuyers, lower income and have little
money for down payments - characteristics
which make these loans more likely to go
into foreclosure.

A review of FHA origination data, indicate,
however, that this is likely not a factor in

Pennsylvanias rising foreclosure activity.

As will be discussed later, many of the fore-
closure filings analyzed for this study are
FHA, but originations in Pennsylvania are
not disproportionately FHA. In 2002, for
example, an analysis of HMDA data reveal
that 15.3% of all conventional, purchase
money mortgages in the nation were FHA
loans. In Pennsylvania, only 13.2% were.
By comparison, FHA purchase originations
in some states are close to or over one-
quarter of all originations. These include:
Indiana (23.2%), Arkansas (27.6%), Colo-
rado (25.4%), Utah (28.8%) and Puerto
Rico (32.6%).

The FHA share of refinance origination is
much smaller, both nationally (3.9%) and
in Pennsylvania (2.5%).

Pennsylvania continues to have one of the
lowest divorce rates in the nation.

One of the most often cited triggers of
foreclosure is divorce. Studies suggest that
divorce, with the accompanying loss of
income, increases the likelihood of foreclo-
sure. In 2001, however, the divorce rate in
Pennsylvania was 3.2%. This rate is lower
than the national rate of 4%, is one of the
lowest in the nation, and has declined since
1990 when the rate was 3.3%. (The rate is
reported annually by the Division of Vital
Statistics, National Center for Health Sta-
tistics, CDC). (See Figure IV-4: Divorce Rate
by State).

In the end, Pennsylvania’s subprime
foreclosure rate, compared to other states,
is likely 3.2 percentage points too high.

TRF performed a multiple regression analy-
sis as part of an exploratory analysis to see
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Figure IV-4: Divorce Rate by State 2001
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State
how Pennsylvania’s conventional prime and in home values between 1990 and 2000;
subprime foreclosure rates compare to other 3. Median household income;
states. TRF found that: 1) both the prime and 4. Median housing value in 2000;
subprime foreclosure rates in Pennsylvania are 5. Average loan-to-price ratio in 2003;
substantially higher than one might expect 6. Average credit score in 2004;
statistically and 2) traditional economic indi- 7. Unemployment rate in 2003;
cators are more predictive of the prime fore- 8. Type of foreclosure process (i.e., judicial
closure rate than of the subprime foreclosure v. non-judicial);
rate. These suggest that something else is at 9. Percent change in population from
work with regard to the subprime rate. 1990-2000;
10. Percent of the population in 2000 that is

Each of the following characteristics were as- aged 65 and older.
sociated with both the prime and subprime
foreclosure rates for the 50 states and the Dis- The multiple regression analysis deter-
trict of Columbia: mines not only if each is related, but if each
1. Percent of the occupied housing units that characteristic is related independent of the

were owner occupied in 2000; others, and how well all of the indicators
2. Real (i.e., inflation-adjusted) appreciation taken together explain the foreclosure rate.’

9Ordinarily, a test of statistical significance is prepared for each characteristic test taken separately. In this instance, with just 51 cases
(i.e., the 50 states plus the District of Columbia), tests of statistical significance are less meaningful and given less consideration. More
important is the magnitude of the effect of each characteristic which is described. Indicators for which the standardized regression
coefficient did not exceed +/- .10 are therefore not reported separately.
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With respect to the prime foreclosure rate,
the regression analysis reveals:

e States with higher rates of owner occu-
pancy have higher prime foreclosure rates;

o States with real estate that is appreciating
at higher rates tend to have higher prime
foreclosure rates;

e States with lower median household in-
comes tend to have higher prime foreclo-
sure rates;

e States with lower loan-to-price ratios tend
to have higher prime foreclosure rates;

o States with lower average credit scores
have higher prime foreclosure rates;'°

o States with a judicial foreclosure process
have higher prime foreclosure rates;

e States with a lower percent of the popula-
tion aged 65 and older had higher prime

foreclosure rates;

o 'The calculated impact of home values,
unemployment rates and proportionate
population change have little indepen-
dent impact on the prime foreclosure
rate;

o Taken together, the variables explain a
statistically significant and substantial
portion (R?* =.595) of the variation ob-
served across states with respect to the
prime foreclosure rate.

With respect to the subprime foreclosure
rate, the regression analysis reveals:

* States with higher rates of owner occu-
pancy have higher subprime foreclosure
rates;

* States with appreciating home values tend
to have higher subprime foreclosure rates;

e States with lower median household in-
comes tend to have higher subprime fore-
closure rates;

* States with lower average credit scores
have higher subprime foreclosure rates;

* States with a judicial foreclosure process
have higher subprime foreclosure rates;

* States that have experienced higher (posi-
tive) population change have lower sub-
prime foreclosure rates;

* 'The calculated impact of median home
value, loan-to-price ratio, unemployment
rate and percent aged 65 and over have
little independent impact on the sub-
prime foreclosure rate;

* Taken together, the variables explain a
statistically significant and substantial
portion (R* = .453) of the variation ob-
served across states with respect to the
subprime foreclosure rate.

By statistically weighting each of the relevant
characteristics in each state, TRF estimated
what the prime and subprime foreclosure
rates should be based on its unique constella-
tion of characteristics. Both the actual prime
and subprime foreclosure rates are higher in
Pennsylvania than the regression-predicted
rate would project. In fact, Pennsylvania’s
prime foreclosure rate of .85 is approximately
.19 higher than we would expect based on
the above referenced indicators. Pennsyl-
vanias subprime foreclosure rate of 11.94 is
approximately 3.89 higher than its expected
value of 8.05. There is something dif-
ferent about the foreclosure situation in
Pennsylvania above and beyond these

10This does not mean that having a judicial foreclosure process in a state causes there to be more mortgage foreclosures. Moreover,
one cannot deduce from this equation that absent the judicial process there would be fewer mortgage foreclosures. One possible
interpretation of this result is that foreclosures in states with a judicial foreclosure process take longer to conclude and thus the higher
rates is an artifact of things staying in foreclosure longer. From a purely statistical perspective though, the statistical inclusion of this
factor is important because anything that varies across states and reasonably relates to the foreclosure process itself should be considered.
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Maps 13 Standardized Difference Between the Observed Prime
Foreclosure Rate and the Regression-Predicted Rate

- Over -1.00
[ 0.99--050
[ ]-049-010
[ J-oo09-010
[ 0.11- 050
B os1-1.00
Il over .00

Maps 14 Standardized Difference Between the Observed Subprime
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economic factors that is producing a
statistically unusual (i.e., higher) rate of
home mortgage foreclosures (see Maps 13
and 14: Standardized Differences Between Observed
and Predicted Rates of Foreclosure).

Additionally, the explanatory power of this
basic set of characteristics is greater for the
prime foreclosure rate than it is for the sub-
prime foreclosure rate. This means that the
prime foreclosure rate is more predictable
using these economic factors than is the
subprime foreclosure rate. This gives rise to
the notion that the prime mortgage market
follows a more traditional approach to bor-
rower risk (and loss) than does the subprime
market.



IV. FINDINGS - WHAT THE DATA AND RESEARCH SUGGEST

Finding 2: Sixty to seventy-

five percent of all sampled loans

in foreclosure were originated

by subprime lenders. This is
disproportionate to the percentage
of subprime loans actually
originated in Pennsylvania. In
2002, 9.9% of all loans originated
in Pennsylvania were made by

subprime lenders.

Subprime lending has grown dramatically
both nationally and in Pennsylvania. “Sub-
prime mortgage loan originations rose by
the whopping rate of 25 percent per year
over the 1994-2003 period, nearly a ten-
fold increase in just nine years. Even prime
mortgage lending grew by the strong annual
rate of nearly 18 percent, reflecting many of
the same trends” ' (see Figure IV-5: Subprime
Originations).

The market distinction between prime and
subprime lending is one that has taken on
enhanced importance since the early to
middle 1990%. Practically, it is reasonable to
understand the distinction between these two
categories of borrowers as reflecting a market
estimation that subprime borrowers represent
a greater loss risk than prime borrowers.

1 Gramlich, 2004
12

Figure IV-5: Subprime Originations

Subprime Mortgage Originations,

1994-2003

Millions of current dollars except as noted

Year Subprime Total Subprime as a

Originations | Originations percent of total
1994 35 773.1 4.5
1995 65 635.8 10.2
1996 96.5 785.3 12.3
1997 125 859.1 14.5
1998 150 1,430.00 10.5
1999 160 1,275.00 12.5
2000 138 1,048.00 13.2)
2001 173 2,100.00 8.2
2002 241 2,780.00 8.7
2003 332 3,760.00 8.8

Accordingly, subprime borrowers pay a
higher price to borrow money and that price
is generally considered to be commensurate
with the enhanced risk.

In comparison to prime borrowers, borrow-
ers with subprime loans tend to have one or
more of the following traits: lower-income;'?
FICO (Fair Isaac Corporation) scores below
620 — 660; high loan-to-value ratios;'? collat-
eral property that fails to meet one or more
critical appraisal standard; incomplete or un-
verifiable documentation of income, savings,
down payment sources and/or employment;
housing and other debt that exceeds 45%

of monthly gross income.'* Borrowers with
subprime loans are also more likely than bor-
rowers with prime loans to have loan provi-
sions that penalize refinancing, to end up

in foreclosure and to be brought to default
faster.'

2001 HMDA data for the Commonwealth of PA show that 23.8% of prime borrowers compared to 38.7% of subprime borrowers have

income below 80% of the MSA median. In Philadelphia alone, 51.7% of prime and 65.5% of subprime borrowers have income below

80% of the MSA median.

13Standard and Poor’s (2000) estimates that loans with LT Vs of 95% are three times riskier than loans with loan-to-value ratios (LTV) of
80%; loans with LTVs of 100% are four times riskier than loans with 80% LTVs.

14Gramlich, 2004.

151bid, see also a recent survey by the Mortgage Bankers Association of America shows that the percent of all subprime loans in
foreclosure at the end of 2002 was 7.97% versus 0.54% for prime loans. The percent of subprime loans that were 90 days or more past

due was 3.31% versus 0.30% for prime loans.
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Figure IV-6: Originations by County, Prime vs. Subprime

Mortgage Originations by County, 2002
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Demographically, subprime borrowers are
disproportionately minority, lower income,
older, less well-educated, less financially so-
phisticated and less likely to shop interest

rates.16

Data from the Home Mortgage Disclosure
Act (HMDA) for 2002 indicate that 9.9%
of all loans originated in Pennsylvania were
made by subprime lenders. HMDA data can
similarly indicate what percentage of loans
originated in each of the 14-county study
area were prime and subprime (see Figure
1V-6: Originations by County, Prime vs. Sub-
prime).

By tracking back to the originating lenders

16Howard Lax, Michael Manti, Paul Raca and Peter Zorn, 2004.

for loans on the foreclosure filing list and
identifying those lenders as either prime,
subprime or both, TRF was able to compare
the types of loans originated to the types of
loans in foreclosure in each county.

Given the varying nature of data available in
each county, TRF was able to track back to
the originating lender for almost all of the
loans in foreclosure between 2000 and 2003
for Monroe, Montgomery and Philadelphia
counties; and for a sample of loans in Al-
legheny, Berks, Bucks, Delaware, Lancaster,
Lehigh, and Dauphin. For the remaining
counties, TRF was unable to use the data
provided from the Prothonotary offices to
track back to originating lender.
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For the nine counties with originating lender
data, a comparison of the types of lenders
originating by county and the types of
lenders foreclosing reveals:

e Without exception, every county had a
significantly higher percentage of sub-
prime loans in foreclosures than sub-
prime originations.

e Berks, Allegheny, Lehigh and Bucks had
the highest shares of subprime foreclo-
sutes, each with more than 70%.

e Monroe, Philadelphia, Allegheny and
Berks counties, however, had the highest
rates of subprime originations.

