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ment, and home refinancing—are loans made to bor-

rowers who do not meet the credit standards or under-
writing guidelines to qualify for loans at the prime rate,” the
lowest available rate for mortgage loans. Borrowers who get
subprime loans may have blemished credit records (i.e., lower
than A-level credit scores) or lack a traditional credit history.
When compared to prime-rate borrowers, subprime borrowers
(i.e., with scores of A-, B, C, and D) pay higher interest rates,
points, and fees, and they normally must accept prepayment
penalties.

f ; ubprime loans' —for home purchase, home improve-

Pricing differences between the prime and subprime markets
are believed by many not only to account for the additional
risk to the lenders who make loans to persons with less than
A-level credit, but also to incorporate a premium that reflects
unlawful racial discrimination, opportunistic pricing, and
predatory lending.> The prominence in the subprime market
of products such as adjustable rate mortgages or interest-only
mortgages also may represent predatory lending, because rate
increases structured into these products prevent borrowers
from accruing equity, or may cause them to lose any equity
they have amassed. This would result if borrowers refinance
their loans—and pay penalties for doing so—when the rates
on their adjustable rate mortgages are reset and if appreciation
in the value of their homes has been limited.

The availability of subprime loans has increased since the
mid-1990s and at first seemed to provide a needed vehicle for
African Americans and other disproportionately low-income
populations to become homeowners and accumulate wealth.
Features of these loans and the growth and operation of the
financial markets for them, instead have resulted in unprece-
dented levels of delinquencies and foreclosures. Thus, mort-
gage loans made in the subprime market have not led to sus-
tained increases in homeownership among African Americans
and other recipient households. This year, in fact, foreclosures
on homes purchased with subprime loans in the United States
have resulted in upheavals in stock markets around the world,
when securities backed by these loans lost their value.
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This brief provides a primer on subprime lending and discusses
how this market has affected homeownership among African
Americans. This is the second of two briefs about homeown-
ership and African Americans. The first brief discusses the
homeownership experience for African Americans between
1940 and 2006. This brief begins in the mid-1990s with the
development of and increase in subprime lending for home
purchases, home improvement, and home refinancing. How
the primary and secondary markets for subprime loans operate
and how African Americans and households of other racial/
ethnic subpopulations® have been served by them are detailed.
This brief concludes with a discussion of principles and recom-
mendations for enhancing the operation of the subprime mar-
ket to better meet the needs of African Americans and other
disproportionately low-income populations.

Development of the Subprime Mortgage Market

Historically and persistently, homeownership rates among
selected subpopulations (e.g., African Americans, Hispanics,
urban populations, low-income populations) have trailed the
U.S. average rate by substantial amounts. This has been true
since 1940, when homeownership data were first collected.
(See Brief #1, “African Americans and Homeownership: Sepa-
rate and Unequal, 1940 to 2006” for details.) Sizable home-
ownership rate gaps have remained in spite of government and
private sector efforts in what is known as the primary mort-
gage market and in what is known as the secondary mortgage
market. In the primary mortgage market, banks and other
financial institutions make loans to borrowers. In the second-
ary mortgage market, two government-sponsored enterprises
(GSEs)—Fannie Mae and Freddie Mac—along with other
purely private sector entities purchase mortgage loans made
by financial institutions in the primary market. These second-
ary market actors subsequently package the loans they have
purchased into mortgage-backed securities (MBS) to sell to
investors. Although secondary market activity thus replenishes
the funds available to primary market institutions for home
mortgage lending, the availability of this additional fund-

ing has not been adequate to close the homeownership gaps
for persons with low incomes or who belong to racial/ethnic
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subpopulations. For example, in 2006, the homeownership
rate of African Americans was 48.4 percent, the rate among
Hispanics was 49.7 percent, and the rate among city residents
was 54.3 percent, all well below the U.S. average rate of 68.8
percent that year.®

Among the factors to which the persistent homeownership
differential can be attributed are overt and covert racial/ethnic
discrimination in many forms and at many stages of the home-
purchase process.” This remains true even when the income
levels and credit ratings of potential borrowers are taken into
account. Redlining® and racial discrimination largely excluded
racial/ethnic minorities from the first major U.S. homeowner-
ship growth spurt which occurred in the post-World War IT
period (late 1940s through the 1950s). The second major U.S.
homeownership growth spurt took place between the mid-
1990s and 2005, and was driven by the growth of subprime
mortgage lending that extended homeownership—though not
necessarily permanently—to many borrowers who were low-
income and members of racial/ethnic subpopulations.’

