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Abstract

In July 2008, Congress established the Neighborhood Stabilization Program (NSP) to
help local governments address the neighborhood effects of concentrated foreclosures.
As of the writing of this article, a total of $7 billion has been allocated to the program.
This policy brief presents a theoretical justification for NSP and discusses how the U.S.
Department of Housing and Urban Development implemented the program.

Introduction

From the first quarter of 2006 to the first quarter of 2009, U.S. home values deflated by 31
percent.! During the same period, the percentage of mortgages more than 90 days delinquent
increased from 1.0 to 3.5 percent and the percentage of mortgages starting the foreclosure process
increased from 0.5 to 1.4 percent (both three times the previous record highs) (Apgar and Herbert,
2009). The consequences of this foreclosure crisis have been wide ranging, from the devastating
impact on individual households to the contribution to the broader economic malaise sweeping
the nation. These consequences have been covered extensively by researchers and the press

and have been the target of a number of high-profile government initiatives. But in between the
personal effects and the national effects is a less discussed level of analysis: the neighborhood.

! The S&P/Case-Shiller® Seasonally Adjusted Composite U.S. Index declined from 190.44 to 131.39 (http:/www.
standardandpoors.com/indices/sp-case-shiller-home-price-indices/en/us/?indexId=spusa-cashpidff--p-us----). The less
volatile Federal Housing Finance Agency (FHFA) Index peaked in the second quarter of 2007 and, since then, has declined
13 percent, as of the first quarter of 2010 (http://www.thfa.gov/Default.aspx?Page=87).
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In July 2008, Congress passed the Housing and Economic Recovery Act (HERA). Although better
known for placing Fannie Mae and Freddie Mac into government conservatorship, HERA also
provided $3.92 billion in funding for “emergency assistance for the redevelopment of abandoned
"% through a program called the Neighborhood Stabilization Program
(NSP)—hereafter, NSP1. In January 2009, Congress appropriated an additional $2 billion—
NSP2—through the American Recovery and Reinvestment Act (the Recovery Act).> Most recently,
the Wall Street Reform and Consumer Protection Act provided $1 billion for NSP3, which the
U.S. Department of Housing and Urban Development (HUD) allocated in September 2010.* When
referring to a program element common to all three rounds, this article uses the acronym NSP.

and foreclosed homes

The next section discusses the challenges in the housing market leading up to the passage of HERA
and presents a justification for the general idea behind NSP. The remainder of this article discusses
some of the more specific ideas HUD built into NSP and identifies some questions for continued
examination of the program.

Policy Justification

A justification for NSP rests on the premise that the foreclosure crisis was both caused and exac-
erbated partially by a failure in the housing market. Between 2000 and 2006, home prices soared
by 90 percent. Shiller (2008) argued that this increase was not justified by market fundamentals
and was substantially influenced by market psychology. As prices increase, people develop an
expectation that prices should increase; this feedback mechanism pushes prices higher and creates
a bubble. Feedback, or contagion, can also occur in the opposite direction; as the housing bubble
burst in 2006 and broader economic conditions worsened in 2008, consumer confidence and
home builder confidence both began to plummet, ultimately reaching record lows in early 2009
(NAHB, 2009; Short, 2010). Expectations were no longer of home-price increases but of flat home
prices and increasing foreclosures.

In the midst of this turmoil and uncertainty, policymakers believed that government action was
necessary to stabilize housing markets and instill confidence. The homebuyer tax credit, support
for Fannie Mae and Freddie Mac, and the Federal Reserve’s efforts to keep interest rates low all
were macroeconomic policies intended to broadly stimulate demand for housing. All applied
nationwide, across cities and regions with substantially different housing markets, and were not
restricted based on the current condition or ownership of the unit being purchased. Policymakers
also considered the idea of a more targeted intervention—a program that would soak up the
emerging glut of foreclosed units and help neighborhoods where foreclosures and vacancies were
causing particularly severe problems.