Methodology for Identifying Originating
Lender and Characterizing its “Type”:
The method used by TRF to identify and
characterize the originating lenders of loans
in foreclosure is a two-step process:

1) Depending on the data provided by the
Prothonotary in each of the 14-counties
studied, TRF searched the RealQuest data-
base for the owner’s name, address or tax-id
of the house in foreclosure. If found in Re-
alQuest, transaction information about that
property was downloaded and analyzed. If
enough transaction information was avail-
able on a property, TRF was able to identify
when the loan was made, for what amount,
and who the originating lender was. TRF
did this for all filings in Philadelphia and

Montgomery counties and for a statistically

significant sample in the remaining study

area counties.

2) TRF then characterized the originating
lender as either one that predominantly does

prime or subprime business or that does a
mix of both. Ideally, TRF would prefer to
make absolute determinations about whether
a particular loan, not lender, was either prime
or subprime. Given the inability to view loan
documentation for every loan in foreclosure,
TRF employed a commonly used methodol-
ogy that characterizes the lender as one that
generally makes prime or subprime loans.

The U.S. Department of Housing and

Urban Development (HUD) publishes, an-
nually, a list of lenders it identifies as those
that specialize in subprime lending (see:
www.huduser.org/datasets/manu.html).

TREF recognizes and acknowledges the po-
tential flaws in characterizing lenders rather
than loans. Most notably, there are lenders
that have a full array of loan products and

on the list prepared by HUD end up being
characterized as either prime or subprime.
Moreover, all the loans originated by that
lender regardless of whether they are prime or
subprime, get characterized in whatever way
the lender has been characterized. To amelio-
rate this, TRF modified the list published by
HUD to identify some lenders, that do both
prime and subprime business, as “both”. TRF
also modified the list to include lenders that
were involved in loans in foreclosure but were
not on the HUD list. That said, the method-
ology employed here is a standard and widely
accepted approach utilized and reported by
the Federal Reserve, Harvard University’s
Joint Center for Housing Studies, and highly
respected scholars at prestigious universities
publishing in professionally refereed journals
and economic research commissioned by the

National Home Equity Mortgage
17

Association.

17See, for example: Joint Center for Housing Studies, 2004., Apgar, Calder and Fauth, 2004., Calem, Gillen and Wachter, 2003.,

Pennington-Cross, 2002., and SMR Research Group, 2000.
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PHILADELPHIA AND MONTGOMERY
CounTies — A CLoserR Look

Prothonotary offices in Montgomery and
Philadelphia counties document substantial
information about foreclosure filings in their
jurisdictions. TRF was able to obtain this in-
formation electronically and, as a result, was
able to track back to many more foreclosure
filings. In Philadelphia County, 15,592 filings
(of 23,742) were connected back to original
loan information, including lender names,
loan amounts, loan types and origination
date. In Montgomery County, 4,240 fore-
closure filings (of 4,950) were connected to
original loan information. A closer look at
the types of lenders and their involvement in
the foreclosure filing list reveals:

Almost 40% of subprime loans originated
in Philadelphia in 1998 were in foreclosure
at some point between 2000 and 2003. In
Montgomery County, 20% were.

TREF was able to identify when most of the
loans in foreclosure between 2000 and 2003
were originated and by whom. TRF was also
able to obtain the number of loans origi-
nated by type of lender in each county from
HMDA starting in 1998. Comparing the
types of loans originated in 1998 with the
types of loans in foreclosure that were made
in 1998 reveals that almost 40% of all subprime
loans originated in Philadelphia in 1998 were in
foreclosure during the study period of 2000
and 2003. In Montgomery County, 20%
were. Similarly, iz 1999, 40.9% of all subprime
loans originated in Philadelphia were in foreclosure
during the study period; 19.7% in Montgomery
County were. (These numbers are a statisti-
cal estimate of the lending health in a county
and exclude FHA and VA originations.) In

18

contrast, 2.8% of all prime loans originated
in Philadelphia in 1998 were in foreclosure
during the study period; 2.58% in 1999. In
Montgomery County, .3% of 1998 prime
originations were in foreclosure; in 1999 and
38% were.'®

Subprime loans originated post 1994
appear to be driving the rising numbers of
foreclosure filings.

The two charts below track 2000-2003 fore-
closures back to the year of their origina-
tion, and classify the loans by the “type” of
lender: prime, subprime or lenders that do
both types of lending. As the charts dem-
onstrate, loans in foreclosutre between 2000
and 2003 that were made before 1994 were
originated by an even mix of prime and sub-
ptrime lenders. By 1994/1995, the number
of originated subprime loans in foreclosure
began to outnumber prime loans in foreclo-
sure. Since that time, subprime foreclosures
have outnumbered prime foreclosures in
both counties (see Figure I17-7: Philadelphia
Foreclosure Filings and Figure 1V-8: Montgomery
County Foreclosure Filings).

Refinancing patterns in Philadelphia vary
by the type of loan being refinanced and the

value of the home.

One of the benefits often told to borrowers
of a subprime loan is that if their credit is
flawed, they can get a subprime loan, make
payments, and then refinance that loan into
a less expensive prime loan. Based on a
random sample of properties in the City of
Philadelphia, it appears that this is somewhat
true. Among those properties that started
out with a prime loan and had that loan

For FHA and VA loans, the corresponding Philadelphia estimates are 15.3% and 16.8 % for 1998 and 1999, respectively. For FHA and
VA loans in Montgomery County, the corresponding estimates are 5.1% and 7.7% for 1998 and 1999 respectively.



IV. FINDINGS - WHAT THE DATA AND RESEARCH SUGGEST

Figure IV-7: Philadelphia Foreclosure Filings

Philadelphia County
Foreclosure Filings 2000-2003 by Type of Lender and Year Loan Made
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Figure IV-8: Montgomery County Foreclosure Filings
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MORTGAGE FORECLOSURE FILINGS IN PENNSYLVANIA:
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refinanced, 66.6% refinanced into a prime
loan; 27.9% refinanced into a subprime loan;
5.6% refinanced with a lender that could

not readily be identifiable as either prime or
subprime (i.e., these lenders did both sorts
of lending). Among those properties that
started with a subprime loan and refinanced,
29.0% ended up with a prime lenders, 66.7%
ended up with a subprime lender and 4.3%
ended up with a lender that did both sorts of
lending,

The refinance pattern is very different de-
pending upon the value of homes in the sur-
rounding area. For example, the likelihood
of a prime to subprime refinance in a lower
price area (i.e., 34.8%) is substantially higher
than in higher price range areas (12.5%).

The refinance pattern reflective of “credit
repair” (i.e., subprime to prime loan refinanc-
es) is far more prevalent in higher value areas
(42.9%) than in lower value areas (20.7%) (see
Figure IV"-9: Refinance Patterns by Census Tract
and Figure IV7-10 Refinance Patterns by Area).



IV. FINDINGS - WHAT THE DATA AND RESEARCH SUGGEST

Figure IV-9: Refinance Patterns by Census Tract
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Finding 3: Growing foreclosure
filings do not appear to be
simply the result of an expanding
mortgage market, as filings

are outpacing any gains in

homeownership.

Some have argued that the growth in
foreclosure filings is outweighed by the
growth in the number of people who

now own their own home. In an effort

to discern whether the rise in foreclosure
filings is disproportionate to this increased
homeownership activity, TRF used data
from the US. Census Bureau to standardize
the number of foreclosure filings against
the number of housing units in each of the
14 counties. To that end, the U.S. Census
Bureau reports, on a county-by-county basis,
the estimated number of housing units for
2003 (the most recent year for which data are
available); these same data are available for
the year 2000 based upon tabulations from
the decennial Census. Using the county
percentage of owner occupied properties
in the year 2000 (the most recent year for
which this particular piece of information
is available), TRF then estimated the size of
the owner occupied housing stock in each
county in 2003.

For the years 2000 through 2003, TRF col-
lected the number of foreclosure filings
for each of the 14 counties studied. The
formula used to standardize the foreclosure
filings in each county is:
# foreclosures in year y
* 100

# of estimated owner occupied housing

units in year y

These data show:

e In all counties sampled, the number of
foreclosure filings rose faster than the
estimated number of owner-occupied
housing units (homeowners);

e The rate is most extreme in Monroe
County — where a separate investigation,
in fact, took place earlier this year;

e After Monroe, counties with the highest
rates in 2003 include Philadelphia, Dau-
phin and Allegheny; and

e FErie County experienced the greatest in-
crease in its rate between 2000 and 2003.

(See Figure IV-11: Estimated Foreclosure Filings

per 1,000 Owner Occupied Housing Units and

Figure IV-12: Estimated Rate of Foreclosure

Filings per 1,000 Owner Occupied Units.)

To be clear, these are nof foreclosure rates
like those reported by the MBAA and are,
therefore, not directly comparable to the
MBAA figures reported previously in this
report. The rates reported by the MBAA
require data on the totality of existing mort-
gages — data that is not available to TRE



IV. FINDINGS - WHAT THE DATA AND RESEARCH SUGGEST

Figure IV-11: County Foreclosure Filings Each Year per 100 Owner-Occupied Households.

Estimated Foreclosure Filings Per 1,000 Owner Occupied Housing Units;
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Figure IV-12: Estimated Rate of Foreclosure Filings per 1000 Owner-Occupied Units

County 2000 2001 2002 2003 Change in "Rate"
Allegheny 7.12 8.89 11.11 11.42 0.60
Berks 8.14 9.07 9.56 9.95 0.22
Bucks 5.22 6.13 6.22 5.72 0.10
Chester 4.26 4.83 5.63 5.24 0.23
Dauphin 11.40 11.57 N/A
Delaware 8.39 10.35 10.22 11.31 0.35
Erie 4.89 5.71 8.49 9.08 0.86
Lancaster 5.99 6.96 7.06 7.56 0.26
Lehigh 8.35 10.17 9.67 9.53 0.14
Monroe 17.95 22.08 22.78 22.68 0.26
Montgomery 5.42 5.66 6.04 6.06 0.12
Northampton 5.86 7.73 6.66 7.47 0.32
Philadelphia 14.62 17.11 18.23 18.07 0.24
Washington 5.63 7.54 8.08 9.12 0.62
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Finding 4: Foreclosures are
typically concentrated in areas
with lower than average housing
values, lower than average family
incomes, higher than average
Black or African American
households and higher than

average percentages of Hz'spozm'c

households.

Data on each foreclosure filing for which
TRF was able to obtain data (representing
the universe of filings in some instances and
samples in others) were geocoded with infor-
mation related to the Census Block Group
in which the property in foreclosure was
located. The foreclosures were then aggre-
gated (or combined) so that for each Block
Group a total number of foreclosures was
identified. In each county there were varying
numbers of Block Groups identified by the
Census (e.g, as few as 71 in Monroe County
and as many as 1,816 in Philadelphia); many
of the Block Groups had no foreclosures,
some had many.

From the Census Bureau’s Summary File 3
(2000), TRF extracted a few fields of infor-
mation related to each Block Group’s:

e median home value in 1999;
median family income in 1999;
percent of households headed by a Black
or African American person;

e percent of households headed by a per-
son of Hispanic origin.
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The foreclosure filing information was then
combined with the Census information.
This approach allowed TRF to determine
whether places with no (or few) foreclosures
look different with respect to this Census
information than places where foreclosures
were more densely clustered.

Opverall, the pattern of differences across
counties is fairly consistent — areas with more
highly clustered foreclosures tend to be areas with
lower than average housing values, lower than average
Sfamily incomes, higher than average percentages
Black or African American and higher than average
percentages Hispanic. Although the magnitude
of differences changes quite a bit based on
the widely differing demographics of the
counties identified, the pattern is consistent.
The exception to this pattern is Monroe
County which, as noted earlier, tended to

be experiencing a somewhat different set of
foreclosure dynamics.

The samples sizes in Philadelphia and Mont-
gomery Counties were large enough for TRF
to geographically distinguish whether the
loan that went into foreclosure was likely

of a prime or subprime character. This

is because much more complete informa-
tion was available for each filing. Looking

at all foreclosures without differentiating
prime and subprime, the general pattern
observed for the other counties held (i.e.,
that clustered foreclosures occurred in areas
that were of lower home values and family
incomes than average and higher percentages
Black or African American and Hispanic).
However, the pattern for where there were
clustered foreclosures that were prime versus
subprime was quite different.

