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The City [of Baltimore] has proffered sufficient proof to proceed with its claim for disparate treatment discrimination under the Fair Housing Act.
Mayor and City Council of Baltimore v. Wells Fargo Bank, N.A., 631 F Supp.2d 702, 704 (D.Md. 2009) (where the Court ruled that the City had standing in claim of reverse redlining using subprime mortgages).
“Race and Real Estate,” the theme of this collection of essays (and of the preceding Symposium), represents the best in multi-disciplinary approaches. We come together as Sociologists, Lawyers, Political Scientists, Planners, Architects, Humanists, Business people and Government workers to think about how ethnicity and the built environment interact. One way to conceptualize the Symposium is to imagine that each contributor is a witness to an intersectional collision on the streets of Race and Real Estate. We all see the same scene but our differing intellectual perspectives cause us to report the situation with a varied vocabulary. Mine is the vocabulary of the financing of homeownership. My goal is to highlight how enduring patterns of racial discrimination in mortgage lending are brought to the forefront in the present home foreclosure crisis and how this is causing reverberations from the neighborhood block all the way to city hall. Due to racial segregation, “minority” stands in as a proxy for the most fragile of the city’s neighborhoods. From the foreclosure crisis emerges an insidious side effect of hollowing out neighborhoods already marginalized both economically and socially. 
From accounts in the popular press it may appear that foreclosure signs are popping up on lawns all across the United States. Careful analysis, however, reveals uneven concentrations of foreclosure activity. There are regional differences and property type differences. There are also profound differences across neighborhoods. Driven in large part by the differences in market saturation of subprime mortgages, minority neighborhoods have been hit disproportionately hard in the foreclosure crisis. For example, in New York City, defaults occur three times as often in mostly minority census tracts than in mostly white ones. According to some estimates, eighty-five percent of the worst-hit neighborhoods (defined as where the default rate is at least double the regional average) have a majority of black and Latino homeowners.

This essay will use the backdrop of subprime mortgage foreclosures to discuss why and how minority neighborhoods came to bear a heavier burden. The essence of this research evolves from the persistent patterns of residential racial segregation and concentration in the United States that intersect with deep penetration of the subprime mortgage market in the minority community. Questions to be discussed include how did minority homeowners become ensnared in the subprime market? Is there a difference in market penetration of subprime between minority and non-minority neighborhoods? Why did subprime loans suffer a higher default rate? What can be done to pull the homeowners and their neighborhoods back into economic health?

Historical Lending Patterns

Given the present economic climate it bears noting that the prevalence of subprime mortgages in minority neighborhoods is not a new phenomenon. From overtly racist “redlining” lending patterns of the HOLC to the more subtle racism of the high loan disapproval rates, residents of minority neighborhoods have continually struggled to enter the home finance markets. One path of entry is to bypass the traditional “prime” lending market and take a “subprime” loan. In fact, historically, residents in minority neighborhoods are more likely to be pushed into the subprime market than are residents in non-minority neighborhoods. Numerous studies have confirmed that for decades minority neighborhoods experienced and continue to experience a significant concentration of subprime loans.
 In fact, the problem was recognized by the US Dept. of Housing and Urban Development over 10 years ago. In 1998 they determined that subprime loans are over five times more likely in a Black neighborhood than in a White neighborhood.

Of course, a borrower may be unable to obtain a loan on traditional terms (e.g. 30 year fixed rate) due to many factors, not the least of which is creditworthiness of the borrower. One possible explanation for such concentration would point to the possibility of greater incidence of low credit scores within particular subpopulations. However, even taking into consideration the possibility that minority borrowers might have a lower average credit score still does not full account for the disproportionate percentage of subprime loans in minority neighborhoods. Studies have shown that  even after taking into consideration the creditworthiness of the borrower the percent of minority homeowners in the neighborhood  (in that particular study specifically African American neighborhoods) is positively correlated with the subprime share of loans.
   

In another study different authors came to the same conclusion: racial disparities exist in whether a borrower obtains a subprime loan.
 Their study led the researchers to conclude “Regardless of whether we call it efficient risk-based pricing or invitation to predatory abuse, subprime mortgage lending is tightly bound up with the enduring racial-geographic inequalities of American housing.”
 What differentiates the previous era of subprime lending from the present environment is not so much the economic disparity in the loan terms but rather the higher incidence of foreclosure. In other words, while past lending patterns may have resulted in minority homeowners paying higher costs for home financing, subprime loans of a more recent vintage have wreaked their havoc when homeowners have been unable to pay resulting in loss of the home by the borrower and loss to the neighborhood in a now abandoned home. 
Present crisis
The recent home foreclosure saga has its roots in several plots: housing appreciation, subprime mortgages and the secondary mortgage market (including the explosion in the derivatives market). We can first examine these factors as they applied to the home finance market as a whole. Then we can apply that knowledge to analyze the impact on minority neighborhoods. 

