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                                                   November 2009 
 
 
Reckless and abusive lending practices have left California victim to a foreclosure crisis with catastrophic 
consequences for families, communities, and the state economy.  Recent assessments and reports from 
policy analysts, industry insiders and the media suggest that the catastrophe is over: a bottoming of the 
housing and stock markets, the end of the recession, and the “green shoots”1 of recovery are all on the 
horizon. But the crisis is far from over in California.  Indeed, with over one million mortgage foreclosures 
looming, continuing record levels of unemployment and a worsening state budget2 that will bring more 
reductions in state and local services, California is not yet out of the woods. 
 
A number of factors combine to suggest that the California foreclosure crisis will worsen before it 
improves, including record levels of unemployment, record levels of mortgage delinquencies, and 
precipitous declines in housing values combined with defective mortgage products that have left an 
alarming percentage of California borrowers in mortgages that exceed the value of their homes.  For these 
homeowners who are “under water,” loan modifications are more difficult and less likely to succeed.  
California is also home to the largest share of very risky loans called Payment Option Arms, which the 
data show are not faring well.  Many of those types of loans, made primarily in 2004-2007, will have their 
payments reset in the next few years, drastically raising mortgage payments for borrowers and leading to 
a new wave of foreclosures.  

 
Threats to California’s Economic Recovery 

 
Economy 
 
Key economic indicators make clear the extent of the economic challenges facing California.  From the 
start of 2008 through September 2009, more than 375,000 families lost their homes.  Nearly one million 
more foreclosures are projected over the next few years.  Moreover, these foreclosures are estimated to 
cost Californians living in neighboring homes over $600 billion in lost equity.  On top of this 
unemployment is high and rising, causing more existing homeowners to default on their loans, while 
making new home loans risky for lenders.   

 
Foreclosures: 2008 + ¾  2009:  375,276 homes already lost 

2009-2012 (projected):  1,538,6003 
Spillover Impact (Projections)4 2009:  11.3+ million homes; ~$170 billion in lost equity 

2009-2012:  12.2+ million homes; ~$627 billion in lost equity 
Unemployment July 2009:  12.2 percent (and rising)5  

 
 
The September 2009 UCLA Anderson Forecast calls the unemployment situation in California “ugly” and 
notes that the still-contracting state and local government sector only compounds the unemployment 
problems.6   Anderson predicts that the unemployment rate will grow to a high of 12.2 percent for the 4th 
quarter of 2009 and will average 11.6 percent for the year, translating into a contraction in employment of 
3.7 percent for 2009.7  Anderson estimates that employment will grow by a tiny rate of 0.2% in 2010.8    
According to the Forecast, although the state economy will be growing by 2011, it will not produce 
enough jobs to get the unemployment rate below double digits until the end of that year.9 
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The bleak economic outlook is part of the spiral of bad news for California.  Although the housing and 
mortgage crisis catalyzed the recession, as the economy worsens and unemployment increases, more 
unemployed homeowners are unable to pay their mortgages, leading to more foreclosures.  These 
unemployment-driven defaults are putting further downward pressure on the housing prices and 
preventing a more robust economic resurgence.    Preventing avoidable foreclosures is therefore at the 
heart of economic recovery, which can put a brake on downward housing prices, and prevent unnecessary 
community blight that arises from concentrations of vacant homes.  
 
Large Pool of Future Foreclosures Will Keep Housing Prices Down 
 
Figure 1 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 1 above shows the growing gap between notices of default and completed foreclosures, suggesting 
a backlog of homes that are somewhere in the process of foreclosure.  For example, for the January to 
July 2009 period, there were 89,287 actual foreclosures, but there were nearly three times as many – a 
remarkable 259,993 – notices of default.10  According to the Mortgage Bankers Association, 10.8 percent 
of all California loans, nearly 850,000 loans, were 60+ days delinquent or started the foreclosure process 
as of 2Q 2009.11  The wide gap between those entering the process and actual foreclosures cannot be 
explained by loan modifications and self-cures alone.  Instead, the gap is likely due to delays in the 
foreclosure process caused by understaffing, foreclosure-prevention efforts with borrowers,12 and possibly 
calculations by servicers that foreclosures are less favorable than utilizing government toxic asset 
purchase programs.13  In any event, it is likely that the majority of this backlog will result in future 
foreclosures, as loan modifications are preventing foreclosures in fewer than one in five seriously 
delinquent loans. 
 