The
Reinvestment
Fund
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In Montgomery County, there are no Block
Groups with 11 or more prime foreclosures.
Additionally, where the concentration of
foreclosures is greatest, the subprime clus-
ters tend to occur in areas with even lower
median home values and median family
income, higher percentages Black or African
American and higher percentages Hispanic
than areas with the more densely clustered
prime foreclosure filings.

In Philadelphia County, that pattern is par-
tially reversed. Areas with clusters of sub-
prime foreclosures in comparison to areas
with clusters of prime foreclosure tend to
be areas with higher average median family
incomes and home values. Conversely, areas
with clusters of subprime foreclosures in
comparison to areas with clusters of prime
foreclosures are higher in average percent
Black or African American but lower in
percent Hispanic (see Figure I17-13.4B:
Characteristics of Block Groups by Number of
Foreclosures).
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Figure IV-13A: Characteristics by Block Groups by Number of Foreclosures

=
T e B B B B B
egheny
0 Foreclosures $155,930 $138,700 $59,257 $52,750 17.34 3.60 0.95 0.30
1-2 Foreclosures  $136,076  $109,400 $64,691 $57,143 6.72 1.15 1.13 0.00
3-5 Foreclosures ~ $110,937 $93,500 $58,445 $53,644 6.57 1.10 0.65 0.00
6-10 Foreclosures $81,960 $75,500 $48,218 $46,875 11.20 1.82 0.62 0.00
11+ Foreclosures $61,683 $56,300 $41,629 $40,536 20.98 6.38 0.65 0.00
All Block Groups $87,751 $74,500 $49,906 $46,042 13.27 2.34 0.69 0.00
Berks
0 Foreclosures $117,273 $114,850 $57,155 $56,010 1.77 0.00 2.64 0.36
1-2 Foreclosures $105,375 $106,400 $53,550 $53,889 2.88 0.00 5.79 1.16
3-5 Foreclosures $79,957 $83,350 $46,425 $47,786 5.32 2.39 13.17 2.88
6-10 Foreclosures $53,981 $44,150 $37,447 $36,211 7.44 6.03 18.53 14.65
11+ Foreclosures $38,050 $38,050 $33,990 $33,990 11.20 11.20 23.15 23.15
All Block Groups $96,788 $99,500 $51,034 $52,083 3.69 0.80 8.12 1.44
Bucks
0 Foreclosures $182,586 $172,000 $70,576 $70,310 2.57 1.40 2.15 0.00
1-2 Foreclosures  $181,868  $170,900 $72,689 $68,194 255 0.00 1.45 0.00
3-5 Foreclosures $181,112 $165,550 $72,499 $67,090 1.73 0.00 1.31 0.35
6-10 Foreclosures $150,918 $134,250 $66,188 $63,725 2.63 0.17 1.59 0.62
11+ Foreclosures $124,417 $110,700 $58,234 $57,833 5.50 1.18 2.59 1.56
All Block Groups $163,210 $155,400 $68,184 $64,969 2.88 0.64 1.70 0.54
Dauphin
0 Foreclosures $98,779 $96,900 $49,641 $48,854 12.85 2.85 2.71 1.53
1-2 Foreclosures $94,766 $92,250 $48,859 $46,027 19.48 6.09 3.1 1.34
3+ Foreclosures $76,768 $63,800 $45,077 $40,291 38.54 25.16 5.71 2.33
All Block Groups $94,521 $93,800 $46,780 $47,109 18.66 6.09 3.23 1.50
Delaware
0 Foreclosures $188,759 $163,200 $77,484 $74,494 6.36 1.13 0.99 0.00
1-2 Foreclosures  $131,453  $118,850 $62,646 $60,635 15.30 2.50 1.28 0.00
3-5 Foreclosures $88,289 $85,400 $50,223 $49,706 25.52 7.73 1.20 0.00
6-10 Foreclosures $73,629 $70,400 $45,446 $45,168 27.78 15.34 1.49 1.44
11+ Foreclosures $62,871 $60,700 $43,283 $43,220 23.52 20.22 1.03 1.28
All Block Groups $135,713 $119,200 $63,347 $60,153 15.51 2.45 1.18 0.00
Erie
0 Foreclosures $97,521 $89,500 $47,067 $46,905 2.73 0.00 0.77 0.00
1-2 Foreclosures $91,016 $90,300 $47,641 $46,146 3.46 0.00 1.16 0.00
3+ Foreclosures $62,424 $58,100 $36,691 $36,974 11.54 4.92 2.94 1.61
All Block Groups $87,433 $83,100 $45,198 $44,722 4.86 0.00 1.39 0.00
Lancaster
0 Foreclosures $144,038 $134,200 $49,957 $48,500 0.96 0.00 0.60 0.00
1-2 Foreclosures $130,906 $129,100 $54,704 $52,913 1.07 0.00 2.74 0.00
3-5 Foreclosures $132,449 $129,950 $56,481 $55,037 1.21 0.00 2.53 0.73
6-10 Foreclosures  $116,389  $119,950 $50,917 $51,594 2.81 0.88 4.80 1.09
11+ Foreclosures $92,158 $92,500 $45,677 $45,149 6.55 2.50 10.99 3.12
All Block Groups $117,483 $119,700 $51,258 $51,417 3.07 0.51 5.38 1.20
Lehigh
0 Foreclosures ~ $125,560  $124,000 $58,520 $58,906 1.77 1.40 1.34 0.00
1-2 Foreclosures $147,524 $144,200 $62,239 $62,143 0.94 0.00 1.77 0.00
3-5 Foreclosures $125,831 $118,600 $58,195 $55,913 1.38 0.00 2.64 0.69
6-10 Foreclosures $112,280 $107,400 $53,993 $53,529 1.47 0.00 3.99 1.31
11+ Foreclosures $82,560 $73,400 $41,886 $37,778 5.29 3.76 17.41 13.02

All Block Groups ~ $109,678  $104,650 $51,873 $52,075 2.70 0.91 7.97 1.95
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Figure IV-13B: Figure IV-16: Characteristics by Block Groups by Number of Foreclosures

| |MedianHomeValue  |Median Family Income |PercentBlack  |Percent Hispanic |
onroe
0 Foreclosures - - - - - - - -
1-2 Foreclosures $96,300 $96,300 $41,116 $41,116 3.74 3.74 4.84 4.84
3-5 Foreclosures $115,120 $119,700 $51,934 $46,607 4.61 5.15 3.36 3.46
6-10 Foreclosures $122,969 $124,450 $47,897 $50,336 3.5 3.06 3.06 3.12
11+ Foreclosures $126,015 $126,900 $52,502 $52,500 4.12 3.35 4.38 3.27
All Block Groups $121,949 $122,000 $50,982 $51,250 3.95 3.38 3.96 3.27
Northampton
0 Foreclosures $115,853 $118,100 $51,739 $53,713 2.35 0.00 7.79 0.00
1-2 Foreclosures $118,688 $116,350 $53,660 $62,967 1.89 0.00 4.53 1.58
3-5 Foreclosures ~ $124,702  $123,500 $56,976 $57,445 1.71 0.85 3.45 1.39
6-10 Foreclosures $85,843 $78,350 $41,602 $41,350 4.51 1.78 8.96 2.85
11+ Foreclosures $74,575 $74,300 $41,382 $40,552 9.70 10.89 13.54 8.04
All Block Groups $114,260 $114,100 $52,293 $51,944 2.46 0.57 5.59 1.61
Montgomery Total
0 Foreclosures  $266,538  $210,100 $94,906 $82,660 2.39 1.47 1.35 0.00
1-2 Foreclosures $205,787 $173,400 $83,960 $76,729 3.83 1.58 0.96 0.00
3-5 Foreclosures $200,469 $163,000 $83,170 $74,931 3.12 1.73 0.95 0.00
6-10 Foreclosures $155,544 $142,000 $69,624 $66,176 6.83 3.19 1.58 0.99
11+ Foreclosures  $127,251  $119,800 $61,679 $60,147 17.54 6.17 2.94 1.27
All Block Groups $178,131 $152,950 $75,829 $70,443 7.42 2.59 1.59 0.68
Montgomery Prime
0 Foreclosures $189,453 $161,300 $79,594 $74,605 2.70 2.55 1.14 0.00
1-2 Foreclosures ~ $165,915  $142,750 $72,600 $68,002 4.07 3.17 1.81 0.79
3-5 Foreclosures  $134,586  $132,700 $64,570 $60,972 5.37 3.47 2.42 1.30
6-10 Foreclosures $145,978 $124,700 $65,753 $63,500 5.96 4.89 2.04 2.08
11+ Foreclosures - - - - - - - -
All Block Groups $171,249 $150,100 $74,345 $69,179 3.70 2.80 1.61 0.71
Montgomery Subprime
0 Foreclosures $208,428 $167,300 $82,997 $75,419 3.62 1.76 0.97 0.00
1-2 Foreclosures $197,202 $166,200 $82,004 $75,711 3.67 1.87 1.02 0.00
3-5 Foreclosures $159,441 $147,700 $71,415 $68,461 6.84 2.52 1.46 0.93
6-10 Foreclosures  $134,171  $128,300 $62,940 $58,650 17.33 5.51 2.73 1.39
11+ Foreclosures ~ $109,672  $115,900 $58,424 $56,953 17.42 10.83 3.89 1.85
All Block Groups $171,249 $150,100 $74,345 $69,179 7.81 2.66 1.61 0.71
Philadelphia Total
0 Foreclosures $93,895 $45,100 $47,327 $34,772 33.42 14.82 7.78 2.05
1-2 Foreclosures $92,652 $70,900 $46,825 $42,206 37.44 17.88 9.04 1.58
3-5 Foreclosures $69,613 $61,600 $39,386 $35,000 42.94 26.65 9.76 1.98
6-10 Foreclosures $59,266 $55,000 $37,781 $36,250 47.23 43.18 6.12 0.33
11+ Foreclosures $50,414 $47,850 $34,840 $33,864 54.32 55.84 7.96 2.05
All Block Groups $63,319 $51,300 $38,475 $35,278 47.50 40.48 7.92 1.82
Philadelphia Prime
0 Foreclosures $70,868 $48,400 $40,272 $33,625 51.72 51.87 6.97 0.00
1-2 Foreclosures $62,851 $55,300 $38,871 $36,635 51.25 52.29 5.44 0.69
3-5 Foreclosures $54,689 $52,700 $36,799 $36,534 37.68 22.80 10.22 2.60
6-10 Foreclosures $45,277 $45,700 $31,103 $29,219 26.44 20.08 17.93 10.20
11+ Foreclosures $36,777 $34,500 $26,384 $25,619 23.75 22.51 33.00 32.17
All Block Groups $63,320 $51,300 $38,475 $35,278 47.50 40.48 7.92 1.82
Philadelphia Subprime
0 Foreclosures $94,636 $72,100 $46,842 $41,840 30.79 11.16 7.78 2.18
1-2 Foreclosures $70,400 $60,700 $40,750 $38,750 38.58 19.35 10.72 1.81
3-5 Foreclosures $56,826 $50,600 $36,233 $33,125 48.55 42.51 7.1 1.21
6-10 Foreclosures $51,022 $48,000 $35,540 $35,098 57.60 73.08 6.44 1.72
11+ Foreclosures $46,079 $43,850 $33,447 $31,635 66.12 85.46 6.41 2.04
All Block Groups $63,320 $51,300 $38,476 $35,278 47.50 40.47 7.92 1.82
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IV. FINDINGS - WHAT THE DATA AND RESEARCH SUGGEST

Finding 5: Loans in foreclosure
are an even mix of purchase
money mortgages and refinances.
The typical homeowner in
foreclosure between 2000 and
2003 in Pennsylvania is not a
long-term homeowner. They
tend to have purchased their
home in the mid-to-late 1990s
and took out the loan currently
in foreclosure just a few years

earlier.