Several factors during the mid-1990s contributed to the devel-
opment of the subprime mortgage market to serve borrowers
with less than A-level credit. Responses to pre-existing legisla-
tive mandates, an increased demand for home equity mortgage
loans, and lender marketing and monitoring all fueled the
development of this market.'

Legislative Mandates. The Community Reinvestment Act
(1977)—known as CRA—was initially enacted as an antidote
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to redlining. Under the CRA, banks and other financial insti-
tutions are required to devote a certain share of their deposits
to mortgages for low- and moderate-income individuals in
their communities in exchange for the benefits these institu-
tions receive from federal deposit insurance. The desire of
financial institutions to use mortgage loans made to low- and
moderate-income individuals to satisfy their CRA require-
ments has contributed to the development of the subprime
mortgage market, as has the growth in the number of commu-
nity-based organizations with the goal of increasing mortgage
lending to these same populations."

In addition, the Depository Institutions Deregulatory and
Monetary Control Act of 1980 eliminated state usury laws that
had set ceilings on the interest rates that could be charged for
first-lien home mortgages (i.e., original home-purchase loans).
Subsequently many states eliminated interest-rate ceilings on
all mortgages, thereby paving the way for subprime lenders to
offer a larger volume and greater variety of mortgage products,
priced to compensate for the perceived risk of making loans to
borrowers with less than A-level credit scores.'

Increased Demand for Home Equity Loans. The 1994
prime rate hike is viewed by many as the triggering event for
the rapid growth of subprime lending.'® This interest rate hike
not only increased the cost of unsecured consumer debt (such
as credit card debt), but also decreased the volume of home
refinance loans available to borrowers at prime rates. The
increased cost of consumer credit generated greater demand
for lower-priced home equity loans to meet this credit need.

THE SuBPRIME LENDING EXPERIENCE, 1995 TO 2007
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Figure 2
Annual Average Rates of Delinquency (90 Days Past Due), 1998-2007 (Seasonally Adjusted)
Percent
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Home equity loans have lower rates than consumer credit
because they are secured by the property whose equity they
tap. To compensate for the reduced volume of and profit from
prime-rate refinance loans, mortgage companies and indepen-
dent mortgage brokers'* began to issue greater numbers of
subprime refinance loans with their higher-than-prime rates.”

Lender Marketing and Monitoring. Actors in both the pri-
mary and secondary markets for subprime mortgage loans dif-
fer notably from their counterparts in these markets for prime
loans. In the primary market, subprime mortgage loans usu-
ally are made by brokers and bank subsidiaries—entities whose
standards and behavior are less closely regulated or monitored
than are the standards of banks and other prime market lend-
ers. Subprime lenders target lower-income and racial/ethnic
communities and tend to view their products and transactions
as an isolated line of business.' In the primary market for
prime-rate loans, on the other hand, higher-income homeown-
ers are the target customers, and the lenders are generally the
more highly regulated banks and other financial institutions
that seek to cross-sell account and investment products. This
market segmentation has been supported by advances in infor-
mation technology that have enabled lenders to easily identify
the borrowers of potential interest to them.

In the secondary market, securities backed by subprime mort-
gages have been originated primarily by Wall Street investment
firms. Although Fannie Mae and Freddie Mac have securitized
an increasing volume of prime-rate mortgage loans since the
1970s, in recent years the GSEs have purchased a declining

share of MBS backed by subprime loans."” Thus, securities
backed by subprime mortgage loans have been developed
largely without the benefit of the standards and supervision
that govern the operation of the GSEs in the secondary market
for prime mortgage loans.'® Many securities were packaged
and sold whose constituent mortgage loans became troubled
as interest-rate adjustments rendered borrowers unable to meet
their monthly payments. The delinquencies and foreclosures
that often followed resulted in the devaluation of investment
securities underlying the global stock market upheaval during
mid-2007."7

Characteristics of the Subprime Mortgage Market

* In the early 1990s, subprime mortgage lending accounted
for less than one percent of all mortgage lending.”® By
1994, subprime lending was valued at $35 billion and was
less than five percent of all mortgage lending (by value)
that year.”!

