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Impact of Subprime Mortgage Meltdown on Location and 

Volume of Home foreclosures 

Introduction 

In recent times, the economy of the United States has been experiencing a 

serious downtown and is even purportedly headed toward a long-time recession. One of 

the primary factors responsible for this downturn has been the crisis in the housing 

market that was largely influenced by the market failures of the subprime mortgages. 

Although complex and spread over various institutions and factors, the subprime 

mortgage crisis traces its roots to the bursting of the housing bubble that had driven 

prices high in the previous decade and to the high default rates on subprime and other 

adjustable rate mortgages provided to people with shaky credit histories and lower 

abilities to honor their loans. This led to a trickle up effect on the larger financial sector 

as banks and financial institutions experienced liquidity problems owing to rising 

defaulting mortgages and decreased consumer spending causing a severe deleterious 

effect on the economy.  

Inability to pay off rising mortgage costs due to adjusting interest rates, lending 

institutions had no choice but to foreclose on defaulting properties causing the already-

shaky homeowners to be forced out of their homes. This led to a flood of foreclosures of 

properties causing an overabundance of homes in the market compounded by falling 

demand thus triggering off a major housing crisis (Leinberger, 2008). The effect of 

foreclosures however was not uniform across regions and demographics and seemed to 

affect certain populations like low-income individuals and minorities more than others 

leading to accusations of discriminatory behavior on part of lending institutions. Already 

encumbered with the traditional problems of predatory lending and redlining of certain 

neighborhoods, financial institutions faced an uphill battle in convincing the government 

and its stakeholders that foreclosure tendencies were not dictated by such erstwhile 

discriminatory practices (Apgar & Duda, 2005). It may be argued that banks, lending 

institutions and other financial organizations did not overtly discriminate against certain 

populations and were simply acting within the economic mechanisms of the free 
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market. But upon examining the larger picture of subprime mortgage lending and its 

subsequent effect albeit unintentional on foreclosures of and differential economic 

effect on certain vulnerable populations, it may be suggested that effects of the 

subprime meltdown has been especially and disproportionately harsher toward those 

populations. 

This paper seeks to understand those underlying connections between the 

impact of subprime mortgage crisis on home foreclosures and its subsequent 

differential effect on certain vulnerable populations. The paper will also try to 

understand the spatial relationships of foreclosures brought on by the subprime crisis to 

find out if such foreclosures are characterized by location and type of neighborhood. 

Due to the proprietary nature of most foreclosure and housing data and the lack of 

availability thereof, this paper will restrict itself to constructing a research framework on 

delineating the relationship of foreclosures caused by the subprime crisis and the 

location and demographic characteristics of properties impacted by such foreclosures. 

The goal of this study is to analyze the economic disparity of homeowners that are more 

likely to be affected by subprime-influenced foreclosures and the subsequent remedial 

measures that are being proposed by the executive, legislative, and even the judicial 

arm of the government. I will begin by examining the origins of subprime mortgages, its 

impact on homeownership, benefits and costs for homeowners, and the subsequent fall 

from grace due to its alleged role in the current housing crisis. Specifically, I will examine 

the literature for the role of such subprime mortgages in rising incidences of home 

foreclosures and also examine the deleterious effect of such foreclosures on not only 

the economic state of the region but also the social and physical aspects. Also, I will 

attempt to relate the incidences of foreclosures on certain neighborhoods that house 

vulnerable populations and examine the role of targeted subprime loans that have 

worsened not only the health of such neighborhoods but have also severely impacted 

the economy at large. Additionally, I will briefly mention the potential solutions that are 

currently offered in order to solve or at least mitigate the foreclosures wrought on by 

the subprime mortgage crisis. Finally, I will draft a research plan that will include data 
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sources to help us understand the differential impact of the subprime mortgage crisis on 

certain vulnerable populations due to home foreclosures. 

Subprime Mortgages – Rise and Decline 

The subprime mortgage offerings are a recent and growing phenomenon in the 

housing market that seeks to offer credit to individuals that are otherwise considered a 

high-risk proposition. The rise of the subprime market can be primarily attributed to the 

emphasis of homeownership as a wealth-building tool as well as changes in the 

monetary and fiscal policies of the government that made banks and lending institutions 

more open to offering loans to individuals that had low credit history and thereby higher 

risk of repayment (Chomsisengphet and Pennington-Cross, 2006). The subprime market 

grew from $65 billion in 1995 to more than $500 billion in 2004, constitutes nearly 15% 

of the housing market and 20 percent of home mortgage originations (Weicher, 2007). 

Eligibility for subprime mortgage loans is dictated by low credit scores of borrowers and 

their inability to pay the requisite amount of down payment that is standard in other 

housing loans. Since a weak credit history is generally associated with higher delinquent 

rates and greater number of defaulting loans, the interest rates for subprime loans is 

predictably higher than standard prime loans (Pennington-Cross, 2003). However, in lieu 

of this higher interest rates, individuals with a weak credit history that otherwise would 

have been denied opportunities for homeownership are offered a chance to build 

wealth and assets provided of course, they can meet their financial obligations as 

stipulated by the terms and conditions of the subprime mortgage. 

