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Executive Summary

This year, California legislators have introduced several pieces of legislaƟon focused on residenƟal mortgage and fore-
closure reform, with AƩorney General Kamala Harris’s California Homeowner Bill of Rights (CHBR) receiving the most
aƩenƟon. Seven bills of her iniƟal legislaƟve package are moving through the normal legislaƟve channels; however,
bills dealing with the more contested issues of “dual-tracking” and “robo-signing” were moved to a conference com-
miƩee, thereby avoiding the typical legislaƟve process.

In fact, the financial services community is supporƟve of many measures contained within the CHBR that are moving
through that typical legislaƟve process, including legislaƟon that deters blight, offers enhanced protecƟons to tenants
whose landlords are subject to foreclosure, and limits advance fees paid to individuals claiming they can negoƟate a
loan modificaƟon.

However, the provisions contained in the bills subject to conference commiƩee review impose stricter rules on mort-
gage servicers seeking to non-judicially foreclose on homes with mortgages in default and expose mortgage servicers
to substanƟal new legal liability. These rules have the effect of slowing the foreclosure process and increasing fines
on mortgage servicers for various transgressions within the foreclosure process. In short, these bills steadily push the
state towards the kind of judicial foreclosure system that exists in places like Florida and New Jersey, where the court
system plays a larger role in the foreclosure process. This is all being done at a Ɵme when the Legislature, due to bud-
get consideraƟons, is slashing the judicial system with unprecedented budgetary cuts which will lead to even longer
delays in efforts to recover collateral when a borrower violates their contractual commitment to repay their loan.
Advocates contend that the bills are, “designed to protect homeowners from unfair pracƟces by banks and mortgage
companies and to help consumers and communiƟes cope with the state's urgent mortgage and foreclosure crisis.” ¹
The result will be another crisis of judicial gridlock which may have liƩle meaningful benefit to borrowers parƟcularly
since these measures ignore borrowers’ underlying financial condiƟons.

There is no doubt that California has just experienced an unprecedented wave of foreclosures. But this does not sup-
port the idea that there is something broken in the state’s foreclosure process or that a major overhaul is needed.
California’s housing market has actually turned the corner faster than that of many other states where the foreclosure
process is more costly and slower. According to data from the Mortgage Bankers AssociaƟon, approximately 92.5%
of mortgages in California are neither in foreclosure nor seriously delinquent.² Even amidst this current foreclosure
crisis, most mortgages are performing. Nonetheless, if the legislaƟon in conference commiƩee were implemented,
it would not merely impact the mortgages that are non-performing; it ulƟmately would have a negaƟve impact on
the majority of borrowers that are able to keep up with their payments. In short, it is Beacon Economics’ opinion
that if these legislaƟve proposals were to be signed into law they will ulƟmately harm, not help, the vast majority of
California homeowners.

These bills will not help California’s housing market recovery: A press release issued by proponents of the bills
states that the proposed reforms to the state’s foreclosure process are necessary to help communiƟes cope with
the crisis. Yet, the "foreclosure peak" is far behind us at this point in Ɵme. All indicaƟons show that the number
of distressed mortgages in California has fallen dramaƟcally from its high of three years ago, even as the overall

¹Press Release, “AƩorney General Kamala D. Harris Joins LegislaƟve Leaders to Unveil California Homeowner Bill of Rights,” California’s
Office of the AƩorney General, February 29, 2012.

²Mortgage Bankers AssociaƟon. California Mortgages. 2012. Raw data. Washington.
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market has begun to find its fooƟng. Sales are trending up and prices have started to move off their 2011 boƩom.
California’s housing market has also clearly turned the corner faster than some of the other states hit by mortgage
debt problems—a result that is highly correlated with our more efficient foreclosure system. Florida, which exists
at the other end of the spectrum in terms of foreclosure process, is sƟll mired in problem mortgages and is seeing
liƩle sign of a turn in its housing market.

These bills will reduce home values: Housingmarketswith longer length foreclosures see greater discounts on fore-
closed units when mortgage servicers eventually sell them—relaƟve to non-distressed transacƟons. This is likely
due to the addiƟonal physical degradaƟon the property goes through while being lived in by "short-term" tenants.
These discounts, in turn, pull the whole market down with them.

These bills are unlikely to help borrowers who are behind on payments: All the provisions being proposed func-
Ɵonally raise the cost of foreclosing for the mortgage servicer—both in the increased Ɵme it takes to bring a fore-
closed property back to the market and the higher administraƟve cost of using a quasi-judicial process, as these
measures appear to create, to complete a foreclosure. The losses to themortgage servicer will be thatmuch greater
at the end of the day. This increase in costs could be perceived as beneficial for current homeownerswho are behind
on mortgage payments, as a longer foreclosure process could provide them with the Ɵme they need to restructure
their mortgage or catch up on their payments. Yet there is no evidence to suggest that states with longer fore-
closure processes have greater rates of loan modificaƟons or a lower share of delinquent borrowers moving into
foreclosure.

These bills could end up cosƟng owners who are in financial trouble on their mortgages: The non-judicial foreclo-
sure process is more efficient compared to the judicial foreclosure process, and it comes with an important caveat:
when using non-judicial foreclosure, lenders are not allowed to pursue deficiency judgments. In other words, the
lender cannot seek compensaƟon for their mortgage losses out of the borrower’s other assets. If the non-judicial
route is lengthened and made more costly, many lenders may decide to pursue a judicial foreclosure, as is within
their rights, and thus pursue remedies like deficiency judgments, ulƟmately cosƟng the borrower more in the long
run.

These bills could actually increase the number of foreclosures in the state: One issue that must be considered is
how homeowners respond to the incenƟve of a longer foreclosure process. Research shows that lengthening the
Ɵme of foreclosure actually encourages more homeowners to default on their loans, due to the recogniƟon that
the homeowner can live in the home longer, "rent-free."