* Since the mid-1990s, however, growth in subprime
lending has accelerated markedly. Subprime lending had
grown to $645 billion in value and 20 percent of all mort-
gage lending in 2005. Although subprime lending also
was 20 percent of all mortgage lending in 20006, its total
value had dropped slightly (to $600 billion) from the 2005
level. (Figure 1)

* By 2005, subprime mortgages had become 7 percent of all
outstanding mortgages in the United States.” This is in
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Figure 3
Annual Average Rates of Foreclosures Started, 1998-2007 (Seasonally Adjusted)
Percent
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marked contrast to 1994, when their presence was barely * Seventy (70) percent of subprime mortgage loans had

noticeable.

Only 20 percent of subprime loans in 2005 were made by

banks or thrift institutions, two entities that are supervised

by federal regulators.** More than half (51 percent) were

made by unsupervised mortgage companies, and 29 per- .
cent were made by the more lightly supervised subsidiaries

of supervised lenders.”

In 2005, about 60 percent of all subprime mortgages were .
placed through brokers, more than double the share of
prime mortgages so placed (25 percent).”

Initially, relatively few subprime mortgage loans were made

for purchasing homes—only 16 percent of all subprime

loans in 1999. Most were for refinancing home purchases

(82 percent), and the remainder were for home improve- .
ment.”” In 2006, however, almost half of all subprime loans

(49 percent) were for home purchases, with slightly fewer

for refinancing (45.4 percent) and the rest (5.6 percent) for
home improvement.”®

Subprime borrowers generally have lower incomes and low

credit (or FICO) scores—i.e., below 650.% Because they Afr
cannot afford to put as much down, subprime borrowers

also often have loans with loan-to-value ratios of nearly .
100 percent, a generally accepted risk factor for delinquen-

cy or default on mortgage payments.*

AFRICAN AMERICANS AND HOMEOWNERSHIP:
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prepayment penalties in 2006.>' This is in contrast to the 2
percent of prime mortgages with these penalties.*> A typi-
cal penalty for prepaying more than 20 percent of the bal-
ance of a subprime loan might equal six months’ interest.”

Estimates (made in the late 1990s) of the proportion of
subprime borrowers who would qualify for prime mort-
gages range between 10 percent and 50 percent.*

Foreclosures have never been much of a problem in the
prime mortgage market, with the rate generally less than
one percent. This contrasts markedly with the subprime
market in which delinquencies occur and foreclosures are
started at between 8 and 10 times these rates in the prime
market.* (Figures 2 and 3)

Because prime mortgage market lenders are often absent
from low-income neighborhoods and neighborhoods

in which racial/ethnic subgroups live and because these
groups often live in spatially segregated neighborhoods,
when subprime loans are foreclosed, there may be an as-
sociated blighting neighborhood effect, as well .3

ican Americans in the Subprime Mortgage Market

Borrowers who are African American, Hispanic, and
American Indian or Alaska Native are more likely than
white borrowers to have subprime loans of each type—

home purchase, home refinance, and home improvement.?’




JoINT CENTER FOR PoLiTicaL AND ECONOMIC STUDIES

Figure 4
M Subprime* Subprime* Loans for Home Purchase, by Race/Ethnicity, 2006
Percent
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Figure 5

M Subprime* Subprime* Loans for Home Refinance, by Race/Ethnicity, 2006
Percent
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Il Subprime*
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Figure 6
Subprime* Loans for Home Improvement, by Race/Ethnicity, 2006
Percent
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Hispanic American ‘White American

Asian American borrowers are less likely than all groups,
including white Americans, to have subprime loans.