The economic logic for the lending institutions in providing a subprime loan is 

the premium above the prevailing prime market rate in terms of higher interest rates 

that a borrower must pay in order to gain access to the housing market. The higher 

interest rates are a function of lower down payments and lower credit scores 

(Pennington-Cross, 2003). Additionally this additional premium depends and varies over 

time on the expected risk of borrower’s failure as a homeowner to meet mortgage 

requirements. The cost of the loan is further compounded by its termination profile i.e. 

the likelihood that the borrower will either prepay or default on the loan and the grade 
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of the loan i.e. Premier Plus, Premier, A–, B, C, and C– which is determined by 

borrower’s applicant’s mortgage or rent payment history, bankruptcies, and total debt-

to-income ratio (Chomsisengphet and Pennington-Cross, 2006). Additionally, as 

mentioned before the subprime loan terms also depend on the amount of down 

payment. Traditionally over 10-15%, the subprime market considering the clientele it 

serves lowers that amount to almost zero. Although the interest rate is observed to be 

stable until the down payment remains at 10% or above, any further drops below lead 

to lender hiking up interest rates to an extent that 100 percent LTV (loan-to-value) i.e. 

with zero down payment can be charged an interest rate of nearly 7.5 compared to 5.65 

for a down payment of 40 percent or more in California for individuals with comparable 

credit scores (Chomsisengphet and Pennington-Cross, 2006). As seen here, even within 

the subprime market, interest rates and loan availability can differ significantly 

depending on the loan package, specific credit history of the borrower, and the level of 

LTV chosen by the borrower. Thus, the subprime mortgages can be assumed to be 

targeted at individuals with limited if not damaged financial history, limited financial 

means, and higher risk for lending institutions that can result in greater negative effects 

if those risks are not borne out and such effects can be multiplicative as number of 

individuals defaulting on subprime loans increase. The role of the FICO credit score in 

determining the amount of loan fell especially for those below 500 as subprime loans 

were offered at an increasing rate (see figure). We shall note the demographics and 

populations that may be targeted, intentionally or otherwise for subprime loans that 

possibly lead to higher rates of foreclosures causing further decline in already-distressed 

neighborhoods. 
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  [from Chomsisengphet and Pennington-Cross, 2006] 

 

Another reason for rise in the subprime market is the role of the government in 

promoting homeownership as a wealth- and societal-building tool and although such 

policies have failed to account for individuals with limited means or homeowners in 

distressed neighborhoods that see little or no value appreciation, that tax code and 

subsequent legislations continue to promote homeownership. The Depository 

Institutions Deregulation and Monetary Control Act (DIDMCA) in 1980 and The 

Alternative Mortgage Transaction Parity Act (AMTPA) in 1982 opened the door for 

variable & often higher rates of interests to consumers and balloon payments which 

previously was not permitted (Chomsisengphet and Pennington-Cross, 2006). The Tax 

Reform Act of 1984 terminated income tax deductibility of all consumer interest except 

home mortgages which shifted the market from consumer loans to home equity 

lending.  

Further, the Financial Institutions Reform, Recovery and Enforcement Act of 

1989 (FIRREA) made it more profitable for traditional mortgage lenders and even banks 

to operate as mortgage bankers by allowing them to sell mortgages to the secondary 

markets and not holding them in their portfolio due to stringent regulatory restrictions. 
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Additionally, the federal government encourages such mortgage-backed securities 

market that allows lending institution to distribute the risks. This allowed banks and 

financial institutions to use ‘securitization’ to pass on the rights of mortgage payments 

and related credit including default risk to third-party investors via mortgage-backed 

securities (MBS) and collateralized debt obligations (CDO). This wide dispersion of risk 

and failure of connectivity of the effect on financial institutions in case of defaults led 

them to open the options for higher-risk loans such as subprime mortgages to 

individuals with lower ability to repay and higher incidences of defaulting. Additionally, 

the Community Reinvestment Act (CRA) is also have purportedly lead to the subprime 

expansion by forcing banks to lend to high-risk consumers (Liebowitz, 2008) and the 

repeal of the Glass-Steagall Act in 1999 also may have hastened the subprime crisis by 

allowing the banks and financial institutions to consolidate their loans into securities-

backed package available for secondary markets (Kuttner, 2007). 