Critics of these recent efforts argue that the housing market needs to settle at a new equilibrium
point. Such a position assumes that the housing market operates fairly efficiently, that the recent
price declines were a necessary correction, and that the foreclosure process is (or should be) a

2 Public Law 110-289, Title III.
? Public Law 111-5, Title XII.
* Public Law 111-203, Title XIV, Subtitle H.
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mechanism for determining the appropriate price for a property. The consequences of this process
are either irrelevant, or considered to be commensurate with the risk that homebuyers and mort-

gage lenders should anticipate and be responsible for. Policymakers may also worry, however, that
declining property values and increasing foreclosures have consequences for the larger community.

Negative externalities resulting from increasing foreclosures could develop through several
channels. First, a foreclosed unit may sit vacant and attract crime or vandalism. Second, a fore-
closed unit may remain occupied, but occupied by someone with less long-term interest in the
neighborhood. This person may be a homeowner demoralized by the prospect of foreclosure, or a
renter living there on a temporary basis. Such households may let the property deteriorate. Third,
foreclosed properties may be sold at a discount, and then be used as comparables that drive down
values for nearby homes.

A substantial body of research on such externalities began to emerge early in the foreclosure crisis.
Immergluck and Smith (2006a) found that the foreclosure rate of a census tract has a statistically
significant effect on the amount of violent crime in the neighborhood; an increase of 1 percentage
point in the foreclosure rate corresponds to an increase of 2.33 percent in violent crime. They did
not find, however, a statistically significant effect of foreclosures on property crime or total crime.
Immergluck and Smith (2006b) analyzed the effect of foreclosures on property values, using a
cross-section of foreclosures and single-family home sales in Chicago. The authors acknowledged
the potential for reverse causation, because lower property values (negative equity in particular)
affect the likelihood of foreclosure, but they included a variable for the neighborhood’s median
property value in an attempt to control for this effect. They found that each additional foreclosure
within one-eighth of a mile from a house decreases the value of that house by 0.9 percent. When
the model is run on only transactions in low- and moderate-income census tracts, the effect is a
decrease of 1.4 percent.

Schuetz, Been, and Ellen (2008) also studied the effect of foreclosures on property values, and are
better able to address the issue of reverse causation thanks to rich longitudinal dataset. This data
set enabled them to more effectively control for pre-existing differences across neighborhoods,
which affect both foreclosures and property values. Schuetz, Been, and Ellen used subsequent
foreclosures (those that occurred after the transaction that provided the dependent variable obser-
vation) to proxy for these unobserved neighborhood conditions, and found that the negative effect
of foreclosures on property values is robust to this specification. Schuetz, Been, and Ellen also
examined whether foreclosures have a nonlinear effect on property values—whether a threshold
effect exists. They found that being near a small number of foreclosures does not depress property
values, but beyond a threshold there is a statistically significant negative effect of foreclosures on
property values.’

This emerging research suggests that foreclosures have an adverse effect on neighborhood quality,
and that effect is amplified in poor neighborhoods and when foreclosures are highly concentrated.

> The significant thresholds: more than two foreclosures between 250 and 500 feet away or more than five foreclosures
between 500 and 1,000 feet away. Both are limited to foreclosures within 18 months before the dependent variable property
transaction.
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Evidence also indicates that the subprime loans that initiated the first wave of foreclosures were
concentrated in poor, predominantly minority neighborhoods. As policymakers considered the
need for a neighborhood-based housing program, they were also concerned that the neighborhoods
likely to be hit hardest by the foreclosure crisis were those least equipped to respond. This envi-
ronment was the context within which HERA was passed and NSP was authorized.

Program Design

The basic program framework established by the respective statutes was as follows:

* Method of allocation: NSP1 and NSP3 were distributed by formula. HERA specified that the
formula be based on the number and percentage of home foreclosures, mortgage defaults,
and subprime loans. NSP2 was a competitive grant with some general criteria specified by the
Recovery Act that provided considerable flexibility for HUD.