These bills will reduce the availability of credit for future homebuyers: One impact these rules absolutely will have
is to raise the risk of lending in the state of California for mortgage companies, because the bills increase losses
incurred by the mortgage servicer in the event that it has to foreclose on a property. Future California homebuyers
will end up delivering more money for down payments and face tougher credit standards than they have in the
past—an issue intensified by the high proporƟon of private lenders (rather than the GSEs—Fannie Mae and Fred-
die Mac) because of so many homes in the state falling outside of the lending limits put into place by these federal
government sponsored insƟtuƟons coupled with the strategic plan to unwind these insƟtuƟons' concentraƟon in
futuremortgage lending. Households that are on the credit bubble may find themselves no longer able to purchase
a home in California—reducing the long-run rate of homeownership in a state that already has some of the lowest
home affordability rates in the naƟon.
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These aren’t empty claims. As this paper will demonstrate, our conclusions are supported by awide variety of research
on foreclosure processes and housing outcomes. There is liƩle direct evidence that these measures will succeed or
have a posiƟve impact on California’s housing market. Florida has a very restricƟve foreclosure process, and it’s clear
that Florida's real estate market is lagging far behind California’s in terms of recovery. And while Nevada recently put
mulƟple new rules into place that have similar features as these proposals, to slow the foreclosure process, there is
liƩle evidence of relief in Nevada’s market. It seems unwise for California to proceed down the same path as Nevada,
only to prove this point.

A foreclosure is an undesirable outcome for homeowners and mortgage servicers. It is the last resort for a mortgage
servicer when other loss miƟgaƟon opƟons are infeasible. But, at the same Ɵme, it is a necessary part of the process
when a borrower has defaulted on his or her financial commitment. The availability and low cost of mortgage loans
is due to the ability of the home to serve as collateral to the lender—ulƟmately lowering costs for all buyers. Foreclo-
sure can provide those who have lost their homes with a clean slate, as they are almost always forgiven any remaining
balances on their mortgage debt. While a defaulter's credit does take a hit, that clears the books faster than many
would imagine, and, as this paper will show, households are oŌen able to borrow and buy again within a relaƟvely
short period of Ɵme. A recent arƟcle from Reuters reported the following: "Data is not available, but interviews with
more than 30 lenders, builders, realtors and consumers suggest that a growing number of Americans are geƫng back
into the housing market, even though they went through a foreclosure, bankruptcy or short sale in recent years."³

Add it up, and it becomes clear that, while well-intenƟoned, the legislaƟon the conference commiƩee is considering
will fail to address the core economic issues contribuƟng to a borrower’s inability to meet their debt obligaƟons and
will result in substanƟal distorƟons of the residenƟal lending marketplace while forestalling California’s economic re-
covery. Sean O’Toole, Founder and CEO of ForeclosureRadar, has said in response to the measures considered in the
conference commiƩee:

“The real problem is negaƟve equity, and the only thing stopping foreclosures will accomplish is insuring that we are
stuck with the negaƟve equity problem for far longer than necessary….[S]topping foreclosures will lead to a much
longer economic recovery, increased blight, fewer jobs, lower property tax receipts, and fewer opportuniƟes for new
homebuyers and investors.”⁴

Any soluƟons advanced by the Legislature should consider the long-term impacts on the future access to capital and
the affordability of that capital parƟcularly at a Ɵme when the federal government’s concentraƟon in residenƟal lend-
ing is waning.

I. Introduction

In California and across the country, an unprecedented number of homes have faced foreclosure in recent years. This
has created distress for homeowners and mortgage servicers alike. There are different opinions about how we got to
where we are now, and these opposing views have led to dramaƟcally different conclusions about what the appro-
priate public policy response is to help the housing market get back on its feet. A conference commiƩee of the State

³Mincer, Jillian. "Back from Foreclosure to Homeownership." TODAY.com. 16 May 2012.
⁴ForeclosureRadar. The Foreclosure Report - May 2012. hƩp://www.foreclosureradar.com/foreclosure-report/foreclosure-report-may-

2012.
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Legislature is currently debaƟng whether to increase regulaƟon over the foreclosure process as ameans of addressing
the problem. The bills under consideraƟon enforce stricter rules on mortgage servicers seeking to foreclose on homes
with mortgages severely in default. Proponents contend that the bills are “designed to protect homeowners from un-
fair pracƟces by banks andmortgage companies and to help consumers and communiƟes cope with the state's urgent
mortgage and foreclosure crisis.”⁵

California AƩorney General Kamala Harris believes these measures will improve the mortgage process by introducing
basic standards of "fairness," including an end to dual-track foreclosures, and adding transparency, including a single
point of contact for homeowners.

The aƩorney general has sponsored four bills that are part of the CHBR that will be voted on in an expedited manner
without the benefit of advancing through the typical legislaƟve process, which includes policy and fiscal commiƩee
hearings in each house and floor debates. A legislaƟve conversaƟon that would normally have extended through Au-
gust, with legislaƟon considered by the Governor in September, has been fast-tracked.

Among other effects, stricter regulaƟons will slow down the foreclosure process, which, as some have claimed, could
help struggling borrowers catch up on their mortgage payments or seek some foreclosure prevenƟon alternaƟve.

As discussed in the next few secƟons of this report, while these rulesmay slow the foreclosure process, they are highly
unlikely to help many individual homeowners. Indeed, basic public policy arguments could be made that, for many
of these households, the best long-term soluƟon to shore up their personal finances is, in fact, foreclosure. Equiva-
lently, California’s housing market doesn’t need policy help to recover—it’s already recovering on its own. The market
has turned, and looks stronger than either Florida’s or Nevada’s—in part due to the way this state has governed the
foreclosure process. And ulƟmately these regulaƟons will hurt future generaƟons of home buyers by making credit
harder to come by in a state that is already one of the least affordable in the naƟon.

Moreover, the reason there have been so many foreclosures in the state of California is not due to the misconduct
of mortgage servicers. Investors, whether public or private, incur substanƟal losses on their investments when they
foreclose on a borrower, and for that reason they would prefer not to have to pursue such acƟon, if possible. It is also
not due to the high rate of unemployment. In the mid-1990s unemployment in California hit 9.5%, and in 1982 it hit
11.5%, yet the pace of foreclosures today is 5 to 10 Ɵmes higher than it was during either of those periods.

The primary reason for the recent wave of foreclosures is that many households borrowed far more than what was
financially prudent, and now are unable to pay back their debt. AdmiƩedly, this has been a challenging environment
for all involved. And while it is clear that some owners have been wronged in the foreclosure process, there is already
a fix for this problem—civil courts that allow a wronged party in a contractual dispute to sue for relief.