As mentioned earlier, by linking Prothono-
tary lists to information contained in the
First American Real Estate Solutions, Inc.
database, TRF was able to collect, analyze
and map a significant amount of informa-
tion regarding all of the loans in foreclosure
between 2000 and 2003 for Monroe, Mont-
gomery and Philadelphia counties; and for a
sample of loans in Allegheny, Berks, Bucks,
Delaware, Erie, Lancaster, Lehigh, and
Northampton. In Dauphin County, only a
sample of loans in foreclosure from 2003 was
available for analysis. No detailed informa-
tion was available for Chester and Washing-
ton counties.
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In all, information for approximately 22,979
loans on the foreclosure filing lists was ana-
lyzed. The purpose of that analysis was to
answer the following questions:

* How have foreclosure filings increased in
each county?

*  What types of lenders originated the
loans in foreclosure?

*  Were the loans in foreclosure mortgages
that were used to purchase a home or
were they refinance/home equity loans?

* How long ago did the borrowers in fore-
closure purchase their home? Are bor-
rowers on the foreclosure filing list long-
term homeowners or did they recently
buy a home?

e For those loans in foreclosure that were
purchase money mortgages, how long ago
did the homeowner buy their home and
for how much?

* How long ago did the borrower take out
the loan that is in foreclosure?

Where the data was available, TRF was

able to answer each of these questions on a
county-by-county basis. The most striking
observation about the county-by-county
analysis that follows is how similar the char-
acteristics of the loans in foreclosure are
across counties.
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Filings per 1,000 Units

ALLEGHENY COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 13,887 mortgage foreclosures
were filed in Allegheny County. This repre-
sents an increase of 60.3% during the four
year period — one of the highest increases
among counties studied for this report. In
2000, 2,567 foreclosures were filed; in 2003,
4,115 were. 'The “rate” per 1,000 owner oc-
cupied housing units also rose, from 7.13 per
1,000 owner occupied housing units in 2000
to 11.42 per 1,000 owner occupied housing
units in 2003.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 12% of all conventional
loans originated in Allegheny County were
considered subprime. Yet, 71% of the loans

in foreclosure sampled in this study were
subprime

Length of Ownership: The typical household
in foreclosure bought their home in 1995.
Of all households in foreclosure between
2000 and 2003, 68% bought their home
after 1991.

Time from Origination to Filing: The
typical household took out the loan in fore-

closure 2.8 years prior to the foreclosure
filing."

Purchase Money Mortgage
vs. Refinance Loans:

The majority of loans in foreclosure in Al-
legheny County (60%) were refinance loans.
Of the 40% that were purchase money mort-
gages, the typical homebuyer bought their
home in 1999 and paid $54,000.

Allegheny County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003
Sampled Foreclosure Filings
All Other Foreclosure Filings

Median Home Value, Census 2000
Less than $48,500; Less than 50% of PA Median
$48,501 - $77,600, 50 - 80% of PA Median
[ $77,601 - $97,000; 80 -100% of PA Median
[ $97,001 - $116,000; 100 - 120% of PA Median
I $116,001 - $145,000; 120 - 150% of PA Median
I $145,001 - $194,000; 150 - 200% of PA Median
- More than $194,001; More than 200% of PA Median
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BERKS COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 3,924 mortgage foreclosures

were filed in Berks County. This represents
an increase of 26.4% during the four year
period. In 2000, 855 foreclosures were filed;
in 2003, 1,081 were. The “rate” per 1,000
owner occupied housing units also rose, from
8.2 per 1,000 owner occupied housing units
in 2000 to 10 per 1,000 owner occupied
housing units in 2003.

Types of Lenders: Foreclosure filings
between 2000 and 2003 are disproportion-
ately subprime. In 2002, 12% of all conven-
tional loans originated in Berks County were
considered subprime. Yet, 78% of the loans
in foreclosure sampled in this county were
originated by subprime lenders. Of all coun-

ties studied, Berks County has the highest
share of loans in foreclosure originated by
subprime lenders.

Length of Ownership: The typical household
in foreclosure bought their home in 1997.
Of all households in foreclosure between
2000 and 2003, 89% bought their home
after 1991.

Time from Origination to Filing: First
American Real Estate Solutions, Inc. only
started recording mortgage transactions in
Berks County in 1999. As a result, TRF

cannot make this calculation.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Berks County (62%) were purchase loans.
Of these, the typical homebuyer bought their
home in 2000 and paid $58,000.

Berks County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003
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All Other Foreclosure Filings
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BUCKS COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 4,018 mortgage foreclosures were
filed in Bucks County. This represents an
increase of 13% during the four year period
— the lowest increase during this four year
period among counties studied for this
report. In 2000, 886 foreclosures were filed;
in 2003, 1,002 were. The “rate” per 1,000
owner occupied housing units also rose, from
5.2 per 1,000 owner occupied housing units
in 2000 to 5.7 per 1,000 owner occupied
housing units in 2003. This is the second
lowest rate among all counties studied.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 9% of all conventional loans
originated in Bucks County were considered
subprime. Yet, 70% of the loans in foreclo-

sure sampled in the county were originated
by subprime lenders.

Length of Ownership: The typical household
in foreclosure bought their home in 1995.
Of all households in foreclosure between
2000 and 2003, 66% bought their home
after 1991.

Time from Origination to Filing: The
typical household took out the loan in fore-
closure 3.3 years prior to the foreclosure

filing.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Bucks County (73%) were purchase loans
— the highest percentage of purchase loans
among counties studied. Of theses purchase
loans, the typical homebuyer bought their
home in 1998 and paid $112,000.

Bucks County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003
« Bampled Foreclosure Filings
All Other Foreclosure Filings
Median Home Value, Census 2000
Less than $48,500; Less than 50% of PA Median
$48,501 - §77,600, 50 - 80% of PA Median
$77,601 - $97,000; 80 -100% of PA Median
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CHESTER COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 2,481 mortgage foreclosures were
filed in Chester County. In 2000, 515 fore-
closures were filed; in 2003, 668 were. The
“rate” per 1,000 owner occupied housing
units also rose, from 4.3 per 1,000 owner
occupied housing units in 2000 to 5.2 per
1,000 owner occupied housing units in
2003.

Data was not available to conduct additional
analysis on the nature of foreclosure filings in

Chester County.

Chester County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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DAUPHIN COUNTY

Foreclosure Filing Numbers: Between 2002
and 2003, 1,569 mortgage foreclosures were
filed in Dauphin County. In 2002, 776 fore-
closures were filed; in 2003, 793 were filed.
The “rate” per 1,000 owner occupied housing
was 11.6 in 2003 — relatively the same as in
2002.

Types of Lenders: Foreclosure filings between

2000 and 2003 are disproportionately sub-
prime. In 2002, 11 % of all conventional
loans originated in Dauphin County were
considered subprime. Yet, 64% of the loans
in foreclosure sampled in the county were
originated by subprime lenders.

Time from Origination to Filing: Of the
loans sample in 2003, the typical household
in foreclosure took out the loan in foreclo-
sure 3 years prior to the foreclosure filing.

Dauphin County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003

Sampled Foreclosure Filings
All Other Foreclosure Filings
Median Home Value, Census 2000
Less than $48,500; Less than 50% of PA Median
$48,501 - $77,600, 50 - 80% of PA Median
[ $77,601 - $97,000; 80 -100% of PA Median
[ $97,001 - $116,000; 100 - 120% of PA Median
I $116,001 - $145,000; 120 - 150% of PA Median
I $145,001 - $194,000; 150 - 200% of PA Median
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DELAWARE COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 6,022 mortgage foreclosures were
filed in Delaware County. This represents
an increase of 36.4% during the four year
period. In 2000, 1,246 foreclosures were
filed; in 2003, 1,700 were. The “rate” per
1,000 owner occupied housing units also
rose, from 8.4 per 1,000 owner occupied
housing units in 2000 to 11.3 per 1,000
owner occupied housing units in 2003.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 10% of all conventional
loans originated in Delaware County were
considered subprime. Yet, 64% of the loans

in foreclosure sampled in the county
were originated by subprime lenders.

Length of Ownership: The typical household
in foreclosure bought their home in 1995.
Of all households in foreclosure between
2000 and 2003, 71% bought their home
after 1991.

Time from Origination to Filing: The
typical household took out the loan in fore-
closure 3.8 years prior to the foreclosure

filing.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Delaware County (60%) were purchase
loans. Of these purchase loans, the typical
homebuyer bought their home in 1998 and
paid $69,950.

Delaware County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003
°  Sampled Foreclosure Filings
All Other Foreclosure Filings
Median Home Value, Census 2000
Less than $48,500; Less than 50% of PA Median
$48,501 - $77,600, 50 - 80% of PA Median
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ERIE COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 2,218 mortgage foreclosures were
filed in Erie County. This represents an in-
crease of 115% during the four year period.
In 2000, 361 foreclosures were filed; in
2003, 778 were filed. Erie experienced the
greatest relative increase in filings of all coun-
ties studied. The “rate” per 1,000 owner oc-
cupied housing units also rose, from 4.9 per
1,000 owner occupied housing units in 2000
t0 9.1 per 1,000 owner occupied housing
units in 2003.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 9% of all conventional loans

originated in Erie County were considered
subprime. Yet, 64% of the loans in foreclo-
sure sampled in the county were originated
by subprime lenders.

Length of Ownership: The typical household
in foreclosure bought their home in 1995.
Of all households in foreclosure between
2000 and 2003, 75% bought their home
after 1991.

Time from Origination to Filing: The
typical household took out the loan in fore-
closure 3 years prior to the foreclosure filing.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Erie County (52%) were refinance loans.

Erie County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003
e Sampled Foreclosure Filings

All Other Foreclosure Filings
Median Home Value, Census 2000
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LANCASTER COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 3,437 mortgage foreclosures were
filed in Lancaster County. This represents

an increase of 30.5% during the four year
period. In 2000, 734 foreclosures were filed;
in 2003, 958 were filed. The “rate” per 1,000
owner occupied housing units also rose, from
6 per 1,000 owner occupied housing units

in 2000 to 7.6 per 1,000 owner occupied
housing units in 2003.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 7 % of all conventional
loans originated in Lancaster County were
considered subprime. Yet, 64% of the loans
in foreclosure sampled in the county were

originated by subprime lenders.

Length of Ownership: The typical household
in foreclosure bought their home in 1997.
Of all households in foreclosure between
2000 and 2003, 89% bought their home
after 1991.

Time from Origination to Filing: The
typical household took out the loan in fore-
closure 2.5 years prior to the foreclosure

filing.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Lancaster County (66%) were purchase
loans. Of these purchase loans, the typical
homebuyer bought their home in 1999 and
paid $81,000.

Lancaster County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003

Sampled Foreclosure Filings
All Other Foreclosure Filings
Median Home Value, Census 2000
Less than $48,500; Less than 50% of PA Median
$48,501 - $77,600, 50 - 80% of PA Median
[ $77,601 - $97,000; 80 -100% of PA Median
[ $97,001 - $116,000; 100 - 120% of PA Median
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LEHIGH COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 3,219 mortgage foreclosures were
filed in Lehigh County. This represents

an increase of 17.5% during the four year
period. In 2000, 702 foreclosures were filed;
in 2003, 825 were filed. The “rate” per 1,000
owner occupied housing units also rose, from
8.4 per 1,000 owner occupied housing units
in 2000 to 9.5 per 1,000 owner occupied
housing units in 2003.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 8% of all conventional loans
originated in Lehigh County were considered
subprime. Yet, 71% of the loans in foreclo-
sure sampled in the county were originated
by subprime lenders.

Length of Ownership: The typical household
in foreclosure bought their home in 1997.
Of all households in foreclosure between
2000 and 2003, 74% bought their home
after 1991.

Time from Origination to Filing: The
typical household took out the loan in fore-
closure 2.8 years prior to the foreclosure

filing.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Lehigh County (68%) were purchase
loans. Of these purchase loans, the typical
homebuyer bought their home in 1999 and
paid $66,000.

