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AN ANALYSIS OF UNDERWRITING AND APPRATSAL
PRACTICES AND THEIR IMPACT ON CREDIT AVAILABILITY

Summary

Two of the primary keys to understanding the issue of
disinvestment in irmer city and older suburban neighborhoods
by some financial institutions are the underwriting and ap-
praisal methods utilized by these institutions. This paper
analyzes traditional underwriting and appraisal techmniques
and the impact they have had on the perceived prudence of
lending in older neighborhoods. The paper compares these
traditional appraisal and underwriting practices to the
existing studies of default and foreclosure risks in older,
minority and racially changing commmities, concluding that
the studies do not substantiate the lewvels of risks tradi-
tionally associated with such areas.



AN ANALYSIS OF UNDERWRITING AND APPRAISAL
PRACTICES AND THEIR IMPACT ON CREDIT AVAITABILITY

"The biggest problem with our generation
of bankers is that they don't know how

to do risk analysis.' - Ronald Grzywinski,
Chairman of the Executive Committee,
South Shore National Bank of Chicago.

At the heart of the controversy over redlining,
disinvestment and reinvestment is the question of risk anal-
ysis. Viewed from a lender's point of view, the decision
not to lend -- or to lend on more restrictive terms -- in
certain areas which he perceives as risky may appear to be
a wise business decision dictated by his responsibility to
protect his depositors and stockholders. Viewed from the
commmity's point of view, such decisions cut that commmity
off from its access to vitally needed credit.

Disinvestment studies (conducted by public officials
and commmity groups) which document the lack of convention-
al mortgage money in older, minority, or racially changing
neighborhoods across the country have served to dramatize
the issue, and to force examination of it by public offi-
cials. These studies, however, do not necessarily address
the question of whether lenders are making unfortunate, but
essential, business decisions which negatively affect cer-
tain neighborhoods in order to avoid taking undue risk and
incurring excessive losses on loans in these commmities.
What separates a wise business decision from one
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which creates a self-fulfilling prophecy of neighborhood de-
cline is the validity and accuracy of the lenders' claim
that commnity conditions create unacceptable credit risks.

The importance of proper risk analysis is emphasized
in a quote from a publication of the nation's single largest
mortgage holder:

Generally, mortgage lenders impose credit
restrictions on geographical areas because,
rightly or wrongly, they believe that property
values have declined or will decline so that
the security behind their long-temm mortgage
loans will disappear before the loans are
repaid. If the lender's judgement as to
threatened values is correct, his action will
prevent consumers from over-improving or over-
paying for homes. If the lender's judgement
is mistaken, he will contribute to the very
decline in neighborhood values which he fears.

It is essential that lenders base their analysis of
the risks involved in a loan on sound, well-informed, and
trustworthy methods. The analysis of lending risks, which
is called loan underwriting, has become more and more pro-

fessionalized and subject to uniform standards. Many of
these professional standards incorporate models of neighbor-
hood life cycles and assumptions about sound neighborhood
conditions which are based on little, contradictory, or frag-
mented evidence. The application of these models or assump-
tions to a specific loan, in a specific commmity, at a spe-

cific point in time, therefore, may not be a sound practice.
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Analyzing Neighborhood Risks: Underwriting

Lenders consider the risks involved in msking a loan
from two perspectives. The first is the creditworthiness of
the borrower. This is called credit underwriting. In the

past, credit underwriting has been based on rules of tinumb
about what sources of income should be taken into account,
how much a person should spend on housing, what is the bor-
rower's total debt to income ratio, a person's past credit
history, and even a person's race, sex, or religion. Recent
changes in federal and state laws now forbid lenders from
employing standards which consider the ethnicity, sex or re-
ligion of the borrower, and prohibit the arbitrary use of
standards which disqualify certain sources of income, such
as a wife's second income or welfare payments.

There is no body of literature linking underwriting
standards to the lack of availability of credit in low-in-
come, older, minority or racially changing neighborhoods.

In spite of this fact, however, standards for determining
the creditworthiness of borrowers continue to be the object
of public scrutiny since it is clear that their arbitrary
use by lenders can reduce, and even shut off credit to en-
tire commmities.

The second risk consideration involwves what is called
property underwriting. When a lender makes a mortgage loan,

for example, the property serves as collateral. No lender
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would want to loan more than the value of the collateral.