II. Roots of the foreclosure crisis

Although the massive collapse of the recent housing bubble came as a surprise to most, including many individuals
and businesses with huge stakes in the housing market, perhaps it should not have been a surprise at all. California

⁵Press Release, “AƩorney General Kamala D. Harris Joins LegislaƟve Leaders to Unveil California Homeowner Bill of Rights,” California’s
Office of the AƩorney General, February 29, 2012.
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has been through numerous housing bubbles and busts—including in the late 1970s and late 1980s. And this Ɵme
around, the signs of excess were far more exaggerated compared to the previous cycles.
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For one thing, home prices accelerated at an unprece-
dented pace, far exceeding income growth over the same
period of Ɵme. In California, themedian price of an exisƟng
single-family home rose 83.8% between Q1-2003 and Q1-
2007, reaching a peak of $519,714 on a seasonally-adjusted
basis. Never before had home price-to-rent or home price-
to-income levels become so far removed from historical
norms.

Bubbles occur because of the speculaƟve frenzy of buy-
ers. As opposed to thinking about fundamentals, many in-
vestors focus strictly on recent returns (e.g., if home prices
went up 10% last year, they probably will again this year).
Buyers rush into the market to take advantage of price ap-
preciaƟon causing prices to...appreciate. This self-fulfilling
prophecy typically ends when credit condiƟons Ɵghten to
the point that speculators can no longer easily enter the
market and the process reverses itself. The bubble this Ɵme
was so much larger than in past cycles because this natu-
ral credit Ɵghtening process failed to appear. Instead, the
enƟƟes responsible for packaging thesemortgage products
to sell to larger banks kept the cycle alive far longer than it
would have been had more tradiƟonal lenders dominated
the market as they did in past years.⁶

For most of these loans, the individuals in quesƟon bor-
rowed far more than they could afford, very oŌen on the
basis of fraudulent loan applicaƟon informaƟon. Applicants
were falsifying income levels, failing to disclose exisƟng
financial constraints such as credit card debt and personal
loans, creaƟng false bank statements, and falsifying em-
ployment histories.⁷ By 2008,when the housingmarket had
started to collapse, mortgage applicaƟon fraud accounted
for nearly two-thirds of all reported incidents of fraud.⁸ For
example, a family in New York with a $105,000 income and
just $35,000 in assets acquired a $1.8 million mortgage af-
ter reporƟng a monthly income of more than $50,000 and

⁶Diamond, Douglas W., and Raghuram Rajan. "The Credit Crisis: Conjectures about Causes and Remedies." NBER Working Paper Series
(2009).

⁷"Mortgage Fraud up 45% as Lenders Tighten Loan Standards." USA Today. 3 Dec. 2008.
⁸Clifford, Catherine. "Mortgage Fraud at an All-Ɵme High." CNNMoney. 16 Mar. 2009.
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assets of $3 million. Furthermore, some lending pracƟces actually helped to fuel fraudulent applicaƟons. Lenders
offered “stated-income” loans, which required no proof of income.⁹

The net result was that many households borrowed far more than they could ever pay back (even if the economy
hadn’t gone into recession), beƫng that they would be able to use the appreciaƟon on the property to pay down the
loan over Ɵme—their own personal Ponzi scheme. When millions of owners borrow more than they can pay back, it
is liƩle surprise that they end up being foreclosed on when the bubble finally ends and prices plummet back to nor-
mal, sustainable levels. Broader economic condiƟons were not the iniƟal source of the problem. Indeed, for the first
Ɵme ever, a rise in foreclosures preceded rather than followed, a rise in unemployment. Unemployment was even
decreasing in some areas as foreclosures were quickly rising.¹⁰

Data in the graphs above illustrate how borrowers with homes that are in foreclosure have mortgages that are signif-
icantly higher leveraged than borrowers with homes that are non-distressed. This is consistent over 15 years and in
states with both judicial and non-judicial foreclosure processes.

The crisis was amplified as exisƟng homeowners refinanced. As home prices rose dramaƟcally, homeowners refi-
nanced their mortgages, and obtained funds which they then used to pay down debts or to make new purchases.
According to Freddie Mac, in 2005, 76% of all homeowners who refinanced increased their loan amount by 5% or
more, allowing them to spend the extra funds as they wished. In 2006, that was up to 89%.¹¹ Between 2005 and 2007,
homeowners cashed out $820 billion from their homes through refinancing.¹²
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eral Reserve collected data on the gross equity ex-
tracted from homes over Ɵme that financed con-
sumer spending. NaƟonwide, between 2000 and
2006, the free cash resulƟng from equity extracƟon
rose from $553.4 billion to over $1.1 trillion. The total
amount of cash from this equity extracƟon used for
personal consumpƟon expenditures rose from $64.3
billion to $147.7 billion. This cash rose from 0.9% to
1.6% of the total dollars for personal consumpƟon ex-
penditures during that Ɵme.¹³ In short, these home-
owners were living beyond their means.

Homeowners enjoyed a cash windfall from the steep
rise in the prices of their homes, butwhen prices plummeted,many of these homeowners found themselves underwa-
ter, and unable to borrowmore to pay back on previous mortgages. The bad-credit nature of this wave of foreclosures
is very apparent in the figure above, which shows the unemployment rate in California alongside the share of mort-
gages going into foreclosure. This may be the most important graph in this report, as it clearly illustrates a number of
very important points surrounding the current debate:

⁹Corkery, Michael. "Fraud Seen as Driver in Wave of Foreclosures." The Wall Street Journal Online. 21 December 2007.
¹⁰Kirchhoff, Sue, and John Waggoner. "Subprime Storm Winds Will Keep Blowing." USA Today. GanneƩ, 18 June 2007.
¹¹Freddie Mac: Office of the Chief Economist. Cash-Out Refinance Report. 2012. Raw data. McLean, VA.
¹²Jurow, Keith. "Is Massive Refinancing During The Bubble Years A Ticking Bomb?"Business Insider. 02 June 2010.
¹³Greenspan, Alan, and James Kennedy. Sources and Uses of Equity Extracted from Homes. March 2007. Raw data. Washington.
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1. In the past there were very few foreclosures even in economic cycles where the unemployment rate moved
well above 10%. This was because borrowers were neither willing nor able to leverage themselves up the way
they did during the last cycle.

2. The fact that bad credit, not employment, was the foreclosure driver is shown clearly by the fact that foreclo-
sures in the state started rising long before the unemployment rate did. Indeed, the pace of foreclosures in
California hit a record level in the second quarter of 2007—half a year before the recession even began. And
the peak occurred in 2009 – before the peak in the unemployment rate.

