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Good morning. On behalf of the San Francisco Fed and our co-hosts, the Federal Deposit
Insurance Corporation, the Office of the Comptroller of the Currency, and the Office of Thrift
Supervision, I’m delighted to welcome you to San Francisco and to the 2008 National

Interagency Community Reinvestment Conference.

This year’s event marks the 13" time that the regulators have jointly sponsored a conference on
the Community Reinvestment Act. As in past years, one of the goals of this year’s conference is
to help you to understand the regulations and provide you with information on how to meet your
CRA obligations. But even more, the conference is designed to keep you informed of the most
important developments in the field and to give you the opportunity to share emerging challenges
and best practices with your colleagues. And there are always many emerging issues to
highlight. Indeed, since the first conference back in 1991, the field has evolved considerably—
the CRA itself has undergone significant revisions, New Markets Tax Credits have replaced Low
Income Housing Tax Credits as the complicated investment instrument of the day, and financial
products and services are increasingly being targeted to meet the financial services needs of the

unbanked.

Perhaps the most notable change, however, is that in the last 25 years, consumer credit markets
have shifted dramatically, moving from a credit rationing approach to a risk-based pricing
system. In other words, today, far fewer applicants are denied credit—rather, they are offered
credit at higher prices intended to reflect the greater risk posed by these loans.® This shift,
coupled with other innovations in the financial markets, has significantly increased access to

credit, with both positive and negative effects.



On the positive side, expanded access to credit has greatly increased the ability of low- and
moderate-income households of all races and ethnicities to become homeowners.? None of us
would want to turn back the clock to the days when the prospects of being approved for a loan
were more limited in certain neighborhoods and for certain classes of borrowers. But, as has
become apparent over the past year with the rise in mortgage delinquencies and foreclosures, the
risks associated with the changes in the consumer credit markets were greatly underestimated,

and we are now grappling with the consequences.

My colleagues and | have been deeply involved in assessing the impact of rising foreclosures on
the financial markets and the U.S. economy, and in developing the Fed’s policy response. * On
the monetary policy front, we have undertaken several actions designed to stimulate demand in
the face of contractions in the housing market and the tightening of credit. We have also sought
to bolster market liquidity and promote orderly market functioning through several new lending
facilities. We continue to carefully monitor trends in the financial markets and the economy, and

we are committed to acting in a timely manner to address new developments.

In my remarks today, however, | would like to focus on the implications of the trends in the
consumer credit markets—particularly in the area of subprime mortgage lending—for all of you
here working in the field of community development. Personally, one of my greatest concerns is
how the rise in foreclosures is affecting low-income families and communities. As I think many
of you in this room have seen firsthand, the impact of foreclosures has been felt most acutely in
people’s homes and neighborhoods. Losing one’s home—from having to pack up boxes and face
the uncertainty of “what’s next” to the long-term financial consequences—is not the dream

anyone imagines for themselves when they pick up the keys to their first house.

For these reasons, | believe it is incredibly important to develop and share innovative solutions
that can help to prevent foreclosures as well as mitigate the negative impact of foreclosures on
borrowers and communities. In the words of the late Federal Reserve Board Governor Ned
Gramlich, who had the foresight to see the risks in the credit market well before many of us,
“...one of the nation’s primary goals over the next few years should be the avoidance of a



domino effect that forces large and unnecessary losses on households through unnecessary or
premature foreclosures.” It is in pursuit of this goal that | offer my remarks today.

Foreclosure Trends and their Impact on Low-Income Communities

To begin the discussion, let me just quickly provide some context about the current scale of
delinquencies and foreclosures. While some communities have been struggling with high rates
of foreclosure for a much longer time,” the recent national rise in delinquencies and foreclosures
has been sudden and substantial. By one estimate, in 2007, more than 1.25 million homes
entered foreclosure, and more than twice as many (2.6 million) were at least 30 days past due on

their mortgage payments as of the fourth quarter of last year. ®

Most of the problems have been concentrated in the subprime market, and in particular, among
subprime adjustable-rate mortgages, although more recently we’ve begun to see increases in

foreclosures on subprime fixed-rate mortgages and even on prime adjustable rate mortgages.’