(Figures 4, 5, and 6)

In 2006, more than one-half (52.9 percent) of African
Americans and nearly half of Hispanics (47.3 percent) who
acquired home-purchase loans had subprime loans. This

is in contrast to the fourth (26.1 percent) of counterpart
white borrowers who acquired these loans.?® Almost a
third (31 percent) of American Indian or Alaska Native
homebuyers also purchased homes with subprime loans.
(Figure 4)

The greater incidence of subprime loans among African
American, Hispanic, and American Indian or Alaska Na-
tive homeowners is evident with home-refinance loans as
well. Of all refinance loans taken out by African Ameri-
cans in 2006, nearly half (49.8 percent) were subprime,

in contrast to the 26.7 percent of all refinance loans taken
out by whites that were subprime. More than a third of all
refinance loans taken out by Hispanics (37 percent) and
American Indians or Alaska Natives (33.4 percent) also
were subprime. (Figure 5)

The same pattern is evident for home-improvement
lending. Of all home-improvement loans taken out in
2006 by African Americans, the proportion that was
subprime (34 percent) was nearly double the comparable
proportion among whites (18.2 percent).*’ (Figure 6)

AFRICAN AMERICANS AND HOMEOWNERSHIP:

The greater likelihood that African Americans and
Hispanics will receive higher-priced home-purchase loans
(used as a proxy for subprime lending®’) than similarly situ-
ated white borrowers persists even after controlling for risk
factors such as income, which it is legitimate to consider
when pricing loans.!

Even after controlling for both lender characteristics and
borrower characteristics (such as income), the gap between
the incidences of higher-priced home-purchase loans among
blacks and whites does not disappear. Before controlling
for lender or borrower characteristics, the incidence of
higher-priced lending to blacks in 2006 was 53.7 percent,
a full 36 percentage points greater than the comparable
incidence among whites (17.7 percent). This 36-percentage
point difference is only partially explained by borrower-re-
lated or lender characteristics, however. After incorporat-
ing the influence of these characteristics, the incidence of
higher-priced lending among blacks falls to 30.3 percent,
leaving 12.6 percentage points of the white-black gap
unexplained.®

The gap in incidence of higher-priced home-purchase

loans between whites and several other racial/ethnic sub-
populations—American Indians or Alaska Natives, Native
Hawaiians or Other Pacific Islanders, and Hispanics—in
20006, also is reduced but not eliminated when lender and
borrower-related characteristics are taken into account.
The incidence gap between whites and American Indians

THE SuBPRIME LENDING EXPERIENCE, 1995 1O 2007




JoINT CENTER FOR PoLITIcAL AND ECONOMIC STUDIES

or Alaska Natives fell from 16.5 percentage points to 6.8
percentage points. Between whites and Native Hawaiians
or Other Pacific Islanders, the comparable gap declined
from 16.3 percentage points to 5.2 percentage points.
Among Hispanics,® the corresponding gap declined from
28.9 percentage points to 6.3 percentage points.

Asians (at 16.8 percent) are less likely than whites (at 17.7
percent) to get higher-priced home-purchase loans.* When
borrower-related characteristics alone are considered, the
incidence for Asian borrowers declines to 15.3 percent.
When both borrower-related and lender characteristics are
incorporated, the incidence of higher-priced home-pur-
chase loans among Asians returns to 16.8 percent.

The greater likelihood that African Americans will receive
higher-priced home-refinance loans than similarly situated
white borrowers also persists after controlling for risk fac-
tors it is legitimate to consider when pricing loans. The
27.1-percentage-point difference between the incidence
of higher-priced home-refinance loans among blacks
(52.8 percent) and whites (25.7 percent) in 2006, also is
not fully explained by either borrower-related or lender
characteristics. Although controlling for these character-
istics causes the incidence of higher-priced refinance loans
among blacks to fall to 33 percent, a difference of more
than seven percentage points remains unexplained.®

Incidence gaps for higher-priced home-refinance loans also
exist between whites and the following racial/ethnic
subpopulations—American Indians or Alaska Natives,
Hispanics,“ and Native Hawaiians or Other Pacific Island-
ers—in 2006, although these gaps are smaller than the
white-black gap. After controlling for both borrower-re-
lated and lender characteristics, the remaining gaps were
3.8 percentage points for American Indians or Alaska Na-
tives, 4 percentage points for Hispanics, and 4.3 percentage
points for Native Hawaiians or Other Pacific Islanders.