3. Maybe most important is the fact that the foreclosure crisis is waning. While sƟll high, the pace of foreclosures
is falling rapidly. Changing the foreclosure process now seems like closing the barn door long aŌer the horse
got out.

III. Slowing the foreclosure process doesn’t help homeowners in distress

One of the most popular arguments in support of the judicial foreclosure process is that in insƟtuƟng court proceed-
ings that will lengthen the Ɵme it takes to execute a foreclosure, it will give many borrowers enough Ɵme to catch up
on their payments and pull their mortgages out of foreclosure. Yet, there is much debate over whether the process
itself has already become too long. In their study, Cordell and Shenoy (2011)¹⁴ found the following:

Foreclosure Ɵmelines are at an all-Ɵme high—692 days in judicial states, 567 days overall.

The primary causes for the lengthening of foreclosure Ɵmelines are exisƟng foreclosure laws and changes in the
regulatory and legal environment—for example, changing from a non-judicial to a judicial process or implemenƟng
more stringent requirements for compleƟng a foreclosure.

100

200

300

400

500

600

N
um

be
r o

f D
ay

s

2007 2008 2009 2010 2011 Stated

Source: RealtyTrac

by State, Judicial vs. Non-Judicial
Foreclosure Completion Timeline

Non-Judicial States Judicial States

Beacon Economics’ own analysis of data from the
last few years confirms these conclusions. According
to real estate data firm RealtyTrac, foreclosure Ɵme-
lines in judicial states like Florida, Illinois, Maryland,
New Jersey, New Mexico, Ohio, and Oklahoma are
much higher on average than in non-judicial states
like Arizona, California, Georgia, Texas, Virginia, and
Washington. The average stated foreclosure comple-
Ɵon Ɵmeline, which represents the number of days it
takes for a foreclosure to be completed without any
delays, is 77 days in non-judicial states. The stated
Ɵmeline in judicial states is more than 2.5 Ɵmes
longer—an average of 191 days.

It is important to point out that the actual foreclosure process in both judicial states and non-judicial states alike runs
longer than the stated Ɵmelines, and that the Ɵme it has taken to process a foreclosure has grown. However, it is also
important to recognize that the difference in the actual Ɵme it takes to process a foreclosure is even more dramaƟc

¹⁴Cordell, Larry & Shenoy, Vidya (2011). The Cost of Delay. Manuscript. Federal Reserve Bank of Philadelphia.
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between the two different types of foreclosure-rule states. For example, in 2010 the average length of a foreclosure
in judicial states was well over one year at 504 days. This is more than 3.5 Ɵmes longer than it took to process a
foreclosure in non-judicial states, where the process averaged less than six months at 141 days.

It is worth noƟng that California’s non-judicial system already underperforms from a Ɵmeline perspecƟve. The state
has already seen the Ɵme to foreclose rise to almost one year since the housing crisis began. Homeowners who are
in trouble on their mortgage loans already seem to have substanƟal Ɵme to get their financial orders in hand.

Foreclosure Timelines by State, Judicial vs. Non-Judicial

State
Stated 2007 2008 2009 2010 2011

(No Delays) Timeline Timeline Timeline Timeline Timeline

Non-Judicial States

Arizona 102 126 139 163 132 173
California 117 184 184 228 320 352
Georgia 37 109 112 81 106 142
Texas 27 62 69 55 81 90
Virginia 45 90 86 78 101 132
Washington 135 142 135 154 105 173

Avg. Non-Judicial 77 119 121 127 141 177

Judicial States

Florida 135 224 308 445 578 806
Illinois 300 318 357 424 476 567
Maryland 46 167 305 362 419 634
New Jersey 270 340 453 619 849 964
New Mexico 180 253 219 358 411 501
Ohio 217 237 349 380 439 486
Oklahoma 186 295 285 313 354 385

Avg. Judicial 191 262 325 414 504 620

Difference

Difference 2.5 2.2 2.7 3.3 3.6 3.5

Source: RealtyTrac

This added Ɵme has negaƟve consequences. CuƩs andMerrill (2008)¹⁵ find that the likelihood a borrowerwill reinstate
a loan out of foreclosure falls as the length of the foreclosure process increases.

If states with “excessively long” foreclosure Ɵmes shortened their foreclosure Ɵmelines to the naƟonal median,
they would increase the likelihood of successful reinstatement by 3 to 9 percentage points.

¹⁵CuƩs, A. C., & Merrill, W. (2008). IntervenƟons in mortgage defaults: Problems and pracƟces to prevent home loss and lower costs. In N. P.
Retsinas & E. S. Belsky (Eds.), Borrowing to live: Consumer and mortgage credit revisited (pp. 203–254). Washington, DC: Brookings InsƟtuƟon
Press.
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In other words, if states with longer than average foreclosure processes shortened them, it would significantly in-
crease the likelihood that borrowers in foreclosure would pay down their mortgage to get out of foreclosure. States
with long windows of foreclosure, they argue, remove the threat of imminent home loss and offer the benefit of
"rent-free" living as the foreclosure process goes forward. States with longer foreclosure Ɵmelines, as in judicial states,
incenƟvize foreclosure by giving borrowers too much Ɵme to catch up on their payments. Prolonged foreclosure pro-
cesses encourage some borrowers to remain delinquent. The authors claim that the “sweet spot” for foreclosure
Ɵmelines is right around the current naƟonal median of 120 days, as this gives borrowers enough Ɵme to recover but
does not encourage homeowners to neglect mortgage payments.

Altering the foreclosure process alters the preferences of raƟonal consumers. Extending the Ɵmeline of foreclosures
encourages some borrowers to take advantage of a process that favors their financial interests. In 2008, as foreclo-
sures grew dramaƟcally month aŌer month, some homeowners took advantage of the combinaƟon of a slow process
of foreclosure and plummeƟng home prices by financing and buying new homes, even as they faced foreclosures
on their primary residences. The only cost to homeowners using the so-called “buy and bail” strategy was damaged
credit—something that could be repaired aŌer several years.¹⁶ Fannie Mae and Freddie Mac took steps to crack down
on “buy and bail” in 2008, banning the use of rental income from an exisƟng home to qualify for amortgage unless the
original property had at least 30% equity, but some individuals were sƟll able to get around the policy. In fact, Mor-
gan Stanley reported that in February 2010, about 12% of mortgage defaults were strategic, in which homeowners
tacƟcally chose not to make mortgage payments they could afford.¹⁷

Anthony Pennington-Cross (2006)¹⁸ examines what happens to mortgages in the subprime mortgage market once
foreclosure proceedings are iniƟated. He uses a probability (mulƟnominial logit) model to show that the legal envi-
ronment of the state where the foreclosure takes place impacts the duraƟon of foreclosures. Specifically, he finds:

In non-judicial states, a mortgage is 53%more likely to be terminated by a lender taking the home than an idenƟcal
mortgage in a judicial state.