In addition to the subprime loan conditions that sought higher interests, certain 

loans were characterized by adjustable rates wherein the interest rate is periodically 

adjusted depending on certain financial indices. Typically such adjustable rate 

mortgages (ARM) start out with a low interest rate and after the period of adjustment 

rise to a higher rate. Such ARMs are based on the economic logic that if borrowers are 

willing to assume the risk of interest change, then they can lower their initial payments 

under the lower interest rate. Although such loans provide a relief in the short term, the 

higher interest rate imposed after the period of adjustment can prove to be financially 

unmanageable for individuals who have not prepared for the change. Coupled with 

subprime lending rates, such ARMs can often prove to be deceptive to high-risk 

borrowers who may not be able to think beyond the short term and cannot afford 

mortgage payments after the rates have adjusted. We shall examine the risk of such 

ARMs in face of declining housing prices and rising interest rates on vulnerable 

populations in declining neighborhoods.  
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The Subprime Mortgage Crisis and Advantage for 

Homeownership Myth 

The failings of the subprime housing crisis are evident in the same factors that 

evidently make it an attractive option for consumers with high risk and low credit 

scores. The crisis can be traced to the bursting of the housing bubble that had inflated 

home prices to astronomical levels over the past decade. This unprecedented surging 

movement in housing value led to a boom in residential construction and also to much 

speculation in hot housing markets like Florida and California. Predictably, the natural 

economic cycle of supply and demand that would cause prices to fall due to excessive 

supply would catch up as Arthur Nelson (2006) did in a model for future demand for 

various types of housing. He predicts a likely surplus of 22 million large-lot homes 

(houses built on a sixth of an acre or more) by 2025. Such an overabundance of housing 

stock naturally caused a steep drop in price and even led to slum-like behavior in typical 

suburban neighborhoods (Leinberger, 2008). In addition, much of this housing demand 

was directed toward first-time homeowners causing the homeownership rate to peak at 

69% in 2004 (Housing Vacancy Survey, 2004) and a bulk of this homeownership drive 

was driven by the use of subprime mortgage loans. Fueled by consumerism, rising home 

values in the 90s led people to take second mortgages by refinancing their homes using 

lower and often subprime rates in order to use those funds for consumer spending. The 

government played its part by promoting consumerism as a way to boost the economy 

especially after a brief recession in 2001. 

Subprime borrowers typically have one or more of the following characteristics: 

a history of credit delinquencies and default, bankruptcies or public record filings on 

their records, high levels of non-real estate debt, little wealth to offer in terms of down 

payment, residence in an area with a less stable labor or housing markets (Pennington-

Cross, 2002; Nichols, Pennington-Cross and Yezer, 2005; Courchane, Surette, and Zorn, 

2004; Gramlich, 2004). Since most of such borrowers used subprime mortgages and 

often with adjustable rates that began rising starting in 2004, the depreciation of their 

home values made it impossible to refinance. Ill-equipped with financial management 
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skills and flat incomes in an economy with rising inflation and living costs, these high-risk 

borrowers often found themselves unable to pay off monthly mortgages leading to 

foreclosures. Imperfect information or even obfuscating disclosures on part of the 

lending institutions made these high-risk demographic extremely vulnerable to rapid 

changes in the fiscal markets.  

In a competitive mortgage market caused by legislative changes, brokers were 

more than twice as likely to originate low/no doc loans than retail channels, and were 

more likely to originate hybrid ARMs to high-risk borrowers (Golding, Green, and 

McManus, 2008). This risky behavior was offset by the fact that the capital risk was 

dispersed through securitization of mortgages in the secondary market through financial 

instruments like mortgage-backed securities (MBS) and collateralized debt obligations 

(CDO) and the actual lender had little risk beyond the immediate brokerage fees they 

hoped to garner from each transaction. Excessive reliance on rating agencies that 

provided overzealous and optimistic predictions of future housing prices and neglected 

changing market conditions wrought on by rising supply of homes created a substantial 

difference between the ratings and the actual risk in structured products based on 

subprime loans (Golding, Green, and McManus, 2008). Thus combined with 

unawareness of excessive supply of housing stock, imperfect information regarding the 

financial and housing market, over-optimism of future housing price, offering mortgage 

credit to high-risk consumers without adequate collateral, imperfect rating of loans in a 

rapidly changing economy, and  dispersion of risk through secondary market 

mechanisms hastened the inevitability of the subprime mortgage crisis. The added 

emphasis on expansion of homeownership as a primary benefit of subprime loans is 

discussed below. 

The subprime mortgages considered a market innovation undoubtedly opened 

the housing markets to consumers who otherwise were excluded from owning a home. 

Expanding the home buying opportunities for households relied on the traditional 

thought of building wealth and procuring appreciating assets that would ultimate lead 

to financial stability. The housing literature also has shown a strong association of home 
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ownership and improved property maintenance & longer tenure lengths that ultimately 

lead to increased property prices and neighborhood stability (Rohe & Stewart, 1998) 

however effects of homeownership on low-income and minority populations have been 

at best indifferent (Rohe, Van Zandt, and McCarthy, 2002) and not as significantly 

beneficial as the upper-income populations. The differences are stark especially if the 

homes are located in disadvantaged and distressed neighborhoods that do not 

appreciate in value as compared to average appreciation in the region. The Center for 

Responsible Lending reports that the subprime mortgage offerings in fact have reduced 

chances for homeownership as the number of subprime foreclosures exceeded the 

number of subprime mortgages originated for first-time homebuyers for each year 

between 1998 and 2006. The Center for Responsible Lending in a report titled, Net Drain 

in Homeownership (2007) estimates that since 1998 only 9% of the subprime loans have 

gone toward first-time homebuyers and such subprime instruments were in fact 

primarily used to refinance homes and thus is responsible for only 9% in the role in 

increasing homeownership. As will be discussed in a later section, such subprime loans, 

refinanced or new, were primarily responsible for default and subsequent foreclosures 

especially those characterized by adjustable rates (see table): 
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[source: Center for Responsible Lending] 

Role of Subprime Mortgages on Foreclosures 

With the decline of housing prices and adjusting mortgages rates, homeowners 

were unable to honor their monthly payments and in most cases faced foreclosure. 