If the homeowner fails to make the mortgage payments and de-
faults on the loan, the lender has to foreclose and take the
property. He must be able to sell that property for enough
to repay the outstanding value of the loan, the lost inter-
est payments, any unpaid real estate taxes on the property,
and all of the fees and legal costs associated with fore-
closing and reselling the home. If the final sale price is
not enough to cover all these costs, then the lender will
lose money.

The risk of default exists potentially on ewvery loan.
The lender's job is to reduce his risk to a minimm by doing
careful underwriting. In order to insure that lenders are
prudent underwriters, federal and state laws regulate the
lending practices of depository institutions to insure that
they loan less than the full market value of a property. The
lender is required to have a ''cushion" of some amount between
the estimated value of the home and the actual amount of the
mortgage. Thus the lender requires a dovmpayment from the
purchaser to make up the difference between the sales price
of the property and the amount of the loan.

Lenders have property appraised to estimate the value
so that they then can determine the amount that they will
loan on the property. The appraised market value may not
be the same as the sales price since the actual price a per-

son pays may be affected by unique conditions -- such as
4



buying a home at a special low price from a relative, or pay-
ing more than it is worth because of some personal sentiment
for that home. The appraisal tells the lender the estimated
value of the property. However, a mortgage is a long-term
loan which is paid back slowly.

Typically a lender requires about a twenty per cent
downpayment as a cushion against losses from foreclosure.
If the value of the property decreases rapidly, however, then
this cushion may not be enough to pay all the costs associ-
ated with foreclosure. Thus, the lender must anticipate the
trends in the market, and decide whether there are threats
to the future value of the property which represent an un-
reasonable risk for a standard loan.

If the lender perceives that values currently are
decreasing, or are likely to during the term of the loan,
then the lender has several options: (1) _1_:rhe lender can im-

pose more restrictive conditions on the loan by raising the

amount of the downpayment, increasing the interest rate, or

shortening the length or "texm of the mortgage. In the first
case, the lender loans a smaller amount to reduce what he

has at risk. In the second case, the lender charges more
for taking the risk. In the last case, the lender gets paid
back in a shorter time, reducing the amount of time that his
money is at risk. A lender may decide that the risk is so
great that he must impose two, or even all three, of these

restrictions.



(2) Another option for the lender is to insure the

mortgage against loss. There are several private mortgage

campanies which insure part of the loan value against loss
vhen the lender makes a loan with an unusually low downpay-
ment, say only five or ten percent. Also, the Veteran's Ad-
ministration (VA) and Federal Housing Administration (FHA)
programs guarantee or insure the full value of the loan -
thus making it almost risk free for the lender.

(3) The final option for the lender is simply not to

make the loan at all. The charge of redlining most commonly

occurs when the lender decides not to loan in a certain area
at all. Requiring insurance, and/or applying restrictive

terms to all loans in certain areas, howewver, also represents
a form of arbitrary denials of credit if the measurable risks

do not warrant these measures.

The Link Between Appraisal and Underwriting

As part of the underwriting process, both federally
and state regulated lenders are required to base their esti-
mates of the present value of a property on an appra:i.sal.2
An appraisal is an "'expertly informed opinion' of the pre-
sent value of the property.

There are three standard methods of appraising a pro-
perty: one based on the income the property will produce;
another based on the cost of construction; and a third based

on comparing the property to the sales prices of comparable



properties.
The last method -- called the market value approach

-- is thought of by lenders as the most reliable since they
can directly compare subject properties to the existing sales

market. The income approach is commonly used for income-pro-

ducing properties -- such as shopping centers or multi-family
buildings -- not only because potential income is the primary
consideration, but also because, unlike homes, there may not
be enough sales of reasonably comparable income properties

to use the market value approach.

The market value approach requires the appraiser to
select comparable properties which have sold in the same
neighborhood in the recent past. The appraiser must use his
subjective judgement to make adjustments when the properties
are not exactly camparable in construction, amenities, age,
etc. There will always be some adjustments since no two
properties are exactly alike in every way. Adjustments must
also be made to account for value trends and estimated chan-
ges in value which have occurred since the time of the sales
of the comparable properties. Finally, if the comparables
are not taken from the same neighborhood as the property be-
ing appraised, the appraiser will make adjustments for dif-
ferences in the neighborhoods which he feels affect the value
of the property.

These last two considerations -- value trends and

neighborhood factors -- draw upon the appraiser's = ._.«




professionally informed judgement about what neighborhood
conditions effect property values and what trends in values
should be anticipated and incorporated in the appraisal of
present value.