In non-judicial states, a mortgage is 28% more likely to be terminated by a borrower selling the home for the out-
standing balance (or less than the balance, if lenders accept losses on the sale) than an idenƟcalmortgage in judicial
states.

All ways of stopping foreclosure, including mortgage curing (in which borrowers catch up on mortgage payments)
and mortgage parƟal curing (in which mortgages remain acƟve, but borrowers remain delinquent), are more likely
in non-judicial states.

Proponents of the judicial foreclosure process claim that loan modificaƟons increase in judicial states, because bor-
rowers have more Ɵme to learn about their opƟons and meet with loan servicers to discuss modificaƟons that will
allow them to keep up with payments. Collins, Lam, and Herbert (2011)¹⁹ analyze borrowers in default residing in 22
cross-state MSA pairs and find evidence to support the claim, but the effect is very weak. They find:

¹⁶Karlinsky, Neal. "In Foreclosure? Buy a Second Home." ABC News. 7 September 2008.
¹⁷Howley, Kathleen M. "'Buy and Bail' Homeowners Get Past Fannie, Freddie Loan Hurdles." The Washington Post. 10 August 2010.
¹⁸Pennington-Cross, Anthony (2006). The DuraƟon of Foreclosures in the SubprimeMortgageMarket: A CompeƟng RisksModel withMixing.

Federal Reserve Bank of St. Louis Research Division, Working Paper Series.
¹⁹Collins, Michael J., Lam, Ken, & Herbert, Christopher E. (2011). State Mortgage Foreclosure Policies & Lender IntervenƟons: Impacts on

Borrower Behavior in Default. Journal of Policy Analysis and Management, Vol. 30, No. 2, 216-232.
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Judicial foreclosure processes have no impact on whether a loan is cured, remains delinquent (but is not in foreclo-
sure), or is in foreclosure.

Judicial foreclosure processes yield only a marginal 3% increase in loan modificaƟons.

In addiƟon, many of these loan modificaƟons that do not involve principal write-downs will not help underwater
homeowners avoid foreclosure. For these homeowners, an interest rate adjustment offers liƩle relief when they are
facing an overly burdensome principal balance. However, lenders are reasonably worried that offering principal reduc-
Ɵons will lead to, in the acƟng director of the Federal Housing Finance Agency Edward DeMarco’s words, “borrower
incenƟve effects.” Some percentage of borrowers who are current on their loanswould be encouraged to claim a hard-
ship or go delinquent in order to gain a reducƟon on theirmortgage principal. Assume the Treasurywere to implement
incenƟves to Fannie Mae and Freddie Mac to encourage principal reducƟon for half of all delinquent borrowers or
those who may naturally fall into delinquency (approximately 345,500 parƟcipants), at the average reducƟon amount
of $51,000. While the incenƟves the Treasury would provide would be a net benefit to the GSEs in the absence of
any “borrower incenƟve effects,” it would take only 50,000 strategic borrowers to wipe out all of that net benefit.²⁰
Principal reducƟons are a high-risk move for lenders, which is why they are so rare.

Proponents of the judicial foreclosure process also claim that foreclosure rates drop in judicial states. In a report for
the Federal Reserve Bank of Boston, Gerardi, Lambie-Hanson, andWillen(2011)²¹ claim a mixed effect. Comparing the
state of MassachuseƩs aŌer insƟtuƟng stricter regulaƟons of the foreclosure process with neighboring states without
similar regulaƟons, they find:

Foreclosure rates are higher among mortgages in non-judicial states at 3 months, 6 months, 12 months, and 18
months aŌer default.

Although foreclosure rates drop in judicial states,mortgage cures do not.

The number of persistently delinquent borrowers is higher in judicial states.

AŌer 18 months, almost half of borrowers in judicial states sƟll own their homes aŌer becoming delinquent,
compared to just over one-quarter of borrowers in non-judicial states.

In other words, despite the fact that foreclosure rates may be higher on average, non-judicial states proceed through
those issues more quickly, thereby paving the way for future growth.

For many years policy analysts at many levels have beaten the drum that homeownership is the primary path to eco-
nomic advancement for households—part of the "American Dream." This has given rise to the homeowner mortgage
tax credit program, the FHA, the GSEs, and the interest rate deducƟon for home mortgages. At the same Ɵme, it was
much the reason that regulators did not step in earlier to shore up the collapse in credit standards that caused so
much bad lending to occur in the recent bubble.

While we agree that homeownership is ulƟmately a good thing, its benefits occur under the right circumstances, not
under all circumstances. According to esƟmates from CoreLogic, almost 30% of homeowners in California are under-
water on their mortgages (the outstanding balance of their mortgage is greater than the value of their house.) In some

²⁰DeMarco, Edward J. "Addressing theWeak Housing Market: Is Principal ReducƟon the Answer?" The Brookings InsƟtuƟon, Washington. 10
Apr. 2012.

²¹Gerardi, Kristopher, Lambie-Hanson, Lauren, & Willen, Paul S. (2011). Do Borrower Rights Improve Borrower Outcomes? Evidence from
the Foreclosure Process. Federal Reserve Bank of Boston, Working Paper Series.
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cases they may be close, but in many others the owner may be $50,000 or $100,000 underwater. Making it a policy to
keep that person in that home is not good public policy. Homeowners will likely be beƩer off in the long run by being
able to start anew—being foreclosed on now and buying something later.