Asians (at 19.6 percent) are less likely than whites (at 25.7
percent) to get higher-priced home-refinance loans.”” Incor-
porating the influence of borrower-related characteristics
reduces this incidence to 23.7 percent, while incorporating
both borrower-related and lender characteristics increases
the incidence to nearly equal (at 25.3 percent) that among
whites.

States with a high incidence of subprime home-refinance
loans have higher percentages of African Americans than
do other states. In 2005, in five states, at least two of

every five (or 40 percent of) home-refinance loans were
subprime: Mississippi (51.8 percent), Oklahoma (44.3
percent), Alabama (41.6 percent), Nebraska (41.4 percent),

and Louisiana (40 percent). Three of these states also have
high percentages of African Americans: Mississippi (36.95
percent), Louisiana (31.42 percent), and Alabama (26.18
percent).® In fact, among the 50 states, Mississippi and
Louisiana have the top percentages of African Americans,
with Alabama ranked sixth.

* Borrowers living in zip codes in which a greater percentage
of residents are members of racial/ethnic subpopulations®
are more likely to have subprime loans with prepayment
penalties. In particular, borrowers living in zip codes where
more than half of the residents belong to racial/ethnic sub-
groups have a 35-percent greater odds of getting subprime
loans with prepayment penalties than do similarly situ-
ated®® borrowers in zip codes where racial/ethnic subpopu-
lations are less than 10 percent of residents.”!

* Among African Americans who live in predominantly
black neighborhoods, those with higher incomes are more
likely than those with lower incomes to have subprime
refinance loans. In 2000, blacks in upper-income neigh-
borhoods (neighborhoods in which the median income is
greater than 120 percent of the metropolitan area median
income) in which they were at least 80 percent of the
population were 2.9 times as likely as borrowers in upper-
income neighborhoods overall to have subprime refinanc-
ing loans. Blacks in low-income neighborhoods (neigh-
borhoods in which the median income does not exceed
80 percent of the metropolitan area median income) in
which they were at least 80 percent of the population were
1.5 times as likely as low-income borrowers overall to have
subprime refinancing loans.*

* Although many researchers® attribute the unexplained
difference in the incidence of subprime loans between
blacks and whites to racial discrimination, other factors
such as borrower expectation of discrimination may be
influential as well.” In other words, if potential black bor-
rowers avoid prime market lenders because they anticipate
being discriminated against by them, then this avoidance
in anticipation of discrimination may account for some
of the unexplained difference in incidence. One reason
potential borrowers may anticipate such discrimination
and not seck loans from prime-rate lenders is the absence
of these lenders from their communities.

Conclusions and Recommendations

Consistent with the racial tenor of that time, African
Americans were largely excluded from the post-World War 11
homeownership growth spurt in the United States. During
the second major homeownership growth period (since 1995,
as the subprime mortgage market has developed), even though

AFRICAN AMERICANS AND HOMEOWNERSHIP: 7
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many African Americans received home loans, their status
as homeowners remained tenuous. Interest rate resetting
has priced many variable-rate and interest-only mortgages
out of the reach of their holders. The wave of foreclosures
that has followed in the wake of these rate adjustments

has abruptly removed numerous African Americans—and
other populations with low-incomes and limited credit
access—from the ranks of homeowners. Thus, the steady
but modest increase in homeownership rates among African
Americans between 1995 and 2004 is being reversed. In other
words, the subprime market was able to provide short-term
access to homeownership for many but provided sustained
homeownership for few.

Many factors led to the 2007 stock market upheaval associated
with the devaluation of securities backed by subprime mort-
gages. In thinking about how to simultaneously avoid similar
situations in the future and increase homeownership rates
among racial/ethnic subpopulations (whose rates continue to
lag behind those of whites), the following principles should be
adhered to:

*  Lenders should not make loans or offer mortgage products
to borrowers (especially those with low-incomes or with limited
Jfinancial education) without fully and realistically assessing
the likelihood that these borrowers can repay these loans. In
addition to greater oversight of subprime lenders, incen-
tives and penalties should be established to enforce this
guiding principle.