Aside fram trying to determine the present value of
a property, the lender is concerned about the longer term
value trends or threats to the security of the property.
This part of property underwriting is essentially like ap-
praising except that value trends are anticipated for a
longer period of time. Lenders have relied on appraisers,
their professional standards, teclmiques and assumptions for
developing their own long-term property underwriting stan-
dards. Frequently, lenders train their underwriters by en-
rolling them in the programs of the professional appraisal

organizations.

The Professional View of Neighborhood Risk Factors

The literature, training mamuals and texts of the
professional real estate appraising industry define the stan-
dards, assumptions and models used in judging neighborhood
factors and loan risks. A review of the development of its
literature reveals the sources upon which these standards,
assumptions and models are based.

The early works on appraising and real estate princi-
ples reflect views on the relationship between ettmic change,

age of the commmity and commmity life cycles which still



appear in much of the professional materials today. Two
theories of urban decay are commonly used to support the
contention that neighborhoods pass through natural life
cycles and that racial change indicates a cycle of decline.
Both of these theories, or models, were developed at the
University of Chicago in the 1920's and 1930's. They are
the "Human Ecology'' model and the '"Filtering Model."

The Human Ecology Model was formulated principally

by the Chicago School of Sociology in the work of Robert
Park, Roderick McKenzie and Ernest Burgess. It became the
dominant social model of wrban development. This model
stems from a strong social Darwinistic tradition, where not
only animals, but people were seen to survive and reach
positions of power and status because they were inately the
strongest species. This school was also heavily influenced
by plant biology, particularly studies of how various plants
would take over a piece of land previously occupied by dif-
ferent species. It was believed that the "'invading'' plant,
as it was called, drove out the original inhabitants be-
cause the invaders were better suited to the particular
envirorment.3

When applied to human society and the neighborhood
development patterns of urban areas, in particular, this
model held that different groups of people "infiltrated"
and ''invaded" territory held by others, and that through
a process of "competition'' -- which was a kind of war of



survival -- the group most suited to that enviromment would
win out and eventually take over completely. Neighborhoods
and commmnities, therefore, were seen not so much as cons-
cious man-made enviromments, but rather as natural phenomena
subject to the laws "of all nature."

As the level of industrial technology in the society
advanced, certain areas were seen as best suited to that
level of technology, and thus become the location of the
most successful businesses and residents. Areas less suited
to advanced technology become inhabited by the businesses
and residents least suited for survival at that state in
the evolution of society and teclmology. Thus, areas,
neighborhoods and commmities were identified as going
through natural life-cycles where they grow to a point of
success, but then as the teclnology of the society develops
and favors different locations, the commmity is invaded
and taken over by lower uses and lower class people in con-
tinuing waves of invagion, competition and succession.

There are temporary plateaus of stability when the
area is occupied by a homogeneous population or land use,
analogous to a single species of plant taking over its
most beneficial location. When this homogeneity is inter-
rupted by the "invasion'' of a different type of land use,
property or class of persons, however, this starts the
dowrward cycle. According to the literature based on the

human ecology model, therefore, the process continues until
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the area reaches its inevitable place as a slum.

Race and the Models of Decline

Robert Park's own statement about the Eastern Euro-
peans then occupying Chicago's slums best expresses the
Darwinistic, and discriminatory biases of this lmuman ecolo-
gy model of neighborhood dynamics:

In the great city of the poor, the vicious

and the delinquent, crushed together in an un-

healthful and contagious intimacy, breed in and

in, soul and body, so that it has often occurred

to me that those long generations of the Jukes
and The Tribes of Isimael would not show such

a persistent and distressing wniformity of vice,
crime, and poverty unless they were peculiarly
fit for the enviromment in which they are con-
demmed to exist.4
At the same time, a colleague of Park's, Homer Hoyt,
was working on real estate models of land values. In an
historical analysis of land values in Chicago, Hoyt in-
cluded a discussion of race and land values. He surveyed
some local realtors (members of the Chicago Real Estate
Board, which prohibited members from selling to a Black on
a White block). One West Side realtor gave him a list of
ethnic groups ranked in descending order, from those which
are most desirable to those which have the most adverse
effect on property values.
The list was as follows:>
1. English, Germans, Scotch, Irish, Scanda-
navians
2. North Italians