* Eligible uses of funds (mostly the same for NSP1, NSP2, and NSP3):
+ Financing mechanisms, such as downpayment assistance or shared-equity loans.
« Acquisition and rehabilitation of abandoned or foreclosed homes.
« Land banking.
+ Demolition of blighted structures.

+ Redevelopment of demolished or vacant properties.

o Property eligibility: Properties targeted by the program generally must be foreclosed, abandoned,
or vacant, although these criteria vary subtly by eligible use and across the three rounds of NSP.

» Household eligibility: Households or individuals assisted through the program must make
less than 120 percent of the Area Median Income (AMI). A subset of funds must be used for
households making less than 50 percent of AMI.

* Community Development Block Grants (CDBG) program rules: Unless otherwise specified, the
provisions of Title I of the Housing and Community Development Act of 1974, which governs
the CDBG program, apply to NSP as well.

More than 1,200 state and local governments around the country receive CDBG funds and are
familiar with the activities that can be funded through the program. This framework made NSP
easier to administer than it would have been if HUD had established a new program from scratch.
However, CDBG is a highly decentralized program. Decisions about program design and targeting
of funding are all made by grantees, with substantial deference from HUD. Like CDBG, NSP does
not prescribe particular strategies and will result in a wide variety of interventions across a wide
variety of market conditions. HUD expects (and has already seen in NSP1) substantial variation in
the effectiveness of the different grantees; studying this variation should provide lessons for future
neighborhood stabilization efforts.

HUD’s role was particularly limited in implementing NSP1 and NSP3. HUD was responsible
for developing the funding allocation formulas, interpreting statutory requirements, providing
guidance for grantees, and ensuring compliance with laws and regulations.
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In implementing NSP2, HUD had more flexibility and discretion. In many ways, NSP2 was
designed to correct perceived flaws in NSP1. NSP1 was distributed by a need-based formula that
funded a number of grantees with limited capacity to carry out the program. The scoring criteria
specified by the Recovery Act included need, capacity, leveraging potential, and concentration of
investment to achieve stabilization. Simply having a foreclosure or vacancy problem was not
sufficient to win NSP2 funding; an applicant had to understand its particular problems, describe
an appropriate stabilization strategy, and demonstrate the capacity to carry out that strategy.

The reference in the Recovery Act to “concentration of investment to achieve stabilization” is
evidence of another important change from NSP1 to NSP2. Some senior HUD staff believe that
local officials have a tendency to spread community development funding across a town like
peanut butter on bread—a nice even coverage, to ensure that everyone gets a taste and everyone is
happy. In the case of NSP, HUD believed that such a geographically dispersed strategy would be
extremely inappropriate. HUD wanted NSP to be used like a defibrillator—a forceful government
intervention to brace a neighborhood before its heart stops for good. The hope was that such an
intervention would restore confidence and allow the market to find an equilibrium and resume
functioning. HERA provided some support for this strategy by requiring that grantees give priority
emphasis to the “areas of greatest need” (which HUD also refers to as target areas). Some grantees
argued, however, that their entire city, county, or state was an area of greatest need, while many
others identified a target area covering one-third or more of their jurisdiction. HUD struggled to
determine an adequate level of geographic targeting and did not consistently require NSP1 grantees
to concentrate on only a few neighborhoods.

With the explicit mandate from the Recovery Act, HUD increased the emphasis on geographic
targeting for NSP2. To help grantees identify where to target their funds, HUD created a web-based
Geographic Information System (GIS) platform that enabled applicants to research, identify, and
submit their target area on line.® This GIS tool also presented census tract level foreclosure risk
scores and abandonment risk scores. To ensure that NSP2 funds were targeted to the areas of
greatest need, HUD decided that a target area could be eligible only if the average risk score for the
area was at least 18 points out of 20.