Nationally, 117,259 properties entered some stage of foreclosure in February, according 

to foreclosure-monitoring firm RealtyTrac, a figure that's up 68% from February 2005. At 

the state level, 23 states saw foreclosures increase more than 24 percent from the end 

of 2001 to the end of 2003, and 8 saw increases of more than 50 percent over the same 

period (FDIC 2004). Historically, the average default rate on conventional residential 

mortgage loans has been less than 1% per year but this number has risen sharply across 

the board especially for subprime mortgages. The length of time between failure to 

honor mortgage payments and foreclosure action may differ from state to state (ranges 

from 25 days to a year) hence it is difficult to estimate a national average until sufficient 

time has elapsed. At times, properties are simply abandoned by owners due to lack of 

price appreciation, neighborhood deterioration, or in lieu of property back taxes to shift 

losses to the lending institution. Foreclosures can be a costly proposition even for the 
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lender and it is beneficial for the lender to foreclose as soon as possible if they have to 

otherwise it is considered prudent to work with the homeowners to negotiate payment 

options (Phillips and VanderHoff, 2004).  

 However as mentioned above since subprime housing loans are targeted 

towards consumers that pose a high risk toward defaulting, such loans are likely to 

result in foreclosure given the negative trends in the overall housing market and 

depreciating prices. For the first three quarters of 2006, over 60% of loans entering 

foreclosure in the United States were subprime, up from approximately 30% in 2003, 

even though less than 13% of outstanding mortgages were subprime (Nassar, 2007). 

This anomaly of market share of subprime mortgages with higher incidences of 

foreclosures gives us an insight into dangers of expanding subprime loans to consumers 

who are unable or are not equipped to deal beyond the short-term expanding housing 

market conditions.  

Recent housing studies analyzing such subprime loans and their foreclosure rates 

have concluded that subprime loans have foreclosure rates between 10 and 20 times 

the rate of prime loans, depending on how foreclosures and subprime loans are defined 

and measured (Immergluck & Smith, 2005; Quercia, Stegman, & Davis, 2005; Schloemer 

et al., 2006). Specifically with home purchase loans i.e. for first-time homeowners, 

subprime home purchase loans made in 2003 are more than twice as likely to end up in 

foreclosure compared to prime loans in the same year (Schloemer et al., 2006) that 

leads to the conclusion that such first-time home purchase subprime loans might be 

more risky and dangerous than refinanced subprime loans. Thus the argument for 

expanding homeownership using the tools and opportunities offered by subprime loans 

tends to fall flat especially in worsening economic times since the adverse effect on such 

already-vulnerable consumers is far worse than others. At the same time, loans with 

teaser rates that readjust to higher interest rates and other types of ARMs also are more 

likely to lead to foreclosure than standard fixed rate mortgages. More than 32% of the 

ARMs with teaser rates and at least 7% of market-rate ARMs will default and end up in 

foreclosure due to interest rate resets (Cagan, 2007). At the same time, properties with 
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ARMs were also likely to suffer from negative equity i.e. the home’s value was less than 

the mortgage amount than regular fixed rate mortgages. According to NBC Nightly 

News, for the first time in more than 40 years, Americans have experienced a sharp 

drop in equity with the total mortgage holdings exceeding the home values across the 

nation. For ARMs originating in 2006, 23.9% had negative equity up from only 7.6% in 

2004, and compared to only 10.3% of fixed rate borrowers (Cagan, 2007). 

 

 

 

Foreclosures thus have risen more than 20% from the first half of 2006 to the 

first half of 2007 in almost all major metropolitan housing markets; a majority of them 

due to ARMs and subprime mortgages to risky and financially-unstable consumers 

(RealtyTrac, 2007). With each passing quarter, these rates of foreclosure will only 

increase as interest rates readjust and already-vulnerable borrowers will struggle to 

meet their financial obligations leading to default and subsequent foreclosure. As much 

as $1 trillion in ARMs were subject to resetting interest rates in 2007, up from less than 

$400 billion in 2006 and $100 billion in 2005 (Frantantoni, 2005) and since most of these 

ARMs had longer initial interest rate periods to attract more consumers which are due 

to readjust sometime in 2008, the crisis is not yet past us or might even escalate. Some 

argue that hot housing markets may not feel the negative influences of foreclosures due 

to high turnover rate for example, California, Florida, and the Northeast which host the 

majority of the increases in foreclosures. But such turnovers may be short-lived due to 
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rapid depreciation of housing value and although foreclosure rates might continue to 

rise, home construction and sales will fall due to sliding demand especially with rising 

rates of negative equity. 