In certain areas, housing appreciation experienced a huge run up during the early 2000s.
 Whereas housing appreciated at a rate of approximately 25% during the years 1980-1995, between 1997 and 2006 real home prices increased by nearly 85%.
  This was not due to demand driven by population growth. In fact, during this time the population increase was approximately 1.1%
. Counter-intuitively, home sales did not slump during this period of increased cost and stable population growth. In fact the total volume of single-family home sales (new and existing) grew from 6 million in 1999 peaking at over 9 million in 2005.  Moving forward, in 2008, there were over 5 million homes sold.
    Housing starts per capita likewise rose—especially in some states, namely California, Arizona, Nevada and Florida.
  In the midst of this frenzy housing was becoming less and less affordable. The ratio of median house price to median US income jumped from 3.0 in 1999 to 4.6 in 2005.

How then, if housing is becoming more expensive and less affordable, did the sales of homes continue to rise? The answer lies in the intersection of low interest rates and the growth in the subprime mortgage market. The “all in” cost to the homeowner includes a monthly payment to the lender that is comprised of the principal repayment and the interest component. As a mortgage is a straight line amortization the interest component of payments during the first year or so of a 30 year mortgage is disproportionately large. As time goes on the relative weight between principal and interest components evens out then becomes heavier on the principal side. Therefore, the prevailing interest rate is a crucial piece in determining whether a homeowner can meet the monthly payment (notwithstanding the principal amount). During the period in question interest rates on 30 year fixed mortgages hovered between 5-6%.
 Furthermore, lenders were offering 3 Year ARMs (Adjustable Rate Mortgages) with first year teaser rates of 4.12% lowering a borrower’s initial monthly payments even further.
  Interest only loans (non-amortizing) exacerbate the situation even further as there is no principal component at all and the monthly payments are even lower. This scenario comes back to haunt the borrower when a balloon comes due and must be refinanced.
While the total population remained relatively stable a whole class of borrowers now entered the market in droves.  This class of borrowers was non-traditional in that the borrowers have been vaguely referred to in the media as “sub-prime” borrowers. Although the accounts in the popular press sometimes present these borrowers as “unqualified,” “dishonest”  or “living beyond their means,” in fact the commonality among them is not  malfeasance but rather that the loan they undertook (whether by design or necessity) was not a loan fixed at a standard 30 year fixed interest rate.
  Origination of subprime loans remained relatively small through 2002. The value of subprime originations jumped from $231B in 2002 to $335B in 2003. The increases peaked in 2005 at a staggering $625B.
 This represents 20% of the total residential loan market. Yes, there were liars, cheats and extravagant purchasers. But there were also many people just trying to purchase a home.  The majority, roughly 60%, of subprime loans issued in 2005 were for the purpose of refinancing a home.
 In 2006, approximately 46% of subprime loans were issued for the purpose of purchasing a home and 55% of subprime loans were issued for the purpose of refinancing a prior loan.
  Housing prices were escalating. Without the wider reach of alternative, subprime financing options, many of these borrowers would be unable to afford their homes. People were simply priced out of the market. Using alternative (subprime) loans was the tool that allowed them to participate.

Homeowner desire may explain the demand side of subprime mortgages. However, the supply side must be explored. Why did lenders originate so many loans of questionable quality? The answer lies in the mechanics of securitization. The Residential Mortgage Backed Securities (RMBS) market is fed by the continuous supply of mortgages for securitization.  Since its inception in the late 1970’s, the RMBS market has grown significantly.  What started as a $700 million industry in 1978 has increased over the years to an astounding billion dollar industry.
  The early to mid 2000’s saw record numbers, with each year showing an increase over the previous year’s issuance. 
  In 2004, there were $864.2 billion issued in private-label RMBS.
  In 2006, that number climbed to a record high of $1.2 trillion.
 2008 saw a steep decline with only $48.6 billion issued in RMBS.
  Despite the sharp drop from previous years, the amount of RMBS issued was still formidable. 

Lenders (now dubbed “originators”) made loans to homeowners and then would quickly (if not immediately) sell the home mortgages to RMBS securitizers. Securitizers offered shares to investors based on tranches. The ability to immediately divest themselves of loans with no thought to repayment scenarios, explains why lenders made loans that were now lumped under the heading of “sub-prime.”  When originators sold the underlying mortgage into the securitization pool the originators signed a Mortgage Purchase Agreement. This Purchase Agreement contains representations and warranties for each mortgage loan. Hence there is the residual obligatory liability for the originator to buy back the loan. In this document the originators usually agreed to repurchase the mortgages if they went into default within the first 120 days. In reality though, when the market was humming at full speed originators acted as if they had no risk at all. Poor underwriting standards, now the stuff of legend, resulted because the originators behaved as if they were working in a risk free environment.