Some owners already understand this—and are acƟng accordingly. Homeowners who took out mortgages near the
peak of the housing bubble may have homes that are now a fracƟon of the value of their mortgages. Rather than wait,
possibly decades, for their home values to rise to the point at which they no longer possess negaƟve equity, some
homeowners prefer to face foreclosure and suffer damaged credit, knowing that their credit will be restored much
faster than if they had held onto homes with negaƟve equity. It takes surprisingly liƩle Ɵme for buyers to re-enter
the market. Fannie Mae and Freddie Mac require a two-year wait to qualify for a mortgage aŌer a short-sale, and a
three-year wait to qualify for a mortgage aŌer a foreclosure, if the borrower’s credit has been perfect since.²²

Those who support changing California’s foreclosure rules might argue that while geƫng out from under a negaƟve
equity situaƟon might be beneficial in the long run, the pain the family suffers in the short run is too large a cost to
make this a good strategy. A May 2011 study by the Federal Reserve tends to negate this claim. To quote:

“Although foreclosure considerably raises the probability of moving, the majority of post-foreclosure migrants do not
end up in substanƟally less desirable neighborhoods or more crowded living condiƟons. These results suggest that, on
average, foreclosure does not impose an economic burden large enough to severely reduce housing consumpƟon.”²³

And close to one-fiŌh of their sample ended up in another house aŌer the foreclosure—although this group may in-
clude thosewho have either bought another house aswell as thosewho havemoved inwith someonewith amortgage
(i.e., parents or relaƟves). But what is also noteworthy is the short amount of Ɵme it takes for foreclosed homeowners
to reenter the market. A recent arƟcle from Reuters reported the following: "Data is not available, but interviews with
more than 30 lenders, builders, realtors and consumers suggest that a growing number of Americans are geƫng back
into the housing market, even though they went through a foreclosure, bankruptcy or short sale in recent years."²⁴

Non-judicial foreclosure processes also offer some special legal protecƟon to borrowers that judicial foreclosure pro-
cesses do not. Under California’s current non-judicial foreclosure process, lenders are not allowed to pursue deficiency
judgments against borrowers. Lenders cannot recover the losses of a foreclosure by acquiring borrowers’ other assets.
This very well could change if California goes the route of a judicial foreclosure state. A longer, more costly foreclosure
process may encourage lenders to go to court for a foreclosure, in which they in turn pursue a deficiency judgment
against the borrower. This has consequences for small business owners in California that use home equity as a means
of raising capital for their businesses. The possibility of a deficiency judgment could, among other consequences,
discourage or prevent some residents from starƟng or expanding their own businesses.

IV. Slowing the foreclosure process doesn’t help housing markets recover

Not only does slowing down the foreclosure process have negaƟve consequences for homeowners, but it can also
impede recovery in the broader housing market. There are several key reasons why enabling distressed homeowners

²²Haggerty, Maryann. "The Post-Foreclosure Wait." The New York Times. 26 June 2011.
²³Molloy, Raven & Shan, Hui “The Post-Foreclosure Experience of U.S. Households.” Finance and Economics Discussion Series: 2011-32.

Screen Reader version. Federal Reserve Board of Governors. May 2011.
²⁴Mincer, Jillian. "Back from Foreclosure to Homeownership." TODAY.com. 16 May 2012.
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to move through foreclosure more quickly can ulƟmately help with a turnaround in housing markets and with the
broader economy.
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New Foreclosures to Serious DelinquenciesFirst, consider the argument that slower foreclo-

sures will create more workouts. The following graph
shows the raƟo of new foreclosures to the share se-
riously delinquent in the previous quarter. This gives
a rough esƟmate of the pass-through from being be-
hind on payments to being in foreclosure. We show
this figure for Arizona, Nevada, Florida, and Califor-
nia. All four states saw a sharp spike in pass-through
rates in 2008. The rates have come down sharply for
all states—but more so for California. Florida, the
state with the most restricƟve foreclosure process,
has a considerably higher pass-through rate today.

Second, the total numbers of foreclosures and seriously delinquent mortgages have dropped faster in non-judicial
foreclosure states than in judicial foreclosure states since the peak of the housing crisis. In fact, perhaps unsurpris-
ingly, annual foreclosures peaked in Florida and Nevada in 2010, even though defaults peaked in 2009. And, while
Nevada does have a non-judicial foreclosure process, recent statutory changes in that state have blurred the line be-
tween judicial and non-judicial foreclosures, slowing down the foreclosure process there. The foreclosure process was
simply prolonged and not forestalled. Note that foreclosures in Florida have barely dropped off from their peak level.
At the current rate of decline, it could be quite some Ɵme unƟl Florida foreclosures hit trough.
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Inventory of Foreclosed UnitsAt present, the rate of foreclosure starts is equal in

non-judicial and judicial foreclosure states, but the
percent of loans in foreclosure has reached an all-
Ɵme high in judicial foreclosure states, at 6.9%. By
contrast, the percent of loans in foreclosure in non-
judicial foreclosure states is only 2.8%, the lowest
level since early 2009. Ten judicial foreclosure states
have foreclosure rates above the naƟonal average of
4.39%, compared with just one non-judicial foreclo-
sure state. The trend is the same for FHA loans. The
foreclosure rate of FHA loans in judicial foreclosure
states is 5.59% versus 2.69% in non-judicial foreclo-
sure states.²⁵

Specifically, the inventory of homes in foreclosure rose higher in states such as Florida and Nevada. According to data
from theMortgage Bankers AssociaƟon, in addiƟon to having higher rates of foreclosure overall, the inventory of fore-
closures in the system peaked later in Florida and Nevada, and have subsequently fallen by less. For example, at their
peak, the percentage of all mortgages in foreclosure in California and Arizona hit 6.3% and 5.9%, respecƟvely in the
third quarter of 2009. Since then, the percentage of homes in foreclosure has fallen to 3.5% and 3.3% in Arizona and

²⁵Swanson, Jann. "Judicial States ConƟnue to Skew Foreclosure StaƟsƟcs."Mortgage News Daily. 16 May 2012.
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California, respecƟvely. However, Florida peaked with 14.7% of all its mortgages in foreclosure and has since fallen
by less than one percentage point—remaining above 14% as of the first quarter of 2012. Nevada has seen a slightly
stronger recovery than Florida, with Nevada's foreclosure inventory falling from just over 10% at the end of 2010 to
6.4%, though this is a smaller improvement on a proporƟonal basis than in either Arizona or California.

