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Last March 5th, the headline of The New York Times read “A Mortgage Crisis Begins to Spiral and the Casualties Mount.”  At first glance, the reader might expect an article discussing the plight of families stuck with unaffordable mortgage payments – families of limited incomes who bought homes with subprime mortgages, the interest rates eating up their paychecks.  However, the casualties referred to in the headline were primarily subprime mortgage bankers and brokers. Similar articles have appeared in other newspapers during March and April 2007.
Subprime mortgages have been around a long time.  They are higher interest loans offered to homebuyers with poor credit histories or who do not meet the income requirements of traditional mortgages.  As a buying tool, the subprime mortgage is not in and of itself a predatory mechanism.  These loans offer opportunities for people who aren’t suitable for traditional mortgages. However, the group of people who tend to use these loans are lower income families, and tend not to be savvy about the mortgage market and the expenses of home ownership.

The New York Times article compares the skyrocketing subprime lending industry to the dot.com boom of the late 1990s and the leveraged buyout trend of the 1980s.  Just as the tech boom created billionaires from young programmers and the leveraged buyouts made bankers into “Masters of the Universe,” subprime lending quickly made multi-millionaires out of bankers and brokers.  The Times quoted a former executive of New Century Financial as saying, “We made so much money you couldn’t believe it. And you didn’t have to do anything. You just had to show up.”

Now, with housing prices lowering, the default rate rising on mortgages, an unsustainable pattern of selling company shares, and accounting practices that created an unrealistic market, companies are selling off their subprime lending divisions and investors are losing money. A 12 April 2007 article in the Baltimore Sun, “Mortgage Help Urged; Housing Falloff Persists,” reported that more than two dozen subprime lenders had either moved into bankruptcy protection or been put up for sale.
This was not wholly a surprise.  In a 24 October 2006 Washington Post Article, “Nontraditional Mortgages Don’t Wane Under Warnings, reporter Kirstin Downey reports that the Mortgage Bankers Association recorded that 26% of home loans in the first six months of 2006 were interest-only loans, up from less than 2% prior to 2000, and 19% were higher-interest subprime loans.  Downey reports that in September 2006, 

“. . . federal banking regulators issued a warning to federally regulated lenders . . .that the loans could pose risks for lending institutions because consumers can be unprepared for the sudden jumps in payments. . .,” which “could lead to loan defaults.”  The Mortgage Bankers Association simply criticized the warning as ‘regulatory overreach.’
The drive to accumulate wealth and power may be a similarity between the dot.com enterprises, the flood of leveraged buyouts, and the explosion of subprime lending industry, but a difference lies in the psychology that makes unaffordable loans attractive.  What the lending industry was able to draw on to reap such a bounty was the pervasive promotion of homeownership as equaling success, and without it, failure.
There is no doubt that the reversal of fortune in the subprime industry means setbacks for some bankers and brokers who specialize in these loans.  They will take losses and perhaps switch to selling something else.  It’s important to remember that these are the same people who dangled the promise of homeownership in front of those who thought it beyond their reach, and in many cases failed to educate buyers about these risky mortgages.  

We need to keep in mind the families who are in danger of losing their homes.  These are the real casualties of the mortgage crisis. They face defaults, foreclosures, and bankruptcy.  While housing prices were high, the problems of declining wages and dismal job growth for working families, and high-interest mortgages, could be masked.  The rising housing prices allowed workers to sell their houses before the higher payments on their mortgages, or to pull equity out of their house by refinancing.  That’s no longer possible with housing prices falling.
While the Times article, like others, seem focused on the pain experienced in the business world, even here it cannot be completely ignored that foremost among the threatened are “the poor and minority homeowners who used easy credit to buy houses that are turning out to be too expensive for them now that mortgage rates are going up.”  This brief mention highlights the community or neighborhood specific nature of foreclosures.
“Paying More for the American Dream,” a March 2007 report by the Neighborhood Economic Development Advocacy Project and five other organizations found that “The skyrocketing levels of foreclosures in urban areas, and minority communities, in particular, have been tied to the growth of concentrated subprime lending in these areas.” While low-income areas in general are targets of subprime loans, the report found that people of color are particularly impacted, with African-American borrowers 3.8 times and Latino borrowers 3.6 times more likely to receive a higher interest home loan than white borrowers.
In recent years, a period of record-low interest rates and the promotion of subprime loans with no homeownership counseling requirements resulted in large numbers of low income families entering into barely affordable contracts with low introductory interest rates and zero percent down.  As a result, the homeownership rate reached its highest point in American history.  The lenders made money. Politicians got to talk about progress in the American Dream. Simultaneously, the Bush Administration cut funding for the Department of Housing and Urban Development.

Now the homeownership bubble seems to be bursting.  Several sources quote Barron’s report that over the next two years the mortgage industry will see increased monthly payments on an estimated $600 billion of subprime loans.

Speaking at the National League of Cities last month, Senator Christopher Dodd (D-Conn), chairman of the Banking Committee, said “that in the next 18 months, 2.2 million families with non-traditional or subprime loans made since 1998 have faced or will soon face foreclosure because of mortgage lending practices. . .”
In a document published at the end of March 2007, the Center for Responsible Lending (CRL) reported that over the last nine years the subprime mortgage market has produced more than $2 trillion in home loans, 15% or which will end in foreclosure – a net loss in homeownership of almost 1 million families.  This alarming prediction was highlighted in testimony before the U. S. House Committee on Financial Services by Michael Calhoun, President of CRL.

Activity at the community and legislative level is picking up steam to address the plight of borrowers.  The 12 April 2007 Sun article highlights many of these efforts, including calls for a moratorium on foreclosures, financial assistance to borrowers, and legislative reforms to address a variety of avenues of poor lending practices. There will always be a market and a purpose for subprime loans, but measures must be taken to assist families caught in disadvantageous loans, and to reform lending laws in a way that will protect future homebuyers.
Sustainable mortgages should be the goal of lending reform.  This may involve including “ability to repay” as a standard for subprime loans, reforming bankruptcy laws, providing bridge loans and other financial help to those facing foreclosure, and updating predatory lending laws at federal and state levels.  In addition, housing counseling that includes foreclosure prevention and predatory lending awareness needs to be made more available for borrowers, particularly first-time homebuyers, and a means for buyers to have confidence in the bankers and brokers with which they do business.
Such reforms can provide some control over excesses in the lending industry, but if housing prices continue to outstrip wages, homeownership will still be beyond the reach of most working families.  Public policy, public funding, and planning processes must ensure that sufficient opportunities exist for working families of average means to purchase homes.

As long as the processes by which a first-time homebuyer obtains a mortgage are driven by profit motive alone, dangers to the consumer will exist.  The potential homebuyer needs to be a well-informed consumer capable of watching after his or her own interest, but “Buyer Beware” should not hold sway as the principle for venturing into homeownership.