These higher interest rates and rising incidences of foreclosures exert a strong 

negative influence on the already-sliding housing market depreciating housing values 

and imposing social costs on neighborhoods due to foreclosures and vacancy. Similar to 

abandoned properties, Simons, Quercia, and Maric (1998) estimated that average sales 

prices fell $788 for each 1% increase in tax delinquencies within a one- to two block area 

of a residence. These costs extend beyond the immediate neighborhood. In examining 

Federal Housing Administration foreclosures, Moreno (1995) estimated average city 

costs of $27,000 and neighborhood costs of $10,000. However, these foreclosures may 

be due to variety of factors like tax delinquency but we are observing an increasing 

amount of foreclosure due to mortgage delinquency which is the target of this paper.  

Differential Subprime Loan Grants and Effects of Foreclosures 

The effect of home foreclosures however is not uniform across all 

neighborhoods and regions and might be observed to be differential depending on 

demographics, income levels, and location. Considering that subprime lending was 

targeted toward specific classes of consumers, the effect of foreclosures arising from 

such loans will also be proportionately higher for those consumers. Bolstered by the 

promises of homeownership and subsequent wealth-building, subprime loans were 

packaged as ideal tools for making housing affordable and within reach of individuals 

that were previously unable to do so. Primarily African-Americans and other minorities 

form this core constituency due to their high correlation with low incomes and hence 

were the targeted consumers for subprime loans; often at the cost of prime lending and 

increased probability for predatory or deceptive lending practices. African-Americans 

received 20.1 percent of all subprime loans originating in 2004 whereas only 5.5 percent 

of prime loans were issued to African-Americans homebuyers (NCRC, 2006). Even with 

similar income groups, African-Americans with subprime loans were 2.7 times greater 

than their white counterparts. Also in predominantly immigrant neighborhoods (more 
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than 50 percent foreign born), subprime loans accounted for 13 percent of home 

purchase loans (NCRC, 2006). Considering the share of owner-occupied housing, 

immigrant neighborhoods were also more than twice as likely to obtain subprime 

mortgage loans. In terms of deceptive or predatory lending, such demographic groups 

are also more likely to fall prey thus transferring wealth from the households to the 

lender. According to a study by Pennington-Cross, Yezer, & Nichols (2000), more than 

300 families in the minority census tract have paid lenders $15 million more than they 

would have if they had received prime loans for which they could have qualified. Avery 

et al. (2006) finds that in 2006, 53.7% of blacks, 46.6% of Hispanics, and 17.7% of whites 

received high-priced loans. In minority areas 46.6% obtained high-priced loans 

compared to 21.7% in white communities. In addition to differences in demographics, 

subprime lending is also observed to be concentrated in communities with high 

unemployment rates and declining housing values thus making them more vulnerable to 

foreclosures and preventing viable refinancing options (Pennington-Cross 2002).  

Considering the skewed distribution of subprime loans to minority and low-

income populations, it is highly likely that any downturn in the economy or depreciation 

of housing values or even readjustment of their individual mortgage interest rates 

makes them vulnerable to higher probability of foreclosures. Grover, Smith, and Todd 

(2008) use indicators of low income, minority population, or credit risk could have been 

used to identify neighborhoods with high foreclosure rates in advance wherein they find 

a strong association between two primary factors - a high percentage of adults with very 

low credit scores and an upward trend in the percentage of minority homeowners – 

with foreclosure rates. Given how the financial and lending market is structured, it may 

also be possible that low credit scores and percentage of minority homeowners may be 

related and attributable to mortgage denial rates also. Goldstein et al. (2005) found that 

income, average credit score, unemployment rate, owner-occupancy rate, and a 

number of other demographic factors all have predictable impacts on the foreclosure 

rate. Although the rate of foreclosures have risen dramatically across all kinds of 

neighborhoods, “in census tracts where less than 10 percent of the 2000 population 
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consisted of minorities, there was an increase of 215 percent, while in tracts where 90 

percent or more of the population consisted of minorities, there was an increase of 544 

percent” (Immergluck & Smith, 2005).  

However, it remains to be seen if subprime lending trends in minority and low-

income neighborhoods have had any significant impact on the rates of foreclosures in 

those neighborhood. There have been a few studies in recent years that seek such an 

association. In Baltimore, at least 45% of the foreclosure petitions were related to 

subprime loans at a time when subprime mortgages share in the city was at 21% in 

1998; 57% for all foreclosures in African-American neighborhoods (U.S. Department of 

Housing and Urban Development 2000) and in Atlanta, foreclosures attributed to 

subprime lenders accounted for 36% of all foreclosures in predominantly minority 

neighborhoods in 1999 (Gruenstein and Herbert, 2000). The percentage of foreclosures 

attributed to subprime loans increased from 19% in 1995 to more than 30% in 2000 

mostly in minority neighborhoods (Zimmerman, Wyly, and Botein 2002). More recently 

as the subprime mortgage crisis has worsened, studies reveal that the gap between 

prime and subprime lending’s role in foreclosure might be widening. At least 20.7 

percent of the subprime refinanced loans originating in 1999 were subject to 

foreclosure by the end of 2003 which was more than 10 times the rate for prime loans 