Lehigh County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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“Lansford

Foreclosure Filings 2000-2003

Sampled Foreclosure Filings

All Other Foreclosure Filings
Median Home Value, Census 2000
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MONROE COUNTY

In August of 2004, TRF conducted an in-
depth study of rising foreclosure in Monroe
County for the Pennsylvania Department of

Banking. That study concluded:

The growth in foreclosure filings is real, out-
paces housing unit growth in the County and is
disproportionate to other counties in the Com-
monwealth.

Monroe County’s rapid growth was fueled by
the migration of families from New York and
New Jersey.

Loans in foreclosure in Monroe County from
2000 through 2003 have different characteris-
tics than the typical loan in Monroe County.

Foreclosure filings are concentrated in five town-
ships and twelve subdivisions.

The full study can be viewed from the Penn-
sylvania Department of Banking’s web site at
www.banking.state.pa.us.

Foreclosure Filing Numbers: Between 2000
and 2003, 3,443 mortgage foreclosures were
filed in Monroe County. This represents

an increase of 34.5% during the four year
period. In 2000, 699 foreclosures were filed;
in 2003, 940 were filed. The “rate” per 1,000
owner occupied housing units also rose, from
18 per 1,000 owner occupied housing units
in 2000 to 22.7 per 1,000 owner occupied
housing units in 2003. Monroe County

has the highest “rate” of foreclosure of any
county studied for this report.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 16% of all conventional
loans originated in Monroe County were
considered subprime. Yet, 67% of the loans
in foreclosure sampled in the county were
originated by subprime lenders.

Monroe County has the highest level of sub-
prime originations of any county studied for
this report.

Monroe County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Time from Origination to Filing: The typical ~ Purchase Money Mortgage vs. Refinance
household took out the loan in foreclosure 2.8~ Loans: The majority of loans in foreclosure in
years prior to the foreclosure filing. Monroe County (64%) were purchase loans.

Median Home Value, Census 2000
Less than $48,500; Less than 50% of PA Median
$48,501 - $77,600, 50 - 80% of PA Median
- $77,601 - $97,000; 80 -100% of PA Median
[ $97,001 - $116,000; 100 - 120% of PA Median
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MONTGOMERY COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 4,950 mortgage foreclosures were
filed in Montgomery County. This repre-
sents an increase of 14.6% during the four
year period. In 2000, 1,142 foreclosures
were filed; in 2003, 1,309 were. The “rate”
per 1,000 owner occupied housing units
also rose, from 5.4 per 1,000 owner occu-
pied housing units in 2000 to 6.0 per 1,000
owner occupied housing units in 2003 — the
third lowest rate among counties studied.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 8% of all conventional loans
originated in Montgomery County were con-
sidered subprime. Yet, 61% of the loans in
foreclosure sampled in the county were origi-

nated by subprime lenders. Montgomery
County has the lowest percent of subprime
foreclosures among all counties studied.

Length of Ownership: The typical household
in foreclosure bought their home in 1995.
Of all households in foreclosure between
2000 and 2003, 67% bought their home
after 1991.

Time from Origination to Filing: The
typical household took out the loan in fore-
closure 4 years prior to the foreclosure filing.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Montgomery County (60%) were pur-
chase loans. Of these purchase loans, the
typical homebuyer bought their home

in 1997.

Montgomery County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003
Sampled Foreclosure Filings
All Other Foreclosure Filings
Median Home Value, Census 2000
Less than $48,500; Less than 50% of PA Median
$48,501 - $77,600, 50 - 80% of PA Median
$77,601 - $97,000; 80 -100% of PA Median
[ $97,001 - $116,000; 100 - 120% of PA Median
I $116,001 - $145,000; 120 - 150% of PA Median
B $145,001 - $194,000; 150 - 200% of PA Median
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NORTHAMPTON COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 2,109 mortgage foreclosures were
filed in Northampton County. This repre-
sents an increase of 32.2% during the four
year period. In 2000, 438 foreclosures were
filed; in 2003, 579 were filed. The “rate” per
1,000 owner occupied housing units also
rose, from 5.86 per 1,000 owner occupied
housing units in 2000 to 7.47 per 1,000
owner occupied housing units in 2003.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 8% of all conventional loans
originated in Northampton County were

considered subprime. Yet, 67% of the loans
in foreclosure sampled in the county were
originated by subprime lenders.

Length of Ownership: Data is not sufficient
to make this calculation.

Time from Origination to Filing: Data is
not sufficient to make this calculation.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Northampton County (66%) were pur-
chase loans. Of these purchase loans, the
typical homebuyer bought their home in
2000 and paid $84,590.

Northampton County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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PHILADELPHIA COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 23,742 mortgage foreclosures
were filed in Philadelphia County. This rep-
resents an increase of 23.1% during the four
year period. In 2000, 5,112 foreclosures
were filed; in 2003, 6,292 were. The “rate”
per 1,000 owner occupied housing units also
rose, from 14.6 per 1,000 owner occupied
housing units in 2000 to 18.1 per 1,000
owner occupied housing units in 2003 — the
second highest rate among counties studied.

Types of Lenders: Foreclosure filings between
2000 and 2003 are disproportionately sub-
prime. In 2002, 16% of all conventional
loans originated in Philadelphia County were
considered subprime. Yet, 72% of the loans
in foreclosure sampled in the county were

originated by subprime lenders. Philadelphia
has the second highest percent of subprime
originations, and second highest foreclosure
rate among all counties studied.

Length of Ownership: The typical household
in foreclosure bought their home in 1995.
Of all households in foreclosure between
2000 and 2003, 66% bought their home
after 1991.

Time from Origination to Filing: The
typical household took out the loan in fore-
closure 4 years prior to the foreclosure filing.

Purchase Money Mortgage vs. Refinance
Loans: The majority of loans in foreclosure
in Philadelphia County (60%) were purchase
loans. Of these purchase loans, the typical
homebuyer bought their home in 1997 and
paid $45,900.

Philadelphia County
Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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Foreclosure Filings 2000-2003
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All Other Foreclosure Filings
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WASHINGTON COUNTY

Foreclosure Filing Numbers: Between 2000
and 2003, 1,933 mortgage foreclosures were
filed in Washington County. In 2000, 353
foreclosures were filed; in 2003, 587 were.
The “rate” per 1,000 owner occupied housing
units also rose, from 5.63 per 1,000 owner
occupied housing units in 2000 to 9.12

per 1,000 owner occupied housing units in
2003.

Data was not available to conduct additional
analysis on the nature of foreclosure filings in

Washington County.

Washington County

Foreclosure Filings Per 1,000 Owner Occupied Housing Units; 2000-2003
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V. THE LIKELY CAUSES

NATIONAL FACTORS

Cause 1: Securitization of the residential
mortgage market — particularly the sub-
prime market.

Securitization is generally understood to be
“...the transformation of mortgage loans
into securities that are issued and traded in
the capital markets.” %

The prime mortgage market has long been
an example of a market that performs quite
well in a traditional economic sense. There
is much competition amongst lenders, giving
borrowers choices, and keeping costs and
fees to a minimum. Default rates are gener-
ally low, and millions of Americans regularly
participate in the market. Fannie Mae and

Table V-1

Freddie Mac provide standardization and
liquidity to the market making it work very
efficiently. Economic rents, or profits, are held
to a minimum because borrowers have the
ability to refinance if they see rates advertised
at lower rates than they currently pay. The
prospect of borrower pre-payment, which is
generally accepted to be extremely undesir-
able for lenders, provides lenders with a strong
incentive to provide credit at as low a rate as
financially feasible. Compared to the prime
market, in which the nation’s GSEs are major
purchasers of mortgages, subprime loans are
not purchased as widely by Fannie Mae or
Freddie Mac. The volume of these subprime
securitizations rose from $202.56 million in
all of 2003 to $291.6 million for the first nine
months of 2004 (see Table V-1).

Top Subprime MBS Issuers in 2004

(Far 8 Monihs - Dolars in Millions)

Change
Rank lssuer 2004 2003 2002-2004 Daals Mkt Share
1 Amariquest Morlgags §35 2031 &17 7050 00.3% 55 12.1%
Countrywide Financial 520, 065.6 §8,503.0 253.6% 22 10.3%
k| Lahman Brothers 21,8161 $12, 7931 70.5% 26 7.5%
1 GMAC-RFC 5205882 §9.775.6 110.6% 22 T1%
Repm'nteg,’ with 5 Mew Century 317,615 $12,076.5 3T.3% 76 51%
.. . 5 First Franklin F14,042.6 54,8253 101.0% 25 18%
permzsxzonﬁom Inside 7 CS First Boslon/ARSC §12,770.0 $8,151.7 56.7% a0 4.4%
. ] Washinglon Mulual 126169 §7.901.8 50.7% 1 1.3%
B & C Lending, 9 Famnie Mae $11,703.6 50.0 M 10%
OCZ’Obf}’ ]8} 2004 10 Oplion Cna 11,3040 £10,421.2 B.5% 20 349%
11 Morgan Stanley §10,752.0 §1,820.1 484.6% 14 1%
12 Fremont Investment $10,434 5 $3,3225 214.1% 1 6%
12 WHMC Morlgage s8,0120 54,3770 B3 1% 12 28%
14 Bear Sk=ams BB, 7723 34009 1652.3% 28 2.3%
15 Wells Fargo $6,350.3 F316.1 1900.0% a 2.2%
16 MovaStar 56,6641 F86.5 GddB 1% a 1.8%
17 Cenlex 54,0501 52,1800 BE.A% a 1.4%
14 Fieldslons Marlgage £3.3B11 0.0 A& 4 12%
149 fagis Morlgage %3068 1 F286.2 971.6% L] 1.1%
20 Equity Cna/Popular $2,056.5 31,6539 TB.B% 4 1.0%
21 Terwin Capilal 52,9381 51,2108 140.9% 16 1.0%
22 Goldman Sachs %2,863.0 51,8282 55.8% 10 1.0%
23 CBABS 52,7044 31 2608 122.0% 1 1.0%
24 Saxon Morgaga $2.460.0 32 4174 1.8% 3 1.0%
25 Accreditad Home Loans $2.317 .7 311111 114.0% a 08%
Tatal for the Top 25 lssuers: 52628876 511534006 127.9% 387 an.3%
Total for &ll Issuers: £291,005.9 £138.814.9 109.6% 280 100.0%

20The Bond Market Association, 2004
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Interviews with subject-matter experts
suggest that instead of thinking of the sub-
prime market as a traditional supply of and
demand for residential credit, the subprime
market must instead be looked at in terms

of the creation of a demand for packaged,
securitized debt. In this market scenario, the
true customers are not the homeowners, but
the mutual funds and investors who purchase
the securities. If this market scenario is used,
a relatively high default rate is expected, but
it can be priced as the loans are packaged and
sold. This type of market, where there is a
mortgage investor seeking a borrower, rather
than a borrower seeking a mortgage, has pro-
duced a high rate of default and is thus likely
a contributing cause of the rising foreclosure
rate.

Cause 2: Increased consumer access to
mortgage products which allow for lower
down payments, lower savings balances,
higher loan-to-value ratios, and lower
credit scores to buy a home may make
long-term homeownership unsustainable.

The very programs that the mortgage indus-
try and government created to help lower-
income people buy homes may be the very
programs that increase the likelihood that
they will lose their homes to foreclosure.
Whether the cause is an unaffordable mort-
gage or a steep rise in property taxes, the
problem is the same. People may be getting
into homeownership when they are too close
to the financial margin so that any extrane-
ous shock can cause a loss. This is com-
pounded by the belief among many of those
interviewed that cost-burdened homeowners
with any equity in their home are using their
home like a credit card. In essence, they

are refinancing or taking out home equity
loans to pay for everyday expenses that their
incomes cannot support.

