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San Bernardino County’s Loan Seizures Would Destroy
Its Mortgage Market Just as Housing Starts to Recover

David C. John

he drive to force mortgage inves-
tors to refinance loans where

the homeowner owes more than the
house is currently worth (often know
as underwater mortgages) is reach-
ing absurd levels. In the latest exam-
ple, California’s San Bernardino
County is exploring using eminent
domain to seize certain mortgages
and require the investors that own
them to accept refinancing that
reduces the amount of the mortgage.

Not only would this be a complete
misuse of eminent domain,’' raising
substantial constitutional issues and
the prospect of years-long litigation,
but it would hurt the very people the
proposal is supposed to help.

Seizing Mortgages. Eminent
domain is usually used to take prop-
erty that is in the way of a proposed
road, government building, or simi-
lar project, and it is appropriately
limited to appropriations for public
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use. Under the approach proposed

by Cornell law professor Robert
Hockett? and endorsed by Yale pro-
fessor and New York Times columnist
Robert Shiller,® the actual property
would not be touched, but the mort-
gage itself that was used to finance its
purchase would be seized. Then the
mortgage owner (the lender) would
be paid the current value of the mort-
gage as determined by a court-over-
seen process.

That value is certain to be less
than the mortgage’s original value,
since the property is worth less
than it was when the mortgage was
first made. The county would then
refinance the mortgage for the lower
amount plus the cost of refinancing,
leaving the homeowner with a mort-
gage insured by the Federal Housing
Administration (FHA) and owing
less than the current (lower) value of
the house.

Proponents argue that this proce-
dure would enable more homeown-
ers to remain in their houses, since
those who owe more than the house
is worth are most liable to end up in
foreclosure. And by reducing foreclo-
sures, they hope to stabilize neigh-
borhoods, since a foreclosure is likely
to result in reducing the property
values of the homes around it.

The reality would be very
different.

How to Destroy a Mortgage
Market. By adding a new level of
uncertainty about whether the mort-
gages will be repaid according to
the original contract, future inves-
tors would see all mortgage-backed
securities as riskier than before and
demand that the underlying mort-
gages be written with even tighter
credit standards and higher down
payments. Potential homebuyers
with lower credit ratings or lower
incomes would find either that they
cannot obtain a mortgage or that it
would cost them more than it would
have otherwise.

Potential homeowners in San
Bernardino County would be espe-
cially affected. As 18 financial trade
groups warned in a letter to county
officials, “We expect that credit avail-
ability for home purchases and refi-
nancing of all San Bernardino loans
would be significantly compromised
if this plan would be put into effect.”

Essentially, faced with the
potential that mortgages that they
invested in could be seized by county
officials, some lenders would stop
making mortgages in the county, and
others would refuse to securitize
mortgages from the area. The 43.4
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percent of San Bernardino County
homeowners whose mortgages are
underwater® would find that they
had fewer opportunities to sell their
homes as mortgage lenders flee their
communities.

Moreover, whatever its ultimate
legal merits, the innovation is cer-
tainly to be challenged in the courts.
Even if the mechanism were to pass
judicial muster, it would be months
or years before it could be actu-
ally used. These challenges would
be further fueled because the San
Bernardino County program would
apply only to mortgages with pay-
ments that are up to date—not to any
in which the homeowner has fallen
behind. It would be harder for the
county to say that those homeowners
need government intervention since
they have been able to make their
payments on time.

Furthermore, just as with the
many earlier attempts to cause
mass refinancing of underwater

mortgages,® the program appears to
promise much more than it would
actually deliver. San Bernardino
County has an estimated 150,000
mortgages that are underwater.”
However, county officials say that the
program that the county is consider-
ing would apply to only about 20,000
to 30,000 of those mortgages,? at
most 20 percent of the total.

As mentioned, the program would
apply only to mortgages that are cur-
rent, but in addition, it would only
apply to mortgages that were secu-
ritized by private entities and not
those securitized through Fannie
Mae or Freddie Mac or mortgages
insured by the FHA, which amount
to only about 10 percent of the total
outstanding nationwide.’ In short,
about 80 percent of the underwater
mortgages in San Bernardino County
would not qualify because they are
either federally insured or because
the homeowner is behind on mort-
gage payments.

Is the Need for Refinancing
Passing? Housing activists and gov-
ernment agencies have focused on
refinancing underwater mortgages
since mid-2007. While their focus
was understandable in a weak mort-
gage market where housing prices
were falling, there are now signs that
the market is improving in many
areas around the country. In the sec-
ond quarter, asking prices increased
in 84 of the largest 100 communi-
ties'® with inventories tightening.
Even Las Vegas, one of the hardest
hit housing markets, is improv-
ing,'* as are some cities in Arizona,'?
another area where housing prices
were severely affected. While full
recovery is still far off and could be
derailed by another economic down-
turn, the situation is no longer as dire
as it once was.

Given this, it is time to recon-
sider the need for mass refinanc-
ing programs, especially those that
must rely upon extraordinary legal
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methods, such as questionable uses
of eminent domain. The simple fact
is that, no matter how supporters
tried to bend the rules, most of these
programs have actually helped only a

relatively small number of borrowers.

Even the Federal Housing Finance
Agency has resisted mass refinancing
and warned of the potential risk of
doing so.'®

Misguided Intervention. The
growing recovery of the housing
market and the rise in prices that
will result from it is far more likely
to assist underwater borrowers

than any revised or new government
program. Rather than raising hopes
and expectations that a government
effort can never meet, underwater
borrowers will actually see their
home prices gradually rise with
those in the rest of their community.
Itis true that a full recovery to their
home’s former value may take years
or never come, but this is better than
government efforts that would never
work in the first place.

Both Congress and government
agencies have along record of “solv-
ing” problems about the time that

they go away on their own. Mass
refinancing programs such as those
proposed in San Bernardino County
should be dropped.

—David C. John is Senior Research
Fellow in Retirement Security and
Financial Institutions in the Thomas
A. Roe Institute for Economic Policy
Studies at The Heritage Foundation.
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