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For the last two or so years, most of the main-
stream media and politicians alike try to convince
the general public that the main factor behind the
current foreclosure crisis were the so-called “sub-
prime” loans. Generally speaking, sub-prime
loans were made to borrowers with lower credit
scores. However, a recent research study conduct-
ed by the Center of the Analysis of Property
Rights and Innovation at the University of Texas,
shows new evidence contradicting this popular
notion.

According to an article in the Wall Street Journal

(Liebowitz, 2009), the study focused on analyzing
data of over 800,000 nationwide foreclosures in the
2nd half of 2008 and determining the leading caus-
es. To summarize the findings, the data shows the
following breakdown of the leading causes: 

• 35% - Negative Equity (mortgage balance
higher than the property value) 

• 23% - Increased Unemployment 
• 18% - Subprime Mortgages (credit score

below 620) 
• 16% - Low Down Payments (less than 3%

of the purchase price)
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Signs of Improvement in Housing and Mortgage Markets
Discounted Home Prices, Tax Breaks, and Better Availability of Low Interest Rate Loan Programs Make
Home Buying More Appealing.

New Research Study Reveals Surprising
Reasons for the Foreclosure Crisis 
Is the FHA Government-Backed Financing Creating a New
Foreclosure Debacle?

By Robert W. Dudek

Home and mortgage markets show signs of
recovery… sort of. Given a plethora recent
publicity regarding improving property values,
one may assume that the housing recession is
near its end. Property values have risen in 14
out of 20 markets tracked by Standard & Poor’s
Case-Schiller Home Price Index. Between
April and May 2009, prices appreciated
between 0.1% (Portland) to 4.1% (Cleveland).
Properties, which showed the most price
improvement, were in the lower and mid-end
segments of the market. 

Buyers and investors are drawn in by heavi-
ly discounted prices of distressed and
foreclosed properties. In addition, tax breaks
and historically low mortgage interest rates
help as well. It is premature to say that we have
a robust housing recovery under way, but cer-
tainly these are hopeful signs showing that the
market at is at last trying to find its bottom.

Better selection of loan programs also played
some role. Till recently, lenders and the sec-
ondary market, which buys loans from lenders,
almost exclusively focused on 30 and 15 year

fixed conventional loans and the FHA govern-
ment-insured mortgages. FHA financing (not
without its own problems – see the next article
on Foreclosures), was especially popular with
the first-time buyers due to its low down pay-
ment requirements (3.5%).

Now, however, other loan programs, such a
3/1, 5/1 and 7/1 Intermediate Fixed Loans are 
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• 8% - Upward Rate Adjustment (increase of
over four percent) 

The Negative Equity and Unemployment factors
amounted to 58 percent of all foreclosures while the
Sub-prime loans were just 18 percent. The study’s
findings are consistent with other industry research.
In the same article, Liebowitz quotes another study
done by the Mortgage Bankers Association, show-
ing that over half of all foreclosed residential
properties had conventional “prime” loans with
fixed interest rate mortgages. These loans were
made to borrowers with excellent credit, steady
employment, and required full income verification.

Even more surprisingly, since the third quarter of
2006, the foreclosure of prime loans grew by 488%
comparing to 200% increase of the sub-prime seg-
ment. Another popular myth the study debunks, is
the impact of upward interest rate adjustment. The
findings show, that if borrowers had steady employ-
ment and positive equity in their home, the increase
of interest rates had little effect unless it exceeded
four percentage points from the initial rate.
Approximately 8% of all foreclosures had been
caused by the rate increase. 

The study concludes that although these various
factors are interrelated, the most important ones are
whether the borrowers have a financial stake in the
property (equity) and whether the ability to make
the payments has changed due to the employment
status. 

Given the results of this research, one may ques-
tion the current rationale of government lending
policy promoting “affordable” low down payment
financing via the Federal Housing Administration
(FHA).  FHA mortgages are government-insured
loans, which requires only 3.5% down payment.
The 1.75% FHA mortgage guaranty fee is not paid
directly by the borrower but financed into the loan.
Until recently, FHA had no minimum credit score
requirements, making these loans essentially a “sub-
prime” product. 

One may argue that the reasons behind the FHA
financing are well intentioned: adding liquidity to
the strained housing market. However, given declin-
ing housing prices, borrowers getting these loans
have a negative equity within a few months of fund-
ing. Assuming that the negative equity is the number
one reason for foreclosures, does it make much
sense to put more borrowers in that position?

The latest statistics validate this concern.
According to a recent FHA statement, serious delin-
quencies over 90 days past due on FHA loans
originated within the last 24 months jumped to 14%
and FHA will soon run out of funds to cover its loss-
es (Hagerty, 2009). Since the FHA financing
represent over 60% of the currently funded residen-
tial loans, one may ask a question: is this lending
policy creating yet another foreclosure debacle in
not so distant future? 
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also being offered. These loans, which can start
as low as 3.25%, are fixed for the initial term
(3, 5, or 7 years) and then adjust annually. The
clear advantage of these mortgages is their low
interest rates and lower monthly payments.
The disadvantage is their future exposure to
potentially higher interest rates. These types of
mortgages are best suited for borrowers with
definite home ownership plans.

Yet, not all segments of the housing market
are improving. More expensive, high-end
properties are still, on average, losing value.
They also account for a rapidly growing seg-
ment of foreclosures (35% of all foreclosures,
up from 16% last year). Part of the problem is
lesser availability of the so-called “Jumbo
Loans,” which also have higher interest rates
than the conforming loan programs. But a far
more important factor is the overall weakness
of the economy and rising unemployment
numbers. 

Simply put, during recessions, times of eco-
nomic uncertainty and high unemployment,
folks do not buy expensive properties. Many
would be sellers of the higher end properties
don’t even bother to put them on the market,
because they would have to accept significant
price reductions. But not everybody can wait.
Some homeowners have to sell and subse-
quently the sales prices reflect the weakness of
this segment of the housing market.

Interest Rates
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Prime Rate ...................................................................... 3.25% –  
10 year U.S. Treasury Bond ..............................................3.35%á
11th District Cost of Funds ................................................1.41%â
12 month MTA ..................................................................0.63%â
1 month LIBOR..................................................................0.24%â

Source: SHLC Market Research 10/09
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“So now if I send in my payment too soon, 
there’s an early fee?”
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body, mind,
and soul

“If you haven’t got all the things you
want, be grateful for the things you

don’t have that you don’t want.”
– Unknown

“Everyone can afford to give a
smile.”

– Unknown

“Just when you think you’ve grad-
uated from the school of experience, 

someone thinks up a new course.”
– Mary H. Waldrip

“In each of us there is a little of 
all of us.”

– Georg Christoph Lichtenberg

“The past always looks better than
it was because it isn’t here..”

– Finley Peter Dunne

“Sharing what you have is more   
important than what you have.”

– Albert M. Wells, Jr.

JOKE DU JOUR
“We’ve got to hire another chauffeur,”
said the steamed husband, home from
work. “He nearly killed me today!”

Oh, c’mon,” said wife, 
“Give him another chance.”