(Quercia, Stegman, and Davis, 2005). Goldstein (2005) similarly cites a higher figure of 

40 percent of subprime loans made in 1998 and 1999 ending up in foreclosure by 2003 

compared to 3 percent for prime loans. Similarly Immergluck and Smith (2005) find the 

effect of subprime lending on foreclosure to be at least 20 to 30 times that of prime 

lending and “100 more subprime loans in a census tract over a five-year period led to 

almost eight foreclosures in a single year following this period.”  

Research Plan 

We can observe a correlation between subprime lending and minority and low-

income households or neighborhoods as well as a relationship between rising numbers 

of foreclosures due to subprime lending. But there is a lack of evidence of a three-way 

relationship between subprime lending, foreclosures, and extent and location of such 
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foreclosures in minority and low-income neighborhoods. This study will attempt to 

bridge that gap in proving that subprime lending has targeted low-income and 

minorities by offering a false sense of hope toward wealth-building through 

homeownership and has resulted in large scale foreclosures that are spatially clustered 

in certain neighborhoods that in effect compound problems of economic instability and 

physical deterioration. Since such data on lending and foreclosures is proprietary in 

nature and available only at a premium, this study will restrict itself to constructing a 

research framework that would address the research questions thus raised in event of 

availability of data. 

In this study we shall conduct a detailed analysis of subprime lending patterns in 

major metropolitan cities namely Atlanta, San Diego, Miami, Philadelphia, Chicago, 

Baltimore, and Denver as a representative sample of the nation’s urban housing 

markets. These cities are included because of the high activity of subprime lending in 

their neighborhoods and the subsequent rise in property values in their respective 

housing markets and rise in the rate of homeownership. At the same time, these cities 

have also experienced sharp declines following the bursting of the housing bubble as 

well as high rates of foreclosures. The analysis will be conducted over the period 

between 1995 and 2006. Additionally, the study will also map the location and extent of 

foreclosures from subprime lending within these metropolitan areas and examine if 

these foreclosures are located primarily in low-income or minority neighborhoods. The 

research hypotheses for this study are as follows: 

H1: Subprime lending is significantly higher in neighborhoods with low-income and 

minority populations. 

H2: Rate of foreclosures is significantly higher in neighborhoods with higher incidences of 

subprime lending. 

H3: Rate of foreclosures arising from subprime lending is significantly higher in 

neighborhoods with low-income and minority populations. 

 



PLAN 629: Neighborhood Revitalization   Pratik Mhatre  

17 

 

As observed in the studies mentioned in the literature review above, there have 

been sufficient incidences to suggest that subprime lending is targeted to low-income 

and minority populations either to promote homeownership through increased access 

to mortgage loans or through predatory or deceptive lending practices that encourage 

high-risk borrowers. This study although seeks to confirm previously tested hypotheses 

through the first two objective statements, the focus is on bridging the gap between 

foreclosures in minority and low-income neighborhoods that are caused by subprime 

lending through the third research hypothesis. 

Data Sources and Operationalization 

In order to analyze this relationship between subprime loans, foreclosures, and 

demographics we need data from lending institutions, housing data pertaining to 

foreclosures from local and county governments or lending institutions and census data. 

Considering that data from lending institutions will be hard to obtain either due to 

proprietary or privacy concerns, most of our subprime lending data will have to be 

derived from Home Mortgage Disclosure Act (HDMA) datasets. Conventional mortgages 

were defined as prime or subprime based on characteristics of the originating lender 

and although we are limited to using HDMA datasets, it still covers a significant portion 

of the mortgage market. We shall use the Department of Housing and Urban 

Development’s (HUD) annual lists of HMDA-reporting lenders that specialize in 

subprime loans. Since lenders that have assets more than $30 million are required to 

disclosure information pertaining to mortgage loan applications, this data - type of loan, 

the purpose of the loan, the dollar amount of the loan, the Census tract where the 

home is located, and whether the application was approved or denied – will provide us 

useful information pertaining to our analysis. However, the loan if issued is not 

identified as prime or subprime. However for sake of our analysis, we shall consider any 

loan originated by a lender on the HUD list of subprime specialists as subprime and all 

other loans as prime. Any measurement errors arising either from ignoring lenders with 

assets less than $30 million or not including lenders that originate in both – prime and 
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subprime – loans is considered unavoidable as per other foreclosure studies in the 

literature (Immergluck & Smith, 2005; Lax et al, 2000).  

Foreclosure data from the metropolitan regions mentioned above shall be 

obtained from local and county governments and geocoded to the census tract level. 