3. Bohemians or Czechs
4. Poles
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Lithuanians

Greeks

Russians, Jews (Lower Class)
South Italians

. Negroes

. Mexicans

OWwoo~NOoUn

1
McMichael's Appraising Manual, often called the

Bible of appraising, is a commonly used appraisal text which
was first published in 1931. Appraisers were then advised
to determine whether there were "undesirable racial elements"

in an area.6

The 1951 edition responds to a Supreme Court
decision striking down racially restrictive covenantsby saying
it created 'further confusion to appraising properties in
foreign and Negro-occupied districts.' The text then praises
Hoyt's study of land values in Chicago and reproduces his
ranking of etlmic groups and their effect on property val-
ues. Following this there is a discussion of how the '"in-
gress' of certain ethnic groups precedes bligint.7 The most
recent edition of the text (1975) still contains Hoyt's

list'8

This orientation is superimposed on a work which
Hoyt did for the FHA in 1939, The Structure and Growth of

Residential Neighborhoods in American Cities.? In this

book, Hoyt defines what has come to be known as the "'fil-
tering'' or 'trickle-down'' model of neighborhood decline.
This model suggests that as properties and neighborhoods
get older, they filter down into the hands of poorer and
less capable people until they finally become slums. This

12



filtering concept, which transforms the human ecology model
into real estate terms, has been the basis for various models
of the life cycle of neighborhoods in later real estate and
appraisal literature.

Although Hoyt is considered the founder of the fil-
tering model, Frederick Babcock, who gained his real estate
experience while working in Chicago during the time the Chi-
cago School of Sociology was developing, implied such a fil-
tering concept in his influential 1932 book, The Valuation

of Real Estate. After describing six characteristics of
neighborhood decline, Babcock states:

The process can be described as inevitable
in all residential districts. Given time, all
such areas become decadent districts or slums
occupied by the poorest, most incompetent, and
least desirable groups in the city. Ragged ur-
chins play on marquetry floors.

Two pages later he comments:

Most of the variations and differences be-
tween people are slight and value declines are,
as a result, gradual. But there is one differ-
ence in people, namely race, which can result
in a very rapid decline. Usually such declines
can be partially awoided by segregation and this
device has always been in common usage in the
South where white and Negro populations have
been separated.10

The first edition of the American Institute of
Real Estate Appraisers' (AIREA) text, published in 1935,
echoes Park, Hoyt and Babcock by warning of the adwverse
effects of the "infiltration of inharmonious racial groups."
The text suggests that areas can be protected from these

13



adverse effects by deed restrictions 'which forbid whites
to sell their homes to blacks."

Accompanying his testimony before a HUD meeting
on Redlining in July of 1976, Walter Winius of the Ameri-
can Institute of Real Estate Appraisers submitted 21 arti-
cles which have appeared in the Institute's "'Appraisal
Journal'' since 1938. "The Journal"' does not represent the
official position of the Institute, but was described as
"A Forum for the presentation of new ideas and concepts
having to do with the appraisal of real estate, many of
vhich have ultimately appeared in our textbooks.'" He ex-
plained that an article in 1959 by Charles Abrams '‘issued
a clarion call in respect to the analysis of neighborhoods."
That article suggested that there had been a bias against
integrated neighborhoods and against blacks, and that this
bias was unwarranted. Winius cited several articles pub-
lished prior to 1967 which demonstrated, using statistical
studies, that racial change had no adverse effect on pro-
perty values.12 Nevertheless, in the 1967 edition of the

Institute's basic text, THE APPRAISAL OF REAL ESTATE, the
chapter on Neighborhood Analysis reads:

The value levels in a residential neigh-
borhood are influenced more by the social
characteristics of its present and prospec-
tive occupants than by any other factor.
Therefore, the appraiser must give major
ggnsideration to the importance of social

ta.

The causes of racial and religious con-

flicts are not the appraiser's responsibility.
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However, he must recognize the fact that values
change when people who are different from those
presently occupying an aref advance into and
infiltrate a neighborhood. 3 (Emphasis ours.)

The Student Outline used in a 1973 session of the

Institute's basic course reads:

Ethnological information also is signifi-
cant to real estate analysis. As a general
rule, homogeneity of the population contri-
butes to stability of real estate values. In-
formation on the percentage of native bormn
vwhites, foreign whites, and non-white popula-
tion is important, and the changes in this
composition has a significance. As a general
rule, minority groups are found at the bottom
of the socio-economic ladder, and problems
assoclated with minority group segments of
the population can hinder commmity growth.
Similar comments are appropriate for occu-
patior)1a1 types in a commmity.!* (Emphasis
ours.