 
 
 
 
 

0

20000

40000

60000

80000

100000

120000

140000

160000

3Q
2006

4Q
2006

1Q
2007

2Q
2007

3Q
2007

4Q
2007

1Q
2008

2Q
2008

3Q
2008

4Q
2008

1Q
2009

2Q
2009

3Q
2009

0

50000

100000

150000

200000

250000

300000

350000

400000

450000

500000

Notices of Default Completed Foreclosures Cumulative F/C



    
 

 
© Center for Responsible Lending                                                           http://www.responsiblelending.org/california 
 

 
The Next Foreclosure Wave – Alt-A Mortgages 
 
On top of the expected rise in foreclosures from this growing pool of defaults, California is on the brink 
of a second wave of foreclosures in the Alt-A mortgage market.  A second tier of risky loans – called Alt-
A, or nontraditional loans – was made to near-prime quality borrowers.  California accounts for more than 
30 percent of the nation’s Alt-A loans originated between 2000 and 2007.14  In 2007, $61.7 billion in Alt-
A loans – 44.6 percent of all Alt-A loans – were made in California.15  According to loan data made 
available by the Federal Reserve Bank of New York, as of May 2009, there were 632,215 active Alt-A 
loans (over 190,000 of which are Option ARMs) outstanding in California (compared with 345,505 active 
subprime loans).16  Risky features of these loans included stated incomes, interest-only payments, and 
with Option ARMs, negative amortization.  As subprime loans begin to pass their payment reset or recast 
dates, Alt-A loans will enter a period of dramatic payment shocks, starting in late 2009 through 2012.  
 
Figure 2 
 

 
 
 
Option ARM loans have been facing sharp increases in delinquencies – even before facing payment 
recasts. 17    According to an analyst at Barclay’s, “in a given month, between 4 percent and 5 percent of 
borrowers who are current on their Option ARMs taken out in 2006 and 2007 default in the following 
month…”18  Fitch recently observed that total delinquencies of 30+ days were at 46 percent, despite the 
fact that only 12 percent have recast and experienced an associated payment shock.19  Figure 3 illustrates 
that delinquencies on Alt-A loans are increasing at a much steeper pace than on prime and subprime 
loans.  Alt-A 60+ delinquencies increased from less than 15 percent in April 2008 to nearly 30 percent by 
April 2009. 
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Figure 3 
 
  

                                                               
Alt-A loans include Option ARMs,20 a very 
risky type of loan.  California accounts for a 
majority of Option ARM loans nationally 
(e.g., in 2007, California originated $31.4 
billion in payment option ARMs, 55.9 
percent of the national total). 21  Figure 4 
below isolates Option ARM loans to shows 
the impending rise in Option ARM recasts 
(nationally).  As shown in Figure 5, due to 
declining housing prices and the negative 
amortization feature of these loans, the 
recasts on POARMs will cause payments to 
increase dramatically, as much as 60-80 
percent or more during the peak periods (on 
top of the yearly increases referenced 
below).22  
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Figure 524 
 

The growing delinquencies in Option ARMs 
can be attributed to risk layering in the loans 
themselves, together with economic factors of 
unemployment/underemployment, and an 
inability to refinance, presumably due to being 
underwater.  First, the great majority of Alt-A 
loans were stated income loans, subject to no 
or very aggressive underwriting, and often 
based upon inflated incomes (typically by the 
broker or lender to get loans approved).25  
Second, the Option ARM loans also have a 
negative amortization feature, so that the loan 
balance grows as the borrower makes its 
payments.  Approximately 75% of all Option 
ARM borrowers (and even higher for certain 
lenders) only make the minimum payment, 
leading to steady growth in the balance of the 
loan outstanding.26  Third, even before recast, 
the (minimum) payments on the Option ARMs 
increase 7.5 percent per year which can be 

substantial, especially where the loan was underwritten (if at all) based on lower payments, and 
potentially inflated income.  On a loan where the minimum monthly payment in the first year is $2,000, 
payments would increase to $2,670.94 per month in the fifth year, a 30 percent monthly payment 
increase.  With increasing monthly payments, growing loan balances, plummeting home values and rising 
unemployment, it is little surprise that these loans are facing higher delinquency rates. 
 

High Levels of Underwater Mortgages Could Lead to Even More Foreclosures 
 
An additional threat to recovery is the growing number and percentage of underwater mortgages, i.e., 
mortgages in which the amount owed on the property exceeds the value of the property.  Two recent 
studies provide estimates of underwater mortgages in CA.  First American CoreLogic estimated that 
nationally, 23 percent of all mortgaged properties were in negative equity position as of September 30, 
2009.27  In California, 2.4 million borrowers, or 35 percent of all properties with a mortgage, are 
underwater.28 Nearly 60 percent of these underwater borrowers owed at least 25 percent more on their 
mortgage than the current market value of the property.   
 