Census tract level data for the neighborhood shall be obtained from the year 2000 

census. As in the study by Calem, Hershaff, and Wachter (2004), neighborhood 

characteristics shall be obtained from a number of tract-level variables like median 

family income, percentage of individuals above 25 with a college degree, percentage of 

rental-occupied housing as part of economic variables as a proxy for low-income 

households. The minority aspect of neighborhood shall be similarly measured by 

variables like percentage of households headed African-Americans, Hispanic, and Asians.  

Critics against discriminatory lending argue that repayment behavior rather than race or 

income characteristics dictate foreclosure rates. Default and foreclosure rates are also 

related to both property risk and individual credit quality (Calem and Wachter, 1999). 

Thus, credit risk of the neighborhood can be operationalized by including variables like, 

percentage of households with very low credit scores, rate of denial of prime home 

purchase mortgage applications, number of subprime refinancing originations per 

census tract, and FHA originations per census tract (Grover, Smith, and Todd, 2008). 

Methodology 

In order to examine impact of location and extent of foreclosures caused by 

subprime lending, we need to combine quantitative methods like multivariate 

regression models with graphical methods like GIS mapping. Firstly, Subprime lending 

and foreclosure data geocoded earlier shall be mapped separately in order to get a 

better idea of the location of the effects. Change of rates of foreclosure from 1995 to 

2006, as in Immergluck (2007), shall be mapped at the scale of census tract in order to 

pinpoint the locations of the highest change and if neighborhoods thus effected are 

primarily low-income or minority. Since the effect of foreclosures can be spatially 

autocorrelated within neighborhoods, tools of spatial statistics such as Moran’s I and 

Geary’s C shall be used to examine the extent of clustering. In case of high level of 
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positive spatial autocorrelations, spatial autoregressive models or conditional 

autoregressive models or mixed autoregressive models that correct for these 

correlations shall be used in accordance with the appropriate neighborhood structure. 

Secondly, multivariate regression models using logit models shall be used to test 

the relationship between subprime lending, foreclosures, and economic & demographic 

variables. The dependent variable will be if the originating loan is subprime or not 

depending upon the lending institution and independent variables that include the ones 

described above and whether the properties were foreclosed in the period of the study. 

As necessary, interaction variables that combine demographic or economic variables 

shall be used to determine foreclosed properties that originated from subprime lending. 

Thus combined with graphical methods, spatial statistics, and multivariate regression 

analysis, we hope to understand the extent and location of foreclosed properties due to 

subprime lending. In order to analyze the effect of change in foreclosure rates due to 

change in neighborhood composition, structural equations models can be estimated to 

understand this process. Alternatively, Immergluck and Smith (2005) propose a negative 

binomial regression because of the probability of small number of tracts with 

foreclosures thus violating the normality assumption of the data. 

Potential Solutions for Subprime Mortgage Crisis 

The subprime mortgage housing crisis is not only influential in the downturn of 

the economy but is also leading to higher number of foreclosures and leading the 

already disadvantaged neighborhoods into decline. Policy makers, economists, and 

politicians are proposing a host of solutions that range from increasing regulations to 

allowing the market mechanisms to correct themselves. Given the highly polarized 

political situation in the United States today and the impending Presidential election, 

the impetus for interventionist actions to prevent home foreclosures is high. The current 

Presidential candidates are proposing a 90-day moratorium on foreclosures, freezing of 

the interest rates to prevent them from readjusting, and federal bailouts to the tune of 

$30 billion to save the severely affected homeowners. The Senate proposes emphasizing 

federal support for community-based organizations aid families facing foreclosure in 
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form of prevention programs that would cost the taxpayer approximately $3,300 per 

household, substantially less than the $80,000 in estimated costs of foreclosure (U.S. 

Joint Economic Committee, 2007). 

Predatory lending or subprime mortgage lending that tends to obfuscate terms 

and conditions for financially-unaware consumers is considered to be a pivotal factor in 

the current crisis. The Senate Report emphasizes strengthening of regulations of 

mortgage originations at a federal level by including mortgage brokers and lenders in 

non-bank companies that are currently monitored only by state regulation. These 

regulations could include licensing, minimum education and experience standards. In 

order to prevent predatory lending, legislators are considering bans on pre-payment 

penalties, stated income, and low documentation loans and “require all subprime loan 

borrowers to escrow property taxes and hazard insurance.” Enforcing a stricter standard 

before granting subprime mortgages will help asses a borrower’s risk better and prevent 

potential inability to honor mortgage payments and prevent foreclosure. Usually, ARMs 

are approved based on a borrower’s ability to pay off the loan only using the teaser rate 

period instead of the entire life of the loan. In such cases, the borrowers’ risk worthiness 

fails the test once the rate adjusts.  

