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A House Divided
FORUM COLUMN
By Lauren E. Willis

      Although we rode the tide of rising home prices longer than most, last month California experienced the second highest foreclosure rate in the country; more than one in 200 homes here received foreclosure notices in June alone. Analysts predict we have not yet seen the worst of it, and, absent bold government action, between this year and next we will see one in 20 homes foreclosed upon. 

      Within California, some areas are bearing the brunt - Stockton, Merced, Riverside and Sacramento have been swamped with foreclosures, and within them, particular neighborhoods have been ravaged. When a single community suffers too many foreclosures, a tipping point is reached; lenders will not lend in the area and families do not want to move there, leaving the remaining homeowners trapped.

      Foreclosures are devastating for localities. Between this year and next, California will lose about $100 billion in state and local taxes. At the same time, government expenses are up. Properties left vacant must be secured or crime and accidental fires increase. When owners do not, local governments must maintain property to avoid public hazards. Uprooted children can suffer emotionally and make the job of educating them more costly, and all family members are at risk of emotional and resulting physical health problems that tax local hospitals and clinics. 

      Recently California enacted urgency legislation that attempts to head off foreclosures before they occur and to pressure owners that obtained properties through foreclosure to maintain them. Avoiding foreclosure and its resulting blight are the right goals, but the new law, SB 1137, is unlikely to reach them.

      Servicers are firms that collect monthly payments and perform foreclosures for owners of home loans, usually banks or mortgage-backed securities trusts. For owner-occupied homes, SB 1137 requires the servicer to attempt to contact the borrower 30 days prior to filing a notice of default and, either at an in-person meeting or by phone, to assess the borrower's financial situation and explore alternatives to foreclosure.

      This provision will slow down the foreclosure process, giving borrowers 30 more days to find refinancing. Where the reason a foreclosure rather than a short sale, deed-in-lieu or loan modification is being pursued is because the servicer and borrower had not spoken, the law could do some good. 

      But if a servicer wanted to do a workout prior to SB1137, nothing prevented it from contacting the borrower. Borrowers who are in dire enough financial straits to stop paying on their mortgages are difficult to reach, but the new law makes that no easier. Once contact is made, a servicer can explore alternatives, reject them and foreclose.

      Why would a servicer prefer foreclosure? To develop new loan terms requires employees who understand mortgages to spend significant time collecting, verifying and analyzing information on the borrower and property. Although the foreclosure process is not cheap, a servicer's duty to front a defaulting borrower's monthly payments to the bank or securities trust that owns the loan ends once a foreclosure occurs, and underwriting a modified mortgage may not be successful. That the foreclosed property is of little value is not the servicer's concern; the servicer does not own the property, although it usually is responsible for managing it until resold. 

      Another roadblock to mortgage workouts has been uncertainty about servicer authority when acting on behalf of investors in mortgage-backed securities. When a borrower is in serious default, the servicer unquestionably has the authority to foreclose. Whether the servicer can modify the loan contract is less clear. Although many servicers have that authority where the net present value of the modified loan exceeds that of a foreclosure, some do not. SB 1137 does not resolve this issue.
      Determining whether the net present value of a foreclosure is less than any alternative to foreclosure is somewhere between inexact and impossible in the current economic environment. Again, only knowledgeable employees possibly can make this judgment, and it takes time for them to do so. Most servicers lack the resources to hire staff to handle this on a large scale.

      Perhaps in hope that if servicers lack personnel to develop alternatives to foreclosure, nonprofit loan counselors will, the law also requires servicers to provide borrowers the U.S. Department of Housing and Urban Development toll-free phone number to find a counseling agency. But counselors have had difficulty obtaining loan modifications, and those they have obtained are not even keeping pace with new foreclosure filings. These swamped agencies are unlikely to have the resources to help borrowers determine their best alternative or whether a proposed workout will do more than delay the inevitable. Of the loans modified in the first half of 2007, 40 percent are headed back into foreclosure already. 

      Mortgage loans were made without serious underwriting for many reasons, and one was that lending is cheaper and faster when you do not bother to establish whether loans are affordable. To go back now and underwrite new, modified loans one by one will take more time and money that it did to originate the loans in the first place. But California communities do not have that kind of time. A crisis calls for a response that solves problems en masse, even though such a blunt instrument will surely be overly generous to some and will hurt others. 

      To avoid foreclosure-related blight, SB 1137 places a duty on lenders or others that obtain residential property through foreclosure to maintain it. Government entities have the power, after giving these foreclosure owners 30 days to correct the problem and an opportunity for a hearing, to impose fines of up to $1,000 per day for violations of this duty. Fines go to local nuisance abatement programs. 

      The value of this provision will depend on how it is enforced. Most localities are trying to use existing nuisance laws to compel foreclosure owners to clean up vacant property. But localities lack the staff to handle the volume of poorly maintained properties, and must devote the resources they have to abatement rather than legal battles with foreclosure owners. 

      Evading fines imposed under SB 1137 could prove to be easy. The duty to maintain falls only on the owner that acquired the property through foreclosure. This foreclosure owner might form a separate landholding corporation to which it immediately sells the property. Or, should the courts find that too flimsy, independent companies might buy foreclosed properties at a steep discount, the foreclosure owner being eager to unload maintenance costs and the risk of fines. New owners are not covered by SB 1137.

      To ameliorate the displacement of tenants of foreclosed properties, SB 1137 gives these renters 60 days' notice before eviction.

      This provision seems reasonable. So reasonable, in fact, that it is not clear why renters or homeowners ever should have to move out of foreclosed property before it has been purchased by someone who plans to live in or otherwise productively use it. The residents would need to pay market-rate rent, and determining the rate could be tricky. But with housing occupied, local government expenses will stay down, giving localities sufficient resources to devote to solving that problem.

      Again, a crisis calls for a sweeping response, even though such a solution cannot be perfectly fair. Lenders, homeowners and investors took unprecedented risks, and now the government must look to unprecedented solutions. For the long-term good of California, we need to take bolder action. 

      
      Lauren E. Willis is an associate professor of law at Loyola Law School Los Angeles. She specializes in civil procedure, consumer law and consumer financial services.
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