The reasons for the current crisis are complex and intertwined. Perhaps the most significant
factor driving the current rise in delinquency and foreclosures is declining house values.
Economic research has shown that downward changes in house prices are strongly associated

with subprime delinquency “hotspots.”®

Of particular concern, however, is how relaxed
underwriting standards and abusive lending practices have increased the risk of delinquency and
foreclosure. As Chairman Bernanke recently noted, “far too much of the lending in recent years
was neither responsible nor prudent.”® Between 2001 and 2006—right when we saw the largest
growth in subprime lending—the quality of loans deteriorated fairly steadily as underwriting
criteria eased.*® Many subprime loans included additional risk factors, such as a lack of full

documentation, high combined loan-to-values, and high debt-to-income ratios.

While much attention has focused on interest rate resets as a trigger for delinquencies and
defaults—particularly on loans with artificially low introductory rates—so far they have not
played a significant role.'* This is not to say, however, that resets won’t matter. In 2008, about
1.5 million loans are scheduled to reset. The Federal Reserve Board estimates that for the



average subprime borrower, this could lead to a 10 percent increase in their monthly mortgage
payments.'? Especially for borrowers already stretched to the limit, these resets may

significantly increase the likelihood of delinquency.

The mortgage crisis has serious implications for the people and communities that all of us serve.
For instance, data collected under the Home Mortgage Disclosure Act show that minorities are
more likely to receive higher-priced loans than non-Hispanic whites, and that an increase in the
incidence of higher-priced lending is associated with an increase in serious mortgage
delinquency rates.™ In addition, studies of cities like Baltimore, Chicago, and Cleveland have
found that low-income and minority communities have been the hardest hit by concentrations of
foreclosures.® The rise in foreclosures may have other negative implications as well, such as
reducing neighborhood property values and increasing crime.™ Furthermore, as declining
property taxes and transfer fees shrink local government revenues, vital services to low- and
moderate-income families may also suffer. What this means is that the foreclosure crisis is likely
to have a profound impact on the communities you work in, with effects that go well beyond the

housing sector.

Before I turn to potential interventions, | want to make one final point. There has been a
tendency to conflate the current problems in the subprime market with CRA-motivated lending,
or with lending to low-income families in general. | believe it is very important to make a
distinction between the two. Most of the loans made by depository institutions examined under
the CRA have not been higher-priced loans,'® and studies have shown that the CRA has
increased the volume of responsible lending to low- and moderate-income households.*” We
should not view the current foreclosure trends as justification to abandon the goal of expanding
access to credit among low-income households, since access to credit, and the subsequent ability
to buy a home, remains one of the most important mechanisms we have to help low-income

families build wealth over the long term.*®
Building a Foundation for Sustainable Homeownership

With that in mind, the current foreclosure crisis suggests to me the need to craft responses that

will mitigate the negative impacts of foreclosure, and compels us to revisit the question of how



to ensure that the tools that enable homeownership create sustainable benefits, both for families

and for the communities in which they live.

As a first step, it is clear that avoiding preventable foreclosures should be a key priority for both
the private and public sectors. Many important initiatives are already underway, including
efforts to improve borrower outreach through public service announcements and community
events, to develop a systematic and streamlined approach to restructuring adjustable rate loans,
and to create new refinance options to help borrowers shift into more sustainable loan products.
I support these efforts, as well as the collection of data that can help us to ascertain their
effectiveness. | am particularly encouraged that efforts such as the HOPE NOW Alliance and
the Mortgage Relief Fund supported by the Federal Reserve Bank of Boston are the result of
collaborative agreements among government agencies, regulators, lenders, investors, servicers
and nonprofits. The complexity and seriousness of the foreclosure issue, and its deep impact on
borrowers, neighborhoods, and the economy, call for these kinds of cross-sector partnerships,

both locally and nationally.

There are some signs that these efforts are working, and that the number of loan modifications is
growing.™® In addition, the FHASecure plan and the increase in the FHA conforming loan limits
should enable more borrowers to refinance into an FHA-insured mortgage.?® The recent
announcement by Fannie Mae and Freddie Mac on plans to increase liquidity in the mortgage
markets is also promising.?! Still, the scale and impact of these efforts to date are small
compared to the volume of loans that are delinquent, and many counselors and servicers lack the
capacity to respond effectively to demand. In addition, as home prices decline, many borrowers
are finding themselves with loan amounts that are higher than their home values, limiting their
refinance options. It is critical that we continue to explore the possibility of a broader range of
interventions that would help keep families in their homes.

But, | think it is equally important to begin thinking now about how to ensure that access to
credit and homeownership provides a long-term benefit for low-income households and

communities.