The Senate Report also emphasizing on effective communication regarding 

recent financial tools such as teaser rates, interest-only loans, pick-a-payment, etc. in 

order to better inform consumers regarding risks. Enhanced disclosure practices can 

include full payment schedule over the entire life of the loan, all fees associated with 

the loan, explanation of the alternative features (“negative amortization”) and risk 

associated with those features (U.S. Joint Economic Committee, 2007).  In addition to 

emphasizing communication to borrowers, it is important to educate them especially 

recent immigrants regarding various intricacies of mortgage lending. The Federal 

Reserve Bank of Chicago has started a “Financial Access for Immigrants” program that 

brings together “organizations from across the Seventh Federal Reserve District and 

other parts of the country, to exchange information about helping immigrants achieve 

financial literacy” (Weicher, 2007). Although largely descriptive, the program is expected 
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to expand counseling to potential homeowners as well as homeowners that face 

foreclosures. Freddie Mac reports that those receiving counseling are less likely to 

default on their mortgage loans and counseled borrowers are more likely to avoid 

predatory or discriminatory lending terms on their mortgage (Hirad & Zorn, 2001).  

Also, in addition to assessing risk worthiness, it is important to allocate costs 

pertaining to foreclosure equitably and risky borrowing in spite of adequate counseling 

can be prevented by addressing the walkaway loophole i.e. tendency of homeowners to 

walk away from their homes due to  lack of enough equity invested in the home (Apgar 

& Duda, 2004). These foreclosed properties should also be sold or occupied immediately 

in order to prevent the social costs of foreclosed properties that included decline in 

neighborhood housing values. Although the Community and Reinvestment Act has been 

attributed with adding to the subprime mortgage crisis by forcing banks to lend to risky 

borrowers, banks can use the potential of this act by working with the community at a 

microlevel and identifying the credit needs of the community. Instead of solely focusing 

on loan originations, banks can in fact promote free and fair lending practices that 

emphasize transparency in mortgages even if they are subprime (Immergluck, 2007).  

Apart from the government actions aimed at counseling borrowers, regulating 

subprime lenders, and creating transparency in the mortgage business, the housing 

market has offered some potential solutions as well since the high default rate and 

declining housing prices adversely affect the economics of doing business. Andrew 

Samwick, and Dean Baker in Golding, Green, and McManus (2008) propose allowing 

current homeowners to continue staying in their homes as long as they like, by paying 

fair-market rent. This fair-market rent can be determined by an independent appraiser 

and the homeowner can turn over the property to the mortgage lender. Under this 

program, the homeowners do not lose their home and the mortgage lenders get a 

return on their loan that far exceeds the costs of foreclosure. Of course, only 

homeowners with negative equity can choose to opt for this program and would be still 

responsible for maintenance in order to prevent the property from falling into disrepair 

as many foreclosed properties are prone to, negatively impacting the neighborhood.  
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Thus, solutions for the current subprime mortgage crisis involve increased 

regulation of the financial and mortgage markets, greater transparency and 

accountability, education and counseling for potential and current homeowners, and 

market solutions for mitigating losses arising from foreclosures. The costs of 

foreclosures are borne not only by the homeowners but also by the lending institutions 

and such foreclosures that are often spatially concentrated in minority or low-income 

neighborhoods can have an adverse impact on the social and economic health of 

communities. 

Conclusion 

The subprime mortgage market originated as an innovative financial tool 

intended to expand homeownership and expand credit to high-risk individuals. Devoid 

of regulation and aided by a housing bubble, subprime mortgages grew to comprise of 

nearly 15% of the housing mortgage market and expanded homeownership to nearly 

69%. However, as housing prices began declining and interest rates readjusted 

consumers that were offered subprime mortgages defaulted leading to rising number of 

foreclosures that not only had serious repercussions on the economy but also impacted 

the social and cultural conditions of neighborhoods. Market imperfections fueled by 

information asymmetry, overestimation and transfer of risk, over-zealous expansion of 

credit to risky consumers, and even deceptive lending practices caused subprime 

lending to decline. Growing negative equity for households led to foreclosures that 

disproportionately affected low-income and minority neighborhoods. 

This study has attempted to delineate the association between subprime lending 

to vulnerable and disadvantaged population and rising incidences of foreclosures. Laying 

out a research framework that would utilize a unique dataset of foreclosures that 

originated from subprime mortgages, it would be possible to examine the social 

inequities and financial shortcomings of populations that are most likely to use 

subprime mortgages for home purchase or refinancing purposes. It would be important 

to understand if foreclosures caused by subprime mortgages are spatially concentrated 

in certain neighborhoods and whether such neighborhoods constituted the bulk of 
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subprime mortgage originations in the first place. As seen in the literature cited, it is 

likely that vulnerable and disadvantaged populations are targeted by subprime lenders, 

it remains to be seen if a disproportionate number of such populations are also 

responsible for foreclosures.  

Although several solutions are currently proposed both in the political and 

economic fields, it would be helpful to see if any solution thus implemented makes a 

difference in reducing foreclosures or at least reducing the chances of granting 

subprime ARMs to risky consumers. Although the subprime crisis has severely affected 

the housing market, it might be a short-term readjustment that may have been essential 

for the economy and strong demand for homeownership facilitated by robust prime 

mortgages and increasing level of awareness through advances in information 

technology will continue to bolster the economy. Negative effects of foreclosures if 

spatially concentrated although detrimental to the neighborhoods they occur in can 

help in isolating the crisis to certain submarkets and local regions. 
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