The drop-off in delinquencies and foreclosures appears to be accelerated by non-judicial foreclosure processes be-
cause foreclosed homes come back to market faster. Foreclosed homes can be purchased by investors, who will con-
vert the property into rental housing, or by other homeowners, thereby clearing the inventory and paving the way
for a more robust recovery. Drawing out the process or prevenƟng foreclosures from occurring only ends up delaying
the recovery by limiƟng the housing supply for prospecƟve buyers and by keeping these distressed properƟes idling
in the system and prevenƟng home prices from stabilizing in earnest. This in turn curbs demand due to uncertainty
about whether prices will go up or down.

Allowing foreclosures to linger in the system actually drags out the recovery process by keeping discounts for dis-
tressed properƟes high. In fact, this can have knock-on effects that ripple throughout the rest of the housing market
and broader economy. Given that foreclosures or distressed properƟes are intermingled with non-distressed prop-
erƟes in a market, heavily discounted foreclosure sales oŌen have negaƟve implicaƟons for non-foreclosure sales as
foreclosed properƟes are generally compeƟng for the same pool of buyers. As a result, the basic laws of supply and
demand dictate that the foreclosure properƟes can place a general downward pressure on prices.

Based on this evidence, the judicial foreclosure process, in drawing out the foreclosure process, does not ulƟmately
benefit a housing market or its recovery. The length of Ɵme it takes to process these foreclosed units leads to greater
foreclosure discounts, larger proporƟons of foreclosed mortgages lingering in the system, and slower improvement in
foreclosure inventories. This is illustrated in the following graph which shows the Case-Shiller indexes for two Florida
and two California MSAs. Prices did not drop by as much in California as they did in Florida, and prices today in Califor-
nia relaƟve to 2000 are higher than in Florida over the same period of Ɵme. This isn’t conclusive evidence—there are
many factors that influence the prices of homes over Ɵme—but it definitely indicates that California has not suffered
by having a more efficient foreclosure process.
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Case-Shiller Home Price IndexIn addiƟon, longer foreclosure processes and greater

foreclosure discounts have implicaƟons for the
broader economic recovery outside of the hous-
ing sector. Many homeowners facing foreclosure are
also deeply underwater. These homeowners are not
only struggling to make their monthly mortgage pay-
ments, but are also in a situaƟon where they owe
more money on their home than it is worth, leading
to an overall negaƟve networth. The feeling of having
negaƟve or very low net worth can have severe impli-
caƟons for consumer spending and business invest-
ment, as well as for new household and business for-
maƟon. Slowing down the foreclosure process could
actually forestall the ability of families to move toward a posiƟve cash-flow scenario and remove the large negaƟve
that exists on their personal balance sheets, as represented by an underwater mortgage.
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Homes with NegaƟve Equity (%)

State 2011Q4 2009Q4 2009Q4

Non-Judicial States

California 29.9 35.1 −5.2

Arizona 48.3 51.3 −3.0

Judicial States

Florida 44.2 47.8 −3.6

Non-Judicial/Hybrid States

Nevada 61.1 69.9 −8.8

Source: CoreLogic

Fortunately, since 2009, the proporƟon of homes
with negaƟve equity has declined as many homes
have gone through foreclosure. In some of the states
that were hardest hit by the housing crisis, the rate
of decline varies depending on whether or not the
state has a judicial or non-judicial foreclosure pro-
cess. Non-judicial foreclosure states in general have
smaller proporƟons of homes with negaƟve equity
relaƟve to their size. For example, in California 29.9%
of homes are underwater, compared with 44.2% of
homes in Florida.

It is also important to note that, in addiƟon to being
lower on an absolute basis, California’s negaƟve eq-
uity rate is falling faster than that of Florida. Arizona’s
negaƟve equity rate is falling much slower than Nevada’s, but Arizona had a much lower proporƟon of homes with
negaƟve equity at the peak of the housing crisis. The non-judicial foreclosure process helps homeowners get out
from under negaƟve equity homes by speeding up foreclosures. This can benefit the homeowner by acceleraƟng the
process of financial recovery, and can benefit the housing market by geƫng foreclosed homes back on the market
faster.

With outcomes like these, it is not surprising to see many groups coming out in opposiƟon to specific components of
the legislaƟon in conference commiƩee, including the Federal Housing Finance Agency. On May 15, 2012, the FHFA
delivered a criƟcism of the approach to the legislaƟve commiƩee considering the bills, noƟng that the rules “could
unduly delay the foreclosure process and add to overall lending costs. Such delays could harm the recovery of a sƟll
fragile housing market.”²⁶ Based upon Beacon Economics’ review of the exisƟng research on the subject as well as our
own independent data analysis, we concur with the FHFA and believe the proposed legislaƟon is misguided.

²⁶Marc Lifsher, “U.S. home loan regulator opposes California foreclosure bills,” Los Angeles Times. May 15, 2012.
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Seriously Delinquent Mortgages and Foreclosures

Year
Non-Judicial Judicial/Other

California Arizona Nevada Florida

Seriously Delinquent Mortgages (60+ Days Past Due)

2005 27,413 9,426 4,046 38,488
2006 43,073 8,902 5,632 45,220
2007 104,573 19,826 13,059 85,965
2008 238,676 46,446 28,190 172,562
2009 425,475 89,613 53,498 273,447
2010 431,610 84,931 52,583 252,982
2011 303,678 55,642 37,703 183,091
2012 232,233 42,204 34,095 149,884

Mortgages in Foreclosure

2005 9,823 3,527 1,527 15,868
2006 20,237 3,231 2,929 19,033
2007 84,200 12,936 11,129 68,802
2008 221,320 43,669 30,042 239,612
2009 325,628 70,663 50,020 424,529
2010 269,642 63,453 53,069 465,704
2011 207,228 44,863 39,862 464,860
2012 182,267 37,198 29,982 446,060

Source: Mortgage Bankers AssociaƟon

V. The law of unintended consequences

Throughout the crisis, borrowers put their homes up as collateral for mortgages with low interest rates. As shown in
the table below, the fact that homes are used as collateral is what keeps interest rates low relaƟve to other forms
of consumer debt. When the homes of those borrowers prove unaffordable, and borrowers are unable to pay their
mortgages, mortgage servicers take possession of the homes to pay for the loans they issued. If the goal in resolving
the foreclosure crisis is not to punish mortgage servicers but is truly to help borrowers in need, the soluƟon should
not be to target the foreclosure opƟon that affordable home loans depend upon.