*  Borrowers should nor accept loans they cannot repay.
Many borrowers, however, lack the confidence about
financial matters or have not received the financial educa-
tion necessary to enable them to understand the features
of the mortgage loan instruments they may be offered and
empower them to reject loans they will be unable to repay.

Specific policy recommendations™ can help us follow these
principles and move from the present to a homeownership
environment less subject to the high rates of foreclosure and
losses of home equity that currently beset many individuals

and neighborhoods.

»  Legislative and regulatory action should be taken at the
federal level ro standardize the market for subprime loans akin
to the way the prime morigage market is structured:
Adjusting the provisions of the Home Owner Equity
Protection Act (HOEPA) of 1994°° to cover more sub-
prime loans is one way to begin. This monitoring and
restructuring should include both the primary market and
the secondary market for subprime loans.” Another way
to achieve this would be to encourage (with “carrot and

AFRICAN AMERICANS AND HOMEOWNERSHIP:

stick”) all mortgage lenders to engage in both prime and
subprime lending.

Both the federal and state governments should promote
stronger regulation of subprime lending:

Although some states have implemented legislation to
address issues associated with predatory lending,*® the
norm has been for states to defer to federal regulation
with respect to both prime and subprime home lending.”
The monitoring and licensing of the brokers who have
helped the subprime mortgage market develop and thrive,
however, is a state function that is performed with varying
degrees of effectiveness across the nation. Federal legisla-
tion to establish minimum standards for broker behavior
and that builds upon existing strong state statutes could
improve the structure and functioning of the subprime
market for loans.

The federal bank supervisory agencies should not give

credit under the CRA for predatory lending by financial
institutions:

By taking this step, the CRA can be used to encourage
responsible lending. This modification in the implementa-
tion of the CRA should cover home-refinance loans as well
as home-purchase loans. The Community Reinvestment
Modernization Act of 2007, introduced in the U.S. House
of Representatives (H.R. 1289) in March 2007 would
implement changes such as this.

Both public and private sector entities should make

financial education and counseling, in general, and housing
counseling, in particular, more widely available:

The increased knowledge and confidence derived by
participants from housing counseling programs can enable
borrowers to more accurately assess whether they will be
able to successfully make payments on a given mortgage
product.®!

Federal legislation should be enacted to mandate that
subprime lending institutions make information publicly
available about their rates and fees:

Making available to potential borrowers information about
the cost (rates, fees, penalties) of subprime loans in a man-
ner comparable to that in which information about prime
loans is made available (e.g., in newspapers) could modify
the behavior of both consumers and lenders. Consum-
ers would be better able to comparison-shop, and lenders
might be motivated to modify the terms of some of their
mortgage products.

Both public and private sector entities should strengthen
existing avenues and develop additional ones outside of the

THE SuBPRIME LENDING EXPERIENCE, 1995 TO 2007
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subprime mortgage market to make loans available ro low-in-
come individuals and persons whose credit is less than A-level:
For example, existing vehicles such as mortgage revenue
bonds and housing trust funds should be strengthened and
receive more funding from dedicated sources. Private enti-
ties such as banks could receive incentives (beyond those
of the CRA) to provide affordable mortgage products to
low-income or credit impaired individuals.

*  In high-cost housing markets, in particular, the federal,
state, and local governments along with private sector partners
should make more affordable rental housing available:
In many high-cost homeownership markets, the rental
housing stock has decreased in size in recent years as rental
units have been either converted to condominiums or
razed and replaced by new units for purchase. In environ-
ments such as these, low- and moderate-income house-
holds seeking a place to live might be inclined to try to
buy—in spite of their limited resources—because they see
more quality properties for purchase than for rent. Provid-
ing more financially realistic rental housing options for
low- and moderate-income housing seekers is another way
to limit the number of borrowers who fall prey to sub-
prime market abuses.

Although none of these recommendations alone is a panacea
for what has gone wrong within the subprime market, it may
indeed be time to consider some or all of these recommenda-
tions as ways to enable lenders to make loans that borrowers
can repay and for borrowers to accept only loans they can

repay.
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