These risk scores and targeting requirements have elicited a small amount of controversy. Some
NSP participants have suggested that the risk scores understate the problems they face—that the
neighborhoods identified by HUD are not actually those with the greatest needs. Others have argued
the opposite—that the neighborhoods with the highest risk scores are in such bad shape that they are
past the point where a stabilization strategy could be effective. HUD’s response was that the risk
scores were estimates, and HUD recognized that both of these critiques could be true in different
places. To build in a cushion, HUD required that the average risk score in an applicant’s target

area be 18; not every census tract had to have a score of 18. Furthermore, the abandonment risk
score and foreclosure risk score offer two different assessments of a neighborhood’s condition, and
either could be used to qualify. The targeting requirement is being continued for NSP3, with two
additional modifications to increase flexibility. First, the threshold has been lowered from 18 to 17.
Second, because some states have few, if any, areas with a risk score of 17, an area can also qualify
if its average risk score is greater than the risk score for 80 percent of the census tracts in that state.

® http://www.huduser.org/nspgis/nsp.html.
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Some NSP participants have expressed a more general opposition to the requirement of targeting
funds. For a period of time from mid-2009 to late 2009, NSP1 grantees were having great difficulty
getting their programs off the ground. Some grantees believed that the targeting requirement was
part of the problem, because it limited opportunities for REO (Real Estate Owned) acquisition

and hindered opportunities for bulk purchases. HUD has responded to this challenge by using

the target areas that grantees have submitted to develop a First Look program for Federal Housing
Administration REOs. HUD is also working to extend this program to other institutions, poten-
tially streamlining the process for grantees to purchase REOs.

Research and Evaluation Questions

NSP has truly been a work in progress, with each round of funding modifying the statutory frame-
work of the program, and with HUD continually updating policy guidance and regulations to more
effectively advance the program’s goals. Meanwhile, the housing market has continued to change;
at the national level, prices continued to decline for approximately three quarters after the passage
of HERA but have been fairly steady since mid-2009. Foreclosure starts remain elevated, but the
problem is shifting from subprime loans to prime loans, and foreclosures now result more from
unemployment than from resetting interest rates. Amid this changing environment, it is important
to continue research and debate about the need for NSP and the particular form it should take. The
following questions are intended to spur that discussion:

1. To what extent is the relationship between foreclosures and neighborhood decline mediated
through vacancy and other housing market dynamics? This question is particularly important
given the way the foreclosure crisis has progressed from subprime loans to loans previously
assumed to be of a higher quality. Do foreclosures of Alt-A loans in high-income neighborhoods
have similar negative effects on surrounding properties?

2. How has HUD decision to guide NSP funding to the hardest hit neighborhoods (based on HUD
estimates of foreclosure and abandonment risk) helped or hindered the program in stabilizing
housing markets? For a given neighborhood, is there a nonlinear relationship between the size
of an investment and the effect on neighborhood outcomes?

3. The use of NSP funds is limited by statute to properties that are foreclosed, vacant, or abandoned.
Could the program be more effective in stabilizing neighborhoods if properties of all types were
eligible, as long as they are in a qualifying target neighborhood or submarket?

4. What has been the relationship between NSP investments and private investments? Do they
complement each other, with private capital following after NSP investments bringing a neigh-
borhood to a positive tipping point? Or has competition with private investors simply thwarted
the planned investments of NSP grantees, without improving neighborhood conditions?

5. Context is extremely important to NSP. How effectively did grantees analyze the context of their
local housing markets, set appropriate program goals, and choose the best strategies to achieve
those goals?
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Conclusion

NSP1 grantees first began obligating funds in March and April 2009, and NSP2 grantees began
obligating funds in May 2010. With NSP3 funds just making their way out to grantees, an oppor-
tunity and a need still exist for continued research on how foreclosures affect neighborhoods and
how government action can mitigate any negative effects. Foreclosures show little sign of slowing
down, so lessons from this research will be very important for years to come.
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