In a slide show on single-family appraising shown
during that course, the scene of a burned out store was ac-
companied by the words: '...One exceptional factor which
may affect value is the influx of inharmonious social or

racial g‘1701.11)s."]"5

Recent Changes in the Use of Etlnicity in Appraising and
Underwriting

In the past few years, there have been several at-
tempts made by appraisal and underwriting organizations to
eliminate clear references to the relationship between
changes in ethnicity and property values. The most recent

text of the American Institute of Real Estate Appraisers
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(1973) is purged of the language in the 1967 version which
mentioned racial change as a threat to values in a neigh-
bo:chood.]'6 In addition, they introduced in 1976 a set of
sample questions and answers on race and property values to
be used by their instructors to answer student questions
on the subject. These answers also deny that race neces-
sarily effects property values. 7

The savings and loan industry is the largest origi-
nator of home loans, making more than 50 percent of all
such mortgages. The Federal Home Loan Bank Board (FHLBB)
directly regulates federally chartered savings and loan
associations; and through its Federal Savings and Loan In-
surance Corporation (FSLIC) indirectly regulates the prac-
tices of most state chartered savings and loans.

In 1974, an opinion from the General Counsel for
the FHLBB stated that consideration of the ethnic composi-
tion of the area where a loan is to be made is a violation
of Civil Rights I..aw.]'8 Moreover, later regulations adopted
by the FHLBB state:

The use of lending standards which have
no economic basis and which are discriminatory
in effect is a violation of law even in the
absence of an actual intent to discriminate.
However, a standard which has a discriminatory
effect is not necessarily improper if its use
achieves a sound business purpose which carmot
be achieved by means which are not discrimina-
tory in effect or less discriminatory in effect.

Refusal to lend in a particular area solely
because of the age of the homes or the income
level in a neighborhood may be discriminatory
in effect since minority group persons are more
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likely to purchase used housing and to live in
low-income neighborhoods. The racial composi-
tion of the neighborhood where the loan is to

be made 1s always an 1 er underwritil con-
sideration, 19 ?ﬁﬁ:{s ours., )

The U. S. League of Savings Associations is the

trade organization of the savings and loan industry.
Among the fimctions which this organization performs is
the training of lenders seeking advancement in the indus-
try. For years the organization has trained its members
on the use of its own recommended appraisal form, known
as the "Green Hornet " (Residential Appraisal Form 17-
PRA). One of the items on this form asked for the "eth-
nic composition” of the area. The appraiser -- either

a staff member of the S & L, or a contract appraiser --

was to check off either "'stable' or 'unstable' conditions.
In response to the 1974 opinion of the General Coun-

sel of the FHLBB, this form was changed to replace ethmic
information with data on ''sales velocity." In the League's
underwriting text, the wording surrounding the copy of the
Green Hornet form was not changed. In addition, the league's
1975 text, Lending Principles and Practices, states that
racial change, even fear of racial change, is identified

with increased volume of sales -- thus linking sales velo-

city to ethnic change.20
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Definition of Stable Neighborhoods

These changes have deleted direct statements that
racial change leads to declining commnities. The defini-
tion of a neighborhood as relatively homogeneous, however,
remains. Both the 1967, and the recent(1973) editions of
the AIRFA text defines a neighborhood as ''a homogeneous
grouping of individuals, buildings or business enterprises
within, or as part of, a larger comm.trﬁ.ty."21 Both versions
go on to say:

Residential neighborhoods assume many

of the characteristics of the individuals

who live in them. These neighborhoods ex-

press the mutual desires of people with com-

parable interests, related traditions, and

similar social and economic status.22

The notion that a neighborhood should be homogeneous
in order to remain stable or to increase in value is rein-

forced by what appraisers and underwriters call the princi-
ple of conformity. The American Institute of Real Estate

Appraisers states that "the principle of conformity holds
that maximm value is realized when a degree of sociologi-
cal and economic homogeneity is present."23 The manual
of the Society of Real Estate Appraisers (SREA) presents
eight aspects of the principle of conformity:

Similar types of houses.

Houses of similar utility.

Similar age and size of houses.
Similar quality of houses.
Similar price range of houses.

btpHwroH
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6. Residents' income in the same general
bracket.