Lower Down Payments and Higher Loan-to-
Value Ratios: In the early to mid-1990s, the
mortgage industry evolved from a Rules
Based System to a Risk Based System. Loan-
to-value ratios (LTVs) needed to be much
lower and down payments much higher
under the Rules Based system. The switch
to the Risk Based System allows LTV to be
as high as 95% - sometimes even higher. In-
terviewees suggest that when people put very
little down, as is reflected in a higher loan-
to-value ratio, they do so because they have
very little saved and, as a result, are less able
to afford their monthly mortgage payment
when financial problems or crises occur.
Since households have less invested in the
property they may be more easily inclined

to simply walk away when the payments
become unmanageable.

Qualification for Mortgages that Allow More
Relaxed Credit Scores: Interviewees suggest
that as it stands now, there is rarely a credit
score that can’t find a home mortgage. The fees
and interest rate may be quite high, but the
loan product is out there. To a financially
unsavvy household, with little income and
savings and a poor credit score, holding off
the purchase of a home to some point in the
future may be a wiser decision than deciding
to purchase now with the costly loan. But,
for households determined to buy a house,
they can immediately — and perhaps too
easily.

In its analysis of the 2003/2004 FHA loan
portfolio for HUD’s Office of the Inspector



General, KPMG made observations about
defaults among FHA insured mortgages.
Although focused on FHA lending, their ob-
servations bear relevance to the conventional
market as well. They state:

“We recognize that economic factors such
as home purchase price appreciation and in-
creased unemployment rates have an impact
on the default rate; however, changes in
underwriting policies may also contribute
to the higher default rates.” The sort of un-
derwriting changes that KPMG and HUD,
in its response, highlighted were designed to
make credit more readily available to persons
who were lower income and/or had credit
issues.”?!

Cause 3: A lack of financial education
among borrowers ranging from under-
standing the economics of interest rates to
the importance of paying bills on time.

As detailed earlier, many of the borrowers
facing foreclosure purchased their home
within the last 10 years and may likely have
been first-time homebuyers. Interviewees
suggest that they were likely ill-equipped to
handle the mortgage process. This includes:

Limited Experience with Credit: Interview-
ees cited the lack of a complete and correct
understanding among many about credit.
Interviewees suggest that people tend not to
understand the extent to which a low credit
score can impact every aspect of their finan-
cial health (not only future borrowing costs,
but insurance premiums and job eligibility).

Lack of Financial Literacy in School: The
school curriculum in Pennsylvania does not

V. THE LIKELY CAUSES

provide financial literacy education to replace
what young people lack in terms of under-
standing regarding savings, credit, income,
and household budgeting. In the end, the six
hours of homeownership counseling provid-
ed to many of these newer buyers - regardless
of how good those classes may be - are not
enough to counteract a lifetime of poor fi-
nancial habits.

Lack of Resources for Consumers in Foreclosure:
Consumers in foreclosure do not always have
the benefit of a lawyer, and housing coun-
selors are not uniformly effective. In 2004,
HUD awarded $36.1 million in housing
counseling grants. Of that, approximately
$4.5 million went to Pennsylvania. In 2003,
HUD awarded $4.4 million statewide.
Beyond these amounts, the PHFA funded
housing counseling activities and many of
the municipalities that receive Community
Development Block Grant (CDBG) dedi-
cated a portion to housing counseling. HUD
also awarded $7.75 million to the Neighbor-
hood Reinvestment Corporation in 2004 to
both standardize housing counseling services
and train HUD-approved counselors. Given
these resources, the efficacy of counseling in
foreclosure prevention is uneven, but seems
to have the best possibility of working where
the method of delivery is most personalized
(and most expensive).

Cause 4: A lack of information among bor-
rowers and communities about alternatives
to high-cost loans.

Fannie Mae’s 2002 National Housing Survey
makes it quite clear: a substantial portion of
the adult population does not have a com-
plete and accurate picture of the mortgage

210ffice of the Inspector General for the U.S. Department of Housing and Urban Development, 2004, p. 17.
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and home-buying process. The following
table, reproduced in part from that National
Housing Survey, shows that there are some
very critical gaps in information not only
generalized across the population, but acutely
so among minority adults.

Percent of Respondents Who Answered Correctly

Correct All African Hispanic  Hispanics
Answer Adults Americans Immigrants
Housing lenders
are required by
law to give you the FALSE 61 49 44 36
best possible
rates on loans
Neighborhood
mortgage brokers
willgiveyoua by op 61 55 47 37
better deal than
large banks and
housing lenders

The lack of knowledge is not evenly distrib-
uted across mortgage products. Evidence
suggests that those borrowers who end up
with some of the more expensive (and often-
times complex loan products) are least able
to understand and appreciate them. Lax, et
al., for example, identify certain very critical
differences between prime and subprime bor-
rowers with respect to knowledge, experience
and search behavior for their mortgages.”

In general, subprime borrowers were less
knowledgeable, less well-prepared and did
substantially less searching for the best loans
available. In fact, subprime borrowers were
more likely to respond to telephone calls or
other advertisements.

Exacerbating the problem of knowledge, ex-
perience and behavior is the transparency of
the various markets. Unlike the prime mort-
gage market where products and procedures
are fairly standard, the subprime market
operates in a less clear manner. White states:
“Mortgage interest rates and points in the
prime market are widely advertised...By
contrast, current subprime mortgage rates

22] ax, Manti, Raca, Zorn. 2004
23 Alan White, 2004.

at the retail level are secret. No newspaper
lists them in the real estate section. The rate
tables used by wholesale subprime lenders are
available only to brokers and are sometimes
regarded as trade secrets.”*

TRF’s own interviews with industry repre-
sentatives, housing counselors, brokers and
attorneys suggest that it is not only a lack of
information about alternatives to the higher
cost loans that people often end up with,
but misinformation can often lead people
into transactions which they later regret.
Moreover, where reasonable alternatives (i.e.,
low interest home improvement loans that
exist in a number of municipalities across
the Commonwealth) exist to the higher cost
loans that people get, they tend to be less
aggressively marketed. These lower cost al-
ternatives are generally made available; the
higher cost products are targeted and push
marketed. In marketing their products,
lenders and brokers are making extensive

use of information technology which allows
them to identify borrowers before they even
know they want to be borrowers. Interviews
suggest that brokers will oftentimes search
public record information for people who
already (likely) have high-cost loan products
(e.g., have liens against their home by finance
companies) because they have a demon-
strated history of borrowing high-cost funds;
others were purchasing lists of people who
manifest certain demographic, neighbor-
hood, and/or consumer behavior (e.g., use
credit cards). This ready and inexpensive
(pennies a prospect) access to potential bor-
rowers makes the less knowledgeable, less ex-
perienced and less aggressive shoppers more
likely to end up with less advantageous loan
products. And it is these less advantageous
products that are associated with greater rates
of failure (i.e., foreclosure).
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Cause 5: Regulations in Pennsylvania are
not protecting homeowners as originally in-

tended.

Act 6 - In 1974, when Act 6 was enacted, vir-
tually all homeowners benefited from its pro-
tections. Today, the failure to index the origi-
nal $50,000 threshold has limited the benefits
of Act 6 to a minority of homeowners in most
counties studied.

At its most basic, the consumer protections of
Act 6, enacted in 1974, were designed to help
keep Pennsylvania residents in their homes
whenever possible. The law has a number of
“protective provisions” that provide protec-
tions for those borrowers with a “residential
mortgage” in default. One provision of the Act
states that the borrower must be given 30 days
notice prior to a foreclosure action. Another
provision states that the borrower may cure
his default up to “one hour prior to the com-
mencement of bidding at a sheriff sale,” and
that curing this default “restores the residential
mortgage debtor to the same position as if the

Figure V-1: Act 6 Chart

%Foreclosures
with Act 6
Protections if
monetary limit
was inflation
adjusted up to
$197,000

%Foreclosures

With Act 6
Protections if
limit were
$100,000

%Foreclosures
with Act 6
Protections
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default had not occurred.” A third pro-
vision prohibits the use of prepayment
penalties on Act 6 qualified mortgages. A
fourth provision limits attorneys’ fees to a
“reasonable” level. Additional provisions
combine with those above in an attempt
to create a legal environment that ensures
Commonwealth homeowners have a rea-
sonable chance to stay in their home and
recover from a mortgage delinquency.?

Act 6 defines a “residential mortgage” as a
loan that is not more than $50,000 in size.
In 1980, close to the period when Act 6
was enacted, 66.3% of homes in the Com-
monwealth fell under the $50,000 thresh-
old. By the year 2000, 17.8% of homes
were valued at or below $50,000. As a
result, this provision renders Act 6 protec-
tions to a minority of homes and loans in
foreclosure in all but Philadelphia County.
If the $50,000 threshold had risen with
inflation, Act 6 would currently protect all
those mortgages below $197,000. As the
chart demonstrates, adjusting the original
Act 6 threshold would protect over 90
percent of homeowners in foreclosure in
each county studied (see Figure
V-1: Act 6 Chart, and Figure
Ve2: Act 6 Table).

Interviews with attorneys sug-
gested that the Act 6 provi-
sions limiting legal fees can

AIIegheny 47.80% 90.70% 97.90% be an eﬂ:ective means to keep
Berks 40.70% 81.00% 97.60%

costs down for borrowers
Bucks 3.80% 39.70% 92.30% .. f | I
Lancaster 19.40% 75.90% 96.40% 80INg Into foreclosure. 1n
Lehigh 32.40% 85.00% 97.70% order to determine whether
Montgomery 11.20% 55.30% 92.50% this observation was born out

a . o, o, O, o .

Philadelphia 66.80% 97.20% 99.60% statlstlcally, TRE compared
Delaware 25.90% 75.70% 97.90% he diff in fees for A
Dauphin 36.67% 75.56% 97.78% the ditference in fees for Act
Northampton 16.57% 72.00% 96.00% 6 and non-Act 6 prime mort-
Erie 47 12% 88.94% 98.08% gage foreclosures within

24PAA(:t No. 6, 1974. Sections 404-406.
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Figure V-2: Distribution of Homes in Pennsylvania by Value: 1980-2000

Distribution of Homes in Pennsylvania by Value;
1980-2000

100%

90%

80%

70%

B

60% A

50% -

40% -

Percent of Homes

30% A

Protected by Act 6

20% -

10% A

0% -

1980

Protected by Act 6

1990 2000
Decade

‘I$50k and under O$50k-$99.9k O$100k-$199.9k M$200k and over ‘

Philadelphia and found that the difference

was significant and real.”

In terms of a ratio between fees and the
principal of the loan still due, TRF found
that Act 6 protected loans in fact had a
somewhat larger proportion of fees to loan
size. Because each foreclosure filing has a

set of basic, threshold costs attached to it, it
is logical that even with Act 6 protections,
lower balance loans would be paying a higher
proportion of fees. That is, if a basic foreclo-
sure filing carries with it $2,000 of costs and
fees, a resident will pay a higher ratio of fees
on a $40,000 versus a $60,000 loan.

If a borrower with a smaller Act 6 qualified
loan inevitably pays a higher ratio, then the
raw amount of fees that a non-Act 6 foreclo-
sure carries should not be much higher than
an Act 6 protected loan. However, in a com-
parison of means, the average Act 6 protected
loan had $4,341 in associated costs and fees.
The average non-Act 6 protected loan had
$7,758 in associated costs and fees.?® This
difference, $3,417, is dramatic. If the major-
ity of foreclosures involve the same basic level
of work and therefore similar costs, these raw
amounts should remain relatively constant.
Instead, they suggest that lawyers may be
charging fees in relationship to the size of the
loans in foreclosure, not the cost of executing
a foreclosure action.

Z5TRF used Philadelphia because it was the only county where the difference between total amount due and principal remaining on the
loan was readily available from the Prothonotary Office. TRF used prime loans in order to control for the varying escrow practices and

amounts associated with subprime loans.

26"1"0 eliminate outliers and to roughly approximate those that would be covered under an originally indexed Act 6, only loans less than

$200,000 were used in this calculation.