The estimates from Deutsche Bank—which uses more pessimistic housing price appreciation assumptions 
than does First American CoreLogic—are even more dire.  Deutsche Bank projects that 48 percent of the 
national mortgage market, including 89 percent of all Option ARMs, will be under water by 2011.29  For 
California, Deutsche Bank projects that as of Q1 2009, 54.3 percent California homeowners were 
underwater on their mortgages, and that within two years, 67.9 percent will be under water.  As noted in 
Figure 6, the projections for areas like Modesto and Stockton are more extreme with 2011 estimates at 
nearly 90 percent.30 
 
Due to the negative amortization feature of the loans, borrowers with Option ARMs are especially deep 
underwater.  According to Fitch, due to the high concentrations of Option ARMs in California, Florida, 
and other states with rapidly declining home prices, average loan-to-value ratios have increased from 79 
percent at origination to 126 percent today.31  Of particular concern, as of March 31, 2009, the average 
current loan-to-value ratio on Wells Fargo Option ARM loans in California was 151 percent.32  
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Growing levels of underwater mortgages are likely to push more already financially-strapped borrowers 
into default and/or foreclosure, either because they are unable to refinance into more affordable 
mortgages, or because they choose to walk away.33  Although data is lacking on the number of borrowers 
“walking away” from underwater homes, it is evident that some are.34  Commentators have noted that as 
the level of negative equity increases (i.e., as borrowers begin to owe $100,000, $200,000, $300,000 more 
than their home is worth), the reality can set in that the borrower will never have the opportunity to dig 
out and gain equity in the home, and/or will not have needed equity to tap for making home repairs or 
covering other unexpected expenses.  For some, the “rational” or only financially viable decision might 
be to walk away from the home even if the borrower can afford the mortgage payment, and rent or buy 
elsewhere.35   
 
Figure 6 

Deutsche Bank's Estimation of  Percent of Home Borrowers Underwater 

MSA Name 

 Percent of Borrowers 
Underwater as of Q1 

2009 

 Percent  of 
Borrowers 

Underwater as of 
Q1 2011 

Bakersfield, CA 78.8 87.4 
Chico, CA 29.6 56.6 

El Centro, CA 84.7 91.7 
Fresno, CA 71.6 81.1 

Hanford-Corcoran, CA 56.0 76.2 
Los Angeles-Long Beach-Glendale, CA 51.1 62.4 

Madera, CA 71.8 83.1 
Merced, CA 85.4 91.2 
Modesto, CA 83.5 89.8 

Napa, CA 34.8 47.0 
Oakland-Fremont-Hayward, CA 49.8 63.7 

Oxnard-Thousand Oaks-Ventura, CA 36.9 47.0 
Redding, CA 33.7 57.0 

Riverside-San Bernardino-Ontario, CA 78.2 87.4 
Sacramento-Arden-Arcade-Roseville, CA 64.9 74.6 

Salinas, CA 51.3 62.5 
San Diego-Carlsbad-San Marcos, CA 47.7 56.6 

San Francisco-San Mateo-Redwood City, CA 8.8 15.0 
San Jose-Sunnyvale-Santa Clara, CA 26.9 41.4 

San Luis Obispo-Paso Robles, CA 21.9 39.0 
Santa Ana-Anaheim-Irvine, CA 27.3 51.1 

Santa Barbara-Santa Maria-Goleta, CA 41.9 47.5 
Santa Cruz-Watsonville, CA 25.5 36.0 

Santa Rosa-Petaluma, CA 42.7 51.3 
Stockton, CA 80.5 88.0 

Vallejo-Fairfield, CA 75.1 84.3 
Visalia-Porterville, CA 70.5 79.4 

Yuba City, CA 73.0 83.9 
State Overall 54.3 67.9 
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Conclusion 
 
In the final analysis, one major point is clear: California’s economic recovery is not just around the 
corner.  We cannot simply wait and let Washington solve our problems.  If we are to get the economy on 
solid footing again, California must adequately address the mortgage crisis by preventing avoidable 
foreclosures and stabilizing the housing market for the long-term.  Among the policies the state should 
adopt:  
 

• Establish a foreclosure process that ensures that mortgage loan servicers carefully review and 
document their economic alternatives to foreclosures that will keep borrowers in their homes.  
This should include strict adherence to the Federal Home Affordable Modification Program 
guidelines, providing greater transparency to borrowers about the calculations used to make loan 
modification decisions and greater clarity about why loan modification applications are rejected. 

 
• Given the large numbers of borrows who are deep underwater, loan servicers should be 

encouraged to reduce outstanding principal balances in their loan modifications, so that borrowers 
can begin building equity in their homes.   Principal reductions are likely to be key to ensuring 
that long-term sustainability of loan modifications in areas that have experienced steep price 
declines.  

 
Without these actions, the shaky housing market will continue to infect the broader economy, and the 
drain of the economy will continue to hamper housing market recovery.  Since the failures of the 
subprime market and the resulting massive foreclosures are at the root of the economic crisis, a faster, 
stronger recovery is impossible without mitigating the hundreds of thousands of preventable foreclosures.  
If we fail to do so, we can expect the impacts of massive foreclosures—devastated communities, depleted 
tax receipts and lost family and neighborhood wealth—to continue to wreak havoc on California’s society 
and economy in a destructive cycle.  
 
We must stop the foreclosures, and stop this cycle.  Our economy depends on it. 
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