The market’s voracious appetite for mortgage product was then further fueled by the spin off derivative market of Collateralized Debt Obligations (CDOs) and other derivative products that would further slice the income stream.
 These subprime loans then formed the backbone of the income stream that underwrote the resulting CDOs.  In this fashion Americans chasing the dream of homeownership collide with investors chasing yield. Commonly the bottom tranche of the securitized offering was spun off, tranched and then sold as a CDO offering. The growth of the CDO market was staggering. Global CDO issuance jumped from less than $150B in 2004 to more than $200B in 2005 to over $550B in 2006.
 But this beast required constant feeding; the bigger the market the more new mortgages needed to be originated. 
The market started showing signs of distress in 2006 as the home housing market became sluggish. The monthly supply of homes experienced a large uptick.  This meant that homeowners could not sell their home to avoid the reset of their teaser introductory mortgage rate. Further exacerbating these problem interest rates began to climb in 2005.
  Now, not only were the adjustable rate mortgages resetting, they were resetting to a higher interest rate. Not surprisingly many subprime borrowers defaulted. In fact (as of March 2008) although subprime ARMs accounted for only 7% of the total home mortgages outstanding they accounted for 42% of the foreclosures.

Impact on Minority Neighborhoods
The effect of the meltdown in the subprime market was acutely felt in minority neighborhoods. In 2004, 2005 and 2006 (the height of the subprime lending era) white borrowers certainly participated fully in the market. They accounted for slightly more than half of the subprime loans originated 2004-2006. However a clearer picture of the impact of subprime lending emerges when a different question is posed: what percentage of borrowers (according to racial demographics) were subprime borrowers? The following chart provides a breakdown by race of borrowers from the period 2004-2006.
 Percentages refer to what proportion of a particular subset of borrowers were given a subprime loan. 


2004 

2005

2006
Black

31%

51%

53%

Hispanic
18%

38%

41%

White

8%

19%

22%

The following chart breaks down the number, as opposed to the percentage, of subprime rate loans issued by race for the years 2004-2006.
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2004 
565,306

208,302

184,067

24,509

7,764

5,797
2005
1,227,554
395,952

451,231

64,115

9,423

13,661
2006
1,108,679
378,244

409,354

56,136

7,902

11,494
Because of racially segregated and concentrated living patterns the effect of the subprime crisis was acutely felt in minority neighborhoods. There is a steady increase in the percentage of subprime loans as the neighborhood composition becomes more minority. As referenced above, minority neighborhoods have experienced high concentrations of subprime loans for decades. In several studies from the early 1990s through 2004, minority neighbors experienced a strong geographic concentration of subprime mortgages.
  This concentration continued through the most recent crisis. In 2006 if a neighborhood was less than 10% minority, 22% of the residential loans were classified as subprime. By contrast if the neighborhood was 90-100% minority, 48% of homeowners were subprime borrowers.
 