As a first step, there is a need to develop new strategies that help low-income borrowers—
particularly those that may not have extensive financial knowledge—make better and more
informed credit choices. Additional investments in financial education and homeownership
counseling must be a key component of this strategy. Financial education has been shown to help
households manage their finances more prudently, especially in decisions concerning credit,
saving, and investment, and it has been shown to reduce the likelihood of default.?? Calling for
more financial education is not a new idea, but challenges remain in funding educational
programs and developing appropriate curricula and delivery channels for diverse audiences.
Later this morning, you will have a chance to see one new fun approach to teaching children

about financial management skills.

Second, we need to expand access to affordable homeownership opportunities. The gap in
homeownership affordability—especially in states like California—is as high as it has ever
been.?® As long as an adjustable rate, interest-only or high LTV subprime loan is the only way
to afford a house, low-income families will continue to take on loans that they cannot sustain
over the long term, and may be at greater risk of falling prey to unscrupulous lending practices.
In stark contrast to the results we are seeing in the subprime market, the vast majority of new
homeowners who have gone through affordable homeownership programs—which often involve
pre- and post-purchase counseling and support as well as a savings component such as an

Individual Development Account—nhave not defaulted on their loans.

This evidence also speaks to a much greater need for savings options for low-income families,
both owners and renters.?* Helping families save for a downpayment, and ensuring that they
have a savings buffer to help them weather adverse economic times or life events, may lead to
better outcomes overall than mortgages that make homeownership affordable only through risky

loan terms.?

In addition, strategies to increase the supply of affordable homes are also needed. For example, |
know many of you in this room have been extremely proactive in thinking about innovative ways

to convert foreclosed properties into affordable rental or homeownership opportunities.?® These



efforts, as well as other potential strategies, such as the establishment of housing trust funds and

community land trusts, can serve as mechanisms for creating long-term housing affordability.

Third, to be successful, policies that help low-income and minority households enter
homeownership must be linked with broader community development strategies. Low-income
households, and particularly low-income minority households, may be especially vulnerable to
buying homes in disadvantaged neighborhoods, where job opportunities are limited, schools are
often subpar, and the financial benefits of homeownership may be more limited. 2 Much of the
work that you already do to stimulate neighborhood economic development, increase local
employment opportunities and wages, and improve neighborhood-linked amenities such as
schools and transportation options, are critical in transforming the opportunities available to low-

income households.

Last, but certainly not least, we need to think more broadly about how homeownership fits into
the overall asset-building picture for low-income households, and what other programs or
policies are necessary to ensure that homeownership is sustainable. In one study of low-income
homeowners, researchers found that two-thirds of households that refinanced their homes did so
to pay down other debt, including higher cost credit card debt. Others borrowed against the
equity in their homes to pay for medical and educational expenses.?® It is troubling that so many
low-income families have had to use home equity to help manage their overall debt load, or to
bridge a gap in health care insurance. We need to help households learn how to manage their
finances and to create safety nets that offer protection against economic shocks, so that low-

income families are less vulnerable to losing their homes.

Conclusion

To conclude, I would like to note some of the ways the Federal Reserve is responding to this
crisis, even beyond the steps designed to stabilize the financial markets. These efforts are taking
place across the System, and are built on our strengths in research and data analysis and on our

regional presence.



At the San Francisco Fed, this work has included providing research, data and maps to
community groups and local governments on neighborhood hotspots as well as establishing local
task forces that can leverage local resources and stakeholders to respond to local needs. Through
our convenings, we are working to improve communication between borrowers, counselors, and
servicers to put a human face on what is often a distant, lengthy, and bureaucratic process. And,
as always, we are committed to sharing best practices in foreclosure mitigation, both through our
publications and through our convenings. Three of the panels at this year’s conference address
this topic, and will present strategies for preventing foreclosure and for mitigating the negative
impact on neighborhoods. In addition, the San Francisco Fed will be sponsoring a national
conference specifically on how to address REO property issues in high-cost markets later this

year.

Finally, while the issues of foreclosure are certainly capturing center stage, it is important not to
forget all of the other aspects of the work you do in low- and moderate-income communities.
Over the next two and a half days, whether you’re immersed in the CRA regulations, learning the
basics of underwriting multi-family rental properties, or exploring emerging topics in community
development, I’m confident that you will return to your own communities with new ideas and
contacts. | applaud the dedication of each and every one of you to improving the lives of low-
income families, and | know that working together, you will continue to help lay the foundation

for sustainable and vibrant communities.
Thank you. | hope you enjoy the conference.
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