Case law suggest that the “reasonable” level
of fees for Act 6 protected loans is tied to
the actual amount of work performed for a
foreclosure filing.?” If true, this indicates that
if the Act 6 threshold is raised and the “rea-
sonable” fees provision of Act 6 was applied
to loans between $50,000 and $200,000, a
large number of Pennsylvania residents will
experience a significant drop in the cost of
curing their mortgage delinquency, as their
fees more closely reflect the amount of work
involved in their foreclosure filing. Un-
doubtedly, this will save some homeowners
from the Sheriff Sale — the exact numbers of
which can’t be known at this time.

Act 55 - Due to the fact that Act 55 uses
identical trigger levels as HOEPA, Act 55
provides limited additional protections for
Pennsylvania homeowners. Additionally,
the reduced remedies for consumers further
diminishes the impact of the law.

To understand the scope of Pennsylvania’s
lending law that, when passed in 2001,

was described as an attempt to deal with
predatory lending, it is imperative to first
understand the law that it is modeled after:
the federal Homeownership and Equity Pro-
tection Act, or HOEPA. Congress enacted
HOEPA in 1994 in order to address the
problem of “reverse redlining” - a practice
in which lenders and home improvement
dealers, among others, target the residents of
poor and minority communities for “credit
on unfair terms, . . . peddling high-rate,
high-fee home equity loans to cash-poor
homeowners.”® HOEPA, which Congress
inserted into the Truth in Lending Act, was
designed to give certain additional protec-

My Ackelsberg and George Gould, 2003.
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tions to consumers whose loans meet the
statutory definition of a “high rate.”

A “HOEPA loan” is defined by Congress as a
loan that contains “points and fees” that are
more than 8 percent of the loan principal or
that carries a rate more than 8 points above
the comparable Treasury rate. Once either
of these HOEPA thresholds are triggered,
the law provides for additional disclosures
and consumer protections in the transaction.
Among the protections in HOEPA are limi-
tations placed on pre-payment penalties and
balloon mortgages. HOEPA also outlaws
negative amortization loans and interest rate
penalties that kick in after a default. Finally,
HOEPA forbids lenders from engaging in a
pattern or practice of making collateral-based
loans to consumers who lack the ability to

repay.

Although there are no good statistical
numbers to measure HOEPA’s exact impact,
there is near unanimous agreement that it
has had a very real effect on the subprime
lending market. Interviews with con-
sumer lawyers as well as lenders suggest that
HOEPA changed the typical subprime refi-
nance loan from one that had extraordinarily
high fees and rates, to loans that fall just
below the HOEPA threshold. Fannie Mae
and Freddie Mac will not purchase HOEPA
loans; nor, for that matter, will many other
secondary mortgage market purchasers or
originators of subprime loans.

White hypothesizes that using the most basic
economic pricing assumptions, HOEPA
should have limited available credit to those
consumers who were receiving loans above

the HOEPA threshold. However, there has

28House Conf. Rep. No. 103-652, 103rd Cong., 2d Sess. 158 (1994) reprinted in 1994 U.S.C.C.A.N. 1977, 1988; Senate Rep.
No. 103-169, 103rd Cong., 2d Sess. 21, reprinted in 1994 U.S.C.C.A.N. 1881, 1905 (“the Senate Report™).
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not been a single anecdote that HOPEA has
limited access to subprime credit. HOEPA
has, however, changed the characteristics of
these loans being originated. He states that
studies have shown that “high-priced loans
above the given cutoffs (and/or the sale of
single-premium credit insurance) declined
substantially over time, at least as a share of
first mortgages. This coincided with sub-
stantial growth in overall subprime loan
volume.”?

Given worries about predatory lending,
many states and cities passed additional
legislation to protect their consumers from
predatory lending practices. In this envi-
ronment, the City of Philadelphia passed
such a bill in the Spring of 2001.%° Within

a few months, the Commonwealth passed
the Consumer Equity Protection Act, or Act
55.%" 'This Act preempted Philadelphia’s law
and was to impose statewide restrictions on
predatory lending practices in Pennsylvania.
While the effectiveness of Act 55 has never
been studied, an analysis of the law and in-
terviews suggest that if the law was intended
to provide Pennsylvania homeowners with
additional protections in the lending market,
it has fallen short of its goals.

A commonly voiced criticism of Act 55 is
that the rate and “points and fees” triggers
set within the law are identical to that of
HOEPA, giving Commonwealth residents
no substantial additional protections. In
fact, the remedies for consumers suing over
an Act 55 violation are severely reduced
versus those available in HOEPA. Act 55
does provide a few additional protections for
consumers, such as a prohibition of balloons
shorter than ten years, as opposed to the five
2*White, 2004.

30paul Davies, 20 April, 2001.
3lCtea Benson, 20 June, 2001.

years limited by HOEPA. However, there
is little evidence to suggest that the limited
additional provisions set out in Act 55 have
resulted in any substantive changes in the
Pennsylvania lending market, other than to
ensure a uniform lending standard in the
Commonwealth that relies on the limits set
out by federal legislation.

Many argue that if Pennsylvania were to pass
a law that lowered the HOEPA threshold,
credit to low-income, high-cost borrow-

ers would necessarily be reduced as well as
become more expensive in nature. To best
answer this question, it is useful to consider
the experience of first state in the nation to
enact comprehensive anti-predatory lending
legislation: North Carolina. In 1999, North
Carolina took official notice of reports of
predatory lending, and passed a law that
included a variety of anti-predatory lending
provisions. Chief among the provisions of
the North Caroline act was to effectively
lower the HOEPA threshold from eight

points to five.

In 2004, Quercia et al., summarized each of
the studies of the impact of the North Caro-
lina bill thus far, and concluded that virtu-
ally all research points to a small, measured
decline in the amount of subprime lending
in North Carolina. However, using access to
a large, private loan database, they analyzed
not only the changes in general subprime
lending volume, but changes in specific types
of loans and loan terms that the North Caro-
lina bill attempted to curb.?

Quercia et al., come to three conclusions.
First, although North Carolina’s subprime
lending fell overall, this was concentrated

32Roberto Quercia, Michael Stegman, and Walter Davis, 2004. The authors compared North Carolina to Tennessee, South Carolina,

Virginia and Georgia.



solely in the refinance market, where most
classically recognized predatory lending prac-
tices occur. Second, using terms of loans that
the North Carolina law specifically banned,
(extended pre-payment penalties, loans with
balloons payments and loans with a loan-to-
value ratios of 110% or more) they found
that 90 percent of the decline in originations
were loans that would be defined as having
one or more characteristics of a predatory
loan. A lending industry official interviewed
by TREF for this study confirmed these sta-
tistics generally, stating that as a direct result
of North Carolina’s legislation, he did not
believe predatory lending generally existed
any longer in the state, nor were North Caro-
lina banks harmed in any way. Quercia, et
al., also determined that contrary to state-
ments made otherwise, the North Carolina
lending bill did not result in an increase in
the cost of subprime credit.*

North Carolina Commissioner of Banks
Joseph Smith, in speeches, papers and an in-
terview for this study, said there are as many
subprime lenders within North Carolina
today as there were in 1999, prior to the en-
actment of the law. Smith states that while
his office receives thousands of complaints
abut credit transactions each year, his office
rarely hears of a North Carolina resident who
wants credit and cannot acquire it. Smith
hypothesizes that after the law was passed
most lenders simply adjusted to the lower
HOEPA-like threshold, and continued to

do business in the State. Those lenders who
relied solely on very high cost loans may have
left, but there is still an abundant supply of
subprime credit to purchase and refinance
homes in the state.

Nationally, Morgan Stanley came to similar
conclusions about predatory lending laws.
B 1bid.
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While expecting to find that new lending
laws were “crimping growth,” Morgan
Stanley instead found that new laws were

not hurting growth in the subprime market.
Instead, they concluded that new lending
laws may have, in fact, increased originations,
as consumers have become more comfortable
with the loan process. They also found that
consumer credit remained stable, and that
brokers do not seem to be having trouble
funding loans. Further, they concluded that
the demand for subprime lending was fairly
inelastic, meaning that tougher laws and
changing lending practices should not greatly
effect its growth.

Regionally, New Jersey passed an anti-Preda-
tory Lending law in November of 2003.
Wall Street agencies and industry officials
initially expressed concern about the law, but
after subsequent amendments and clarifica-
tions, Moody’s, S&DP, Fitch and Fannie Mae
continue to do business in the New Jersey
subprime market. Robert Levy, Counsel to
the Mortgage Bankers Association of both
New Jersey and Pennsylvania, (as well as an
advisory committee member for this report),
stated that although he thought there was

an initial number of lenders who left New
Jersey, lenders “...have since come back into
the market” after an amendment was passed
that, among other things, lowered the thresh-
old of a high cost loan to 4.5 percent while
eliminating a provision on “flipping.” Since
the law took effect, predatory lending com-
plaints in New Jersey dropped 33 percent.

Act 91 - HEMAR a unique program to
Pennsylvania has successfully saved 4,222
homeowners from foreclosure over the last
Jfour years. However, the program excludes
some of the most vulnerable Pennsylvania
homeowners.
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Act 91, which created HEMAP, was passed
in 1983 as the reorganization of the steel in-
dustry in Western Pennsylvania precipitated a
foreclosure crisis within the Commonwealth.
The foreclosure rate, although acute at that
time, was only half what it is today. Act 91
mandates that notice be given to virtually
any non-federally insured mortgage thirty
days prior to the filing of a foreclosure. The
notice lets the borrower know that they are
delinquent and of the intent to file a fore-
closure. To be eligible for HEMAPD a hom-
eowner must meet with a PHFA approved
housing counselor within thirty-three days of
the Act 91 postmark. This meeting immedi-
ately stops the foreclosure action for another
thirty days, while the homeowner is given
the chance to apply for HEMAP. If the ho-
meowner does so, the foreclosure is stopped
for up to 60 more days as PHFA decides
whether to approve or decline the application
for assistance.

The approval process for HEMAP focuses

on whether the circumstances of the delin-
quency were beyond the borrower’s control,
and whether or not the borrower will realisti-
cally be able to begin payments on the loan
within two years. For residents accepted into
the program, PHFA pays the amount of the
mortgage in delinquency, and helps cover the
monthly mortgage payment for up to two
years.>

HEMAP was initially modeled after the as-
signment program run by the Department of
Housing and Urban Development (HUD)
for FHA mortgages. At the time Act 91

was enacted, the HUD Program covered all
FHA loans, so Act 91 specifically excluded
these loans from eligibility for assistance. Act
91 was to supplement HUD’s assignment

program. HUD, however, has since ended
the assignment program, but Act 91 still pro-
hibits Pennsylvania residents with FHA loans
from receiving assistance. As the chart in-
dicates, depending on the county, anywhere
from 9% to 32% of loans in foreclosure
between 2000 and 2003 were FHA (see figure
1/-3: HEMAP and FHA).

Figure V-3: HEMAP and FHA

Percent of loans in

County foreclosure that are FHA

Allegheny 9.91%
Berks 23.22%
Bucks 17.39%
Delaware 31.02%
Erie 12.98%
Lancaster 32.41%
Lehigh 28.49%
Montgomery 11.32%
Northampton 22.86%
Philadelphia 26.09%

Cause 6: Abusive lending practices are
evident in segments of the mortgage
industry.

In Pennsylvania, as in other states, there have
been a number of documented and officially
alleged abuses perpetrated by brokers, con-
tractors, builders / developers, appraisers,
lenders and loan servicers against consum-
ers in the making of a purchase or refinance
mortgage, or related service. These abuses,
taken together, have impacted transactions
numbering (conservatively) in the thousands.
The inventory of practices that follows is

not simply a set of anecdotes. The inventory
represents systemic practices — illegal and
unethical - endemic to a variety of industries
operating in Pennsylvania, all of which

34Up to three years in times of high unemployment. See Ackelsberg and Gould, 2003.



contribute directly or indirectly to Pennsyl-

vania’s foreclosure rate. The sources of these

practices include, but are not limited to:

e Case filings and settlements by the US
Attorney for the Eastern District of PA;

e Case filings by the Attorney General for
the Commonwealth of PA;

e Case filings and settlements by the Fed-
eral Trade Commission;

e Case filings and settlements by the US
Department of HUD;

e Court decisions in cases filed by private
attorneys;

e Declarations by ratings agencies regarding
their systematic observations on pools of
mortgages that they have rated;

e Dolicy statements by the nation’s GSEs
(Fannie Mae and Freddie Mac);

e Congressional testimony by representa-
tives of national trade associations regard-
ing widespread practices impacting their
industry.