While it is true that subprime lending can help make homeownership a reality for many who would not otherwise qualify for mortgage financing, subprime lending can also lead to homeownership loss.   What is different about the more recent wave of subprime lending is the emergence of teaser rate adjustable mortgages. As noted above previous subprime loans may have carried high interest rates. Subprime loans of more recent origination had low introductory rates and were designed to require the borrower to refinance within 12-24 months or be reset at a rate that could outstrip the payment ability of the borrowers. A spike in mortgage foreclosures occurred when the market softened and interest rates rose. A paper by the Center for Responsible Lending noted a homeownership gain to 50,925 first-time African American homebuyers and 72,981 first time Latin American homebuyers but projected a homeownership loss of 98,025 African Americans and 110,674 Latin Americans based on a total of 1,075,770 subprime loans issued to minorities in 2005.
  According to a study of neighborhoods in Boston in 2007 almost half of the changes in ownership in Black owned housing were as a result of foreclosure.
 Losses to individual homeowners have been staggering. Although there is debate as to whether subprime lending actually increased the absolute number of minority homeowners, the impact of foreclosure is beyond debate. The loss of equity to subprime borrowers of color is estimated to be nearly a quarter of a trillion dollars.
 The effect on minority neighborhoods has been equally devastating.  In Chicago neighborhoods where the population is more than 80 percent non-white account for 65 percent of all foreclosure cases - up from 61 percent in 1993. This trend is not unique to Illinois, it has appeared in many major metropolitan areas across the country.
 One study in Cleveland and the surrounding Cuyahoga County found that census tracts with a high proportion of African American borrowers correlate to the highest incidence of foreclosure of subprime loans.
 Similar tales can be told in cities such as Atlanta and Philadelphia.
 Cities with large minority populations are likewise hit with the effects of high foreclosure rates experienced by minority communities. Losses to the cities affected include decreased tax bases, increased police and fire commitments and other social pathologies that follow clusters of properties left vacant and neglected as a result of foreclosure. 
Legal Challenges to Foreclosure
Individual homeowners have challenged subprime lenders alleging that they were “sold an exotic high cost adjustable rate mortgage (ARM) …without consideration of [their] ability to pay the loan's hidden maximum interest rate, which far exceeded the initial teaser rate and made the loan unaffordable,” that lenders targeted “financially distressed consumers with the intent of artificially inflating their earnings and without regard to whether borrowers could repay the loans,” and further that lenders “knowingly and affirmatively misrepresented the most important measurement of the affordability of a mortgage product: the total amount of each monthly installment on the loan relative to the borrowers existing debt to income ratio.”
  The cities of Baltimore and Cleveland have filed suit challenging lending practices of major banks in predominately minority neighborhoods. 
  They alleged damages to the city stemming from vacancies, decreased property tax revenue and increased fire and police costs and public nuisance. Neither case has had its disposition. However, the arguments raised by the cities of Baltimore and Cleveland against banks such as Wells Fargo and Deutsche Bank are interesting because the underlying premise is that lending was not an economic decision but rather a political/racial decision. In fact since several studies have shown that subprime mortgages are concentrated in locations with high proportions of black and Hispanic residents, even controlling for the income and credit scores of these neighborhoods.
 This lends considerable credibility to the position of the Cities that lenders have, once more, engaged in discriminatory lending practices.
Acknowledgement, if not admission, of some wrongdoing on the part of one of the nation’s largest lending institutions has come in the form of a sizeable settlement agreement.  In December 2011, Bank of America entered into an agreement, pending final approval, with the Department of Justice to pay out $335 million dollars for predatory lending practices stemming from the lending practices of its Countrywide affiliate. 
  According to the terms of the agreement, the company is subject to approval from the Department of Justice should it decide to reenter the mortgage industry .

The Department of Justice found that from 2004-2008, Countrywide, which has since been acquired by Bank of America, charged more than 200,000 minority (black and Hispanic) borrowers higher rates/fees than their white counterparts.
  Countrywide charged higher rates or offered subprime loans even when borrowers qualified for prime loans in 10,000 cases.
 

Problems arose out of a Countrywide policy which allowed “loan officers and brokers the discretion to alter the terms for which a particular applicant qualified without setting up any system to comply with fair-lending rules.”
  In 2007, Countrywide employees charged an average of $545 more in fees for minority borrowers than for white borrowers.  Brokers charged about $1,195 more.
  

Forty-one states saw high concentrations of affected customers (only Alaska, Maine, Montana, Nebraska, New Hampshire, North Dakota, South Dakota, Vermont & Wyoming were not significantly affected).
  The Illinois Attorney General found that minority borrowers were three times more likely than white borrowers to receive a higher subprime loan.
 The problem was particularly prominent in California where the company used Spanish advertising to lure customers, resulting in two thirds of the victims being Latino.
  In Los Angeles, more specifically, a black borrower paid about $1200 more in fees than a similarly situated white customer for a $200,000 loan.
 
Race persists as a significant component in the financing of real estate. Facially neutral economic decisions continue to carry the stigma of race based lending practices and hence continue to impact minority homeowners and neighborhoods. One way to rectify past wrongs would be a greater emphasis on work-outs and modifications in neighborhoods with high default rates. Lender’s push toward foreclosure is surprising given the significant cost involved in foreclosure proceedings.  Loan modifications and other loss mitigation techniques generally cost lenders less money and seem a more prudent path to follow.
 The Obama administration initiated the Homeowner Affordability and Stability Plan in March 2009. This plan is not directed solely at minority homeowners. However, it represents a start to addressing the crushing debt burden of the subprime borrower.
For homeowners current on their payments the plan encourages loan modifications according to the following criteria:

· Mortgage cannot exceed 105% of value of house

· Existing loan refinanced to fix 15 or 30 loan

· Borrower must be deemed able to repay refinanced loan

· No reduction in principal

· Only loans securitized by Freddie/Fannie eligible 

For homeowners at risk of default the criteria for modification include:

· Monthly payments must exceed 31% of income

· Must be primary residence

· Only conforming loans (no jumbos)

· Incentive of $5000 for 5 years of good standing

· Can include a principal reduction

Education-both for the lender and for the borrower- is another method of addressing the disproportionate incidence of subprime lending in minority neighborhoods. Empowerment, through knowledge, of the home owner is crucial.
 However, just as important, is education of lending officers and threat of sanctions if racialized lending patterns continue without economic justification.
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