There has also been research conducted on the effect of various foreclosure processes on mortgage lending. A review
of the exisƟng literature suggests that while foreclosure ratesmay decrease under a judicial process, the process is un-
likely to help borrowers to catch up on their payments. By prolonging the length of Ɵme it takes lenders to recover their
losses (by selling foreclosed properƟes), and by introducing addiƟonal costs to lenders to complete foreclosures (i.e.,
legal costs), the judicial process increases the cost of servicing home loans, which ulƟmately is passed on from lenders
to borrowers. Lenders pay for the costs of the judicial process by increasing interest rates for future homebuyers.
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It is also important to point out that the judicial process has negaƟve consequences to all borrowers—even those
who have never owned a home or been involved with any foreclosure process. According to researcher Karen Pence
(2003),²⁷ the supposed benefit to homeowners of “borrower-friendly” laws mean higher costs to lenders, who in turn
pass on those costs on to borrowers. These laws unintenƟonally reduce the supply of mortgage credit. In fact, Pence
finds that aŌer accounƟng for regional factors, loan sizes are 4% to 6% smaller in states with defaulter-friendly fore-
closure laws.

Consumer Debt Interest Rates
(NaƟonal Averages)

Consumer Loan Interest Rate

15-Year Fixed Mortgage 3.08%
30-Year Fixed Mortgage 3.78%
5/1 Adjustable Rate Mortgage 2.64%
36-Month New Car Loan 3.09%
48-Month New Car Loan 3.21%
36-Month Used Car Loan 4.33%
48-Month Used Car Loan 4.34%
Personal Loan 9.47%
Low Interest Credit Card 10.69%
Balance Transfer Credit Card 16.10%

Source: BankRate.com

In her words, “default-friendly foreclosure laws may
assist homeowners experiencing hard Ɵmes, but they
also impose costs on a much larger pool of borrow-
ers at the Ɵme of loan originaƟon.” This is espe-
cially problemaƟc in a state like California, because
it makes home ownership even more expensive at a
Ɵme when relaƟve unaffordability is a primary com-
peƟƟve disadvantage with other states. In Califor-
nia, the median exisƟng single-family home price is
$240,000.²⁸ With a 4% to 6% decrease in loan size as
a result of a stricter foreclosure process, a California
resident purchasing a median-priced exisƟng single-
family homewould need to add, on average, an extra
$9,600 to $14,400 to his or her down payment in or-
der to acquire a mortgage.
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Mortgage Application DenialsThe high home prices in California would translate

into higher down payments and credit standards for
borrowers under a quasi-judicial foreclosure process
because the cost of lending is relaƟvely higher in Cal-
ifornia to begin with. California borrowers are more
dependent upon private lending than borrowers in
other states, as fewer homes qualify as GSE “con-
forming loans.” In most of the United States, the limit
for GSE conforming mortgage loans is $417,000. In
special “high-cost” counƟes, the limit is higher, at
a maximum of $625,500, or 1.5 Ɵmes the general
limit.²⁹ Even with this high-cost premium, the cost of
housing is sƟllmuch higher inmany of these high-cost
counƟes than the naƟonal median price. For example, in San Francisco County, the median price of an exisƟng single-
family home is $631,500,³⁰ which is 3.9 Ɵmes the naƟonal median price of $163,450.³¹ The high-cost loan limit for
GSEs is only $625,500 in San Francisco County, or 1.5 Ɵmes the general limit for most homes in the country.

²⁷Pence, Karen M. (2003). Foreclosing on Opportunity: State Laws and Mortgage Credit. Board of Governors of the Federal Reserve System.
²⁸DataQuick. ExisƟng single-family home median price in California. Raw data. San Diego.
²⁹Fannie Mae. Loan Limit Look-Up Table. 2012. Raw data. Washington.
³⁰DataQuick. ExisƟng Single-Family Home Median Prices. 2012. Raw data. San Diego.
³¹NaƟonal AssociaƟon of Realtors. ExisƟng single-family home median price in the United States. 2012. Raw data. Chicago.
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A high number of homes in San Francisco County would not qualify for GSE mortgage loans simply because the cost
of housing is so high. These homes would be financed through private lending. Because those mortgages are not
government-backed, their cost is higher, as private lenders bear all the risk of defaults and foreclosures. The biggest
increase in the cost of lending that would likely follow from a transiƟon to a judicial foreclosure process, especially
considering possibiliƟes like strategic defaults, would be for these private lenders. This would have a significant impact
on the overall cost of mortgage lending in the state, given the abundance of private lending in California.

Some data already exist that can help illustrate the potenƟal consequences of Ɵghtening foreclosure rules in Califor-
nia. The graph above, which contains data from the Home Mortgage Disclosure Act from the Federal Reserve, shows
the percent of mortgages that have been declined as a share of all applicaƟons in Florida and California going back to
2003. Up unƟl the crisis began, the chance that a mortgage applicaƟon would have been declined in California and
Florida were the same. But since the crisis began, the rate of declines has spiked in Florida, but not in California. This
isn’t conclusive evidence—we cannot control for the quality of the borrower—but it is suggesƟve that lenders are
shying away from the Florida housing market.

VI. Conclusions

Throughout the recent housing crisis, mortgage servicers have foreclosed on properƟes because borrowers have been
unable to make payments on their loans. Mortgage servicers are not in the business of foreclosing on properƟes, and
their goal is to keep borrowers in their homes, as taking homes through foreclosure is rarely profitable. It is an incor-
rect assumpƟon that a more difficult foreclosure process will protect borrowers from supposed predatory lenders or
that a quasi-judicial process will result in increased foreclosure prevenƟon alternaƟves.

This proposed legislaƟve soluƟon is not likely to address the underlying causes of the recent housing market collapse,
which means that they are not in a posiƟon to prevent such housing crises from occurring in the future. In many ways,
it is the exact opposite approach to what is truly needed to address the state’s housing woes, and these bills will have
much broader consequences that will extend to the state’s enƟre mortgage market and overall economic recovery.

It is true that today, many consumers are locked into situaƟons where they have lost down payments in the wake
of substanƟally lower home prices, and find themselves deeply underwater with a housing forecast that will likely
keep them upside down for years to come. In many cases, they are struggling to make their monthly payments while
financing their daily needs. But in these cases, the best opƟon may be for the homeowner to go into foreclosure and
rent suitable housing while they work to rebuild their balance sheet and gain a more stable financial fooƟng.
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