Practices have been categorized in terms of
where they are most likely to occur. The list
of demonstrable abusive practices includes,
but is not limited to:

Lenders

Abuses attributed to lenders generally revolve
around actions (or higher level organiza-
tional failures to act) associated with the loan
origination process. It is at this stage of the
process that we observe the elevated “...risk
of misrepresentation, fraud, and adverse
selection.”” Among the practices that have
been demonstrated in various cases are:
e Downgrading borrower’s credit profile in
order to charge higher interest rates
and fees;

3 SPendley, Kelsch and Eissner, 2001.
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e Forcing borrowers who are in trouble
with their mortgages to sign “deeds in
lieu of foreclosure” along with forbear-
ance agreements — those deeds-in-lieu
would be exercised by the lender in the
event of a future breach of the forbear-
ance agreement;

e Failing to escrow funds paid by the bor-
rower where escrow is appropriate and/or
required by law;

e Refinancing low (or no) interest rate
loans into higher rate loans;

e Splitting loans, placing the fees for one
loan into another (usually higher interest
rate and fee) loan;

e Misrepresenting critical loan terms (e.g.,
interest rate, fees, prepayment penalties);

e Failing to provide appropriate notification
— in a timely manner - when a loan is a
high-cost / HOEPA loan;

e Failing to provide appropriate ECOA
notices when the loan for which an appli-
cant actually applied is not the loan that
they received; and

e Loan officers improperly demanding cash
payments that were improper and not
disclosed on any settlement documents.

Brokers

Mortgage brokers serve as the conduit of
business to mortgage lenders. In fact, al-
though independent information is not
readily available, the Pennsylvania Asso-
ciation of Mortgage Brokers reports that
brokers are involved in two-thirds of loan
originations nationwide.* Thus, brokers are
a significant part of the mortgage origination
market. Their relationship to the borrower,
although legally clear (i.e., that although it

is the borrower who is paying the broker

305 of September 2004, Pennsylvania has 2,479 first mortgage broker licensees and 1,785 secondary mortgage broker licensees.
There are many more individuals operating, legally, as brokers in Pennsylvania given the requirements of the law.
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for services, the broker has no fiduciary re-

sponsibility to that borrower), is not clear to

the borrower. Moreover, based on the usual

compensation structure for brokers (i.e., a

percentage of the total loan amount and/or

a yield-spread-premium) the broker has an

economic incentive to create a transaction

that is most advantageous to the broker,

not the borrower. In some instances, that

incentive leads to the selling of a loan that

places the borrower at a distinct disadvantage
thereby increasing the probability of mort-
gage default. Among the practices attributed
to the acts of brokers in Pennsylvania are:

* Inducing homeowners to take a (large)
first mortgage refinance loan rather than
a (small) home improvement loan com-
mensurate with their financial need and
circumstance;

* Charging / collecting fees for services not
performed;

* Selling mortgage products that are inap-
propriate (or unsuitable) given the mini-
mal borrower’s unique circumstance in
order to get the borrower “qualified”;

* Adjustable rate mortgages that can only
adjust upward (especially when interest
rates are at a historically low point);

* Balloon mortgages when the borrower’s
prospects for being able to pay (or com-
prehend) the balloon are minimal;

* Broker-initiated successive refinancing
of a mortgage without any demonstrable
benefit to the borrower;

* Falsifying bank statements, W-2 forms
and employment verifications;

* Misrepresenting fake gifts as down pay-
ments;

* Representing a borrower’s mortgage pay-
ment would be less than it actually was;
and

e Making loans either without regard for
the borrower’s ability to pay, or falsely in-

flating the borrower’s ability to pay.

Servicers

In today’s mortgage market, the individual
(or entity) that made the loan to the bor-
rower is oftentimes not the entity responsible
for collecting the monthly payments. That
role is played by the mortgage servicer. In
general, the responsibilities of the servicer
include, but may not necessarily be limited
to: (1) collecting the borrower’s monthly pay-
ments and crediting the borrower’s account;
(2) if an escrow is established, paying proper-
ty taxes and/or property insurance premiums;
(3) sending payments to the investor that ac-
tually owns the loan on which the borrower
is paying; (4) engaging in appropriate loss
mitigation activities including counseling,
forbearance agreements, recasting of the loan
and where all that fails, filing the foreclosure
action. Assuming that the borrower is fulfill-
ing their mortgage obligation, failure on the
part of the servicer in any of these roles may
result in the borrower ending up in foreclo-
sure. The specific issues associated with ser-
vicing include:

* Making it difficult (if not impossible) for
the borrower to accurately comprehend
their true indebtedness or cure a default if
necessary;

* Posting payments made on-time late to
the borrower’s account;

* Failing to respond to qualified written re-
quests for an accounting on a borrower’s
loan;

* Force-placing property insurance on
properties that have existing policies;

* Charging fees not permitted (or justified);
and

* Failing to engage in proper loss mitiga-
tion strategies (which are likely dictated

by the investor or in the case of FHA
loans, the US Department of HUD).



Contractors

Ordinarily the contractor is not part of the
official lending process. In some instances
though, the contractor will refer the hom-
eowner to a broker or a lender. Where this
may become abusive is where the contractor
steps out of that contracting role and into
other parts of the transaction, or where they
contract to do work which they do not do,
yet receive full compensation for that work.
* Builders / home improvement contractors
acting as (unlicensed) mortgage brokers;

and

* Charging for work that was never per-
formed.

Builders / Developers

The true market value of a home is both im-
portant and difficult to establish. That said,
each year between 2000 and 2004, more
than 40,000 new housing units were autho-
rized annually. There are no figures available
on the extent to which these new homes are
reasonably valued. The Pennsylvania At-
torney General has however alleged the fol-
lowing against a limited number of builders
/ developers operating in Monroe County,
Pennsylvania:

* Falsely inflating the value of a property
in order to give the appearance later that
concessions were made on the price of a
home;

Appraisers

As stated by the Appraisal Institute in some

of its public information material:

The role of the appraiser is to provide objec-
tive, impartial and unbiased opinions about
the value of real property— providing assis-

tance to those who own, manage, sell, invest

V. THE LIKELY CAUSES

in and/or lend money on the security of real
estate.

Pressure may be placed on the appraiser to

“hit” a particular value; that pressure may be

exerted by the broker, lender or perhaps even

the consumer. That sort of pressure impinges
on the appraiser’s ability to produce a fair
and impartial estimate of market value. In

Pennsylvania, appraisers are licensed by the

Pennsylvania Department of State. When

the appraiser succumbs to that pressure, the

likelihood of a transaction ending up in fore-
closure is elevated.” Specific actions attrib-
uted to appraisers include:*

* Yielding to pressure from brokers / lend-
ers / consumers to produce inflated
appraisal values in an effort to support
larger loans;

* Voluntarily cooperating with builders /
developers to estimate market inflated
values in an effort to support higher sale
prices.

Beyond the aforementioned practices, the
nation’s GSEs have made certain declarations
about characteristics of loans that they feel
would be abusive and will not purchase loans
with those characteristics. Generally, Fannie
Mae and Freddie Mac have established
similar policies with respect to loan purchas-
es. Among the characteristics that preclude
their purchase of a loan are:

e HOEPA loans or loans with fees exceed-
ing 5 percent of the loan, except where
that would make the transaction
unprofitable;

e DPrepaid single premium credit life
insurance;

37Richard Amoling, President of the American Society of Appraisers recently stated: “There is mounting evidence that the use of pressure
on appraisers by certain mortgage market participants to falsify the market value of residential property is widespread.”

38Pendley, Kelsch and Eissner of Fitch IBCA, Duff & Phelps state: “Fitch’s research has confirmed that significantly higher
concentrations of inflated appraisals can exist in subprime pools. As a result, investors cannot be assured that LTVs are accurate, and
therefore, in the event of liquidation, losses may be greater than predicted.”
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e DPrepayment penalties, except under lim-
ited circumstances;

e Servicers that do not regularly report
credit information to the credit bureaus;

e Servicers that do not escrow, except under
limited circumstances;

e Mandatory arbitration clauses.

Cause 7: The costs of homeownership in
Pennsylvania including those costs associ-
ated with maintaining an older housing
stock, property taxes and energy costs have
risen.

* Aging Population and Housing Stock
Pennsylvania has the fifth largest senior pop-
ulation in the nation. Over 28% of hom-
eowners in Pennsylvania are aged 65 or older
compared to 25% nationally. Additionally,
while 14% of all homes in the nation were
built prior to 1939 — 29% were in
Pennsylvania. Most striking, is the frequen-

Figure V-4: Age of House

cy with which older home owners in Penn-
sylvania live in these older homes. Compared
to national rates, a homeowner aged 65 or
older in Pennsylvania is twice as likely to live
in a home built before 1939. In Pennsylva-
nia, 36% of all homeowners over the age of
65 lived in a home built before 1939; in the
nation, only 18% of elderly homeowners
lived in such homes (see Figure V-1V:

Age of House).

This may be raising Pennsylvania’s foreclosure
rate as older homeowners are more likely to
be living on fixed incomes; their older homes
may need more repair than they can afford.

* Property Taxes

Pennsylvania’s per capita property taxes in-
creased 70% between 1989 and 1999 — faster
than the 53% national increase. Pennsylva-
nia’s tax burden relative to income also in-
creased in this 10 year period, while national
trends decreased.”” As a result, rising taxes
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may contribute to growing homeowner cost-
burdens in some communities (i.e. Allegheny
County).

Exacerbating the problem of high taxes,
interviewees suggest that many subprime
lenders do not escrow for property tax pay-
ments in order to keep the servicing costs of
the loan down. Others suggest that some
lenders do it in order to make the monthly
mortgage payment look lower than it actually
would be if taxes were being escrowed. While
the second practice could also be considered
deceptive, both may catch the borrower
unaware when property tax payments come
due to the County. If the borrower did not
save enough each month to pay taxes, the
result can be financially devastating.

e Energy Costs

While electricity costs have varied year-to-
year and went up slightly between 1990 and
2000, natural gas costs have risen substantial-
ly — increasing the annual home heating bills
of residents across Pennsylvania. According
to the Energy Information Agency at the De-
partment of Energy, natural gas prices rose by
29% between 1990 ($6.37 per million btus)
and 2000 ($8.20 per million btus). Electric-
ity prices rose from $27.03 per million btus
in 1990 to $27.94 per million btus in 2000.

Cause 8: Consumer expenditures on
health care costs have risen faster than
the growth in incomes.

Nationally, between 1997 and 2002, con-
sumer spending on health care increased by
27%; while incomes only rose by 24%.%

V. THE LIKELY CAUSES

Of the 4,222 homeowners approved for
HEMAP assistance in Pennsylvania between
2000 and 2003, 40.3% cited medical costs as
the reason for their financial distress.

Members of the Pennsylvania Realtors Asso-
ciation interviewed for this study uniformly
indicated that a growing number of hom-
eowners, when faced with these health care
costs, either pay their medical bills and forgo
mortgage payments or utilize built-up equity
in their homes.

CONCLUSION

TRE believes these causes to be the primary
contributing factors to Pennsylvania’s fore-
closure problem. While many of the causes
reflect more macroeconomic and market
forces beyond the control of the Pennsylva-
nia Legislature or the Secretary of Banking,
many are not. To successfully address these
causes, Pennsylvania will need to undertake
an affirmative approach to legislating, law en-
forcement and policy design while remaining
sensitive to the needs of a vital home
mortgage market.

4OU‘S. Department of Labor, Bureau of Labor Statistics, Consumer Expenditures, 1997-2002
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