7. Residents of similar cultural, education,
ethnic and social backgrounds. (Emphasis
ours.) 2%

8. Similar land uses.

The AIREA, in their most recent text, claims that
it is "the appraiser's minimm task to analyze the neigh-
borhood in accordance' with the seven principle factors
vhich they claim are advantageous to a neighborhood. One
of these factors is "'a homogeneous population with a sense
of civic respotnsibility."25

Thus while overt references to the adverse effects
of racial change on property values have been expunged from
recent texts and appraisal forms, the appraiser is left
with definitions of stable and desirable neighborhoods
vhich rely heavily on the notions of homogeneity and con-
formity. The recent version of the ATRFA's text removed
explicit statements about religious and racial factors but
replaces it with this vague statement:

No matter how attractive a particular neigh-
borhood may be, it does not possess maximum
desirability unless it is occupied by people
who are reasonably congenial. This imples
a comumity of interest based upon common
social or cultural backgrounds. Above all,
home purchasers with children usually de-
sire the best advantages that they can af-
ford: and this includes compatible families
as neighbors, 26

It appears that a uniform statement that racial
change harms neighborhood values has been replaced by a

new position leaving this decision up to the individual
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appraiser, guided by the neighborhood definition of homo-
geneity and the principle of conformity.

The Cycle of Decline Model

The belief that neighborhoods inevitably, or at
least typically, pass through a life cycle of birth and
death has been extracted from the work of Park and Hoyt
and placed at the core of the professional appraisal and
underwriting wisdom on neighborhood risk analysis. The
model has permeated not only real estate literature, but
popular beliefs as well. Nonetheless, surprisingly little
research has been done on the causes of decline and im-
provement since Park first introduced the theory in the
1920's based on his analogy to plant behavior.

To test the theory, a study would have to test all
the possible causes of decline against each other over a
large nunber of different commmities across the country.
Such a study would have to be continually repeated to in-
sure that as time passed and the enviromment changed, the
causes of decline didn't also change. All of these studies
would have to favor a single model or set of causes in order
to justify the acceptance of the model. Among the things
which would have to be taken into account as causes of de-
cline or improvement would be not only age and racial
change (as is the case with the model used in underwriting
texts), but also the individual market behavior of the
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residents, the actions of govermment bodies, the impacts
of lending decisions on the viability of the neighborhood
economy, external conditions such as the state of the re-
gional and national economy, the rate and location of new
development, and finally, the interrelationships among all
of these factors.

No such study exists: What exists are some frag-

mented, often conflicting, studies of these individual
factors. Most research is based on one, or a small group
of comumities in one location at one point in time.27

Most contemporary descriptions of life cycle models
were designed to describe how heavily blighted or abandoned
areas progressed to this state.28 Obviously such areas
declined from an earlier and healthier condition. These
models can, and do, break down this decline into sewveral
stages. There is no indication in such studies, however,
that all commmities should be expected to pass through
these cycles.

The most recent, and most popular, example of life
cycle models was published by HUD in 1976. This model is
called The Dynamics of Neighborhood Change, and was pro-
duced by Public Affairs Counseling -- a division of the

Chicago-based Real Estate Research Corporation.29 The
model is based on literature existing before 1974 and not
on any new research in the area. The bibliography shows

that many of the major disinvestment studies in existence
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at the time were not included.30

Much of the literature
cited are personal case studies from members of the appraisal
and underwriting industry.

The model describes neighborhood decay in terms of
these five stages: Healthy, Incipient Decline, Clearly
Declining, Accelerating Decline and Abandoned. The model
does not claim that decline is inevitable once it begins,
as did Babcock. However, the model is based on the exis-
ting real estate literature, and reflects many of the
racial considerations we have examined.

A "healthy' neighborhood is described by a series
of physical, social and economic characteristics. One of
those characteristics is "moderate to upper income levels,"
and another is, '"Ethnic homogeneity.”3l As a neighborhood
moves into "incipient decline,'" it is seen as reaching a
critical point, since spontaneous recovery from a later
stage of decline is seen as extremely difficult.3? Two of
the characteristics which describe a move into the stage
of "incipient decline" are listed as '"aging housing stock,"
and "influx of middle income minorities." In the ''clearly
declining," stage ''decrease in white in-movers' and 'more
minority children in schools'3> are listed as two charac-
teristics.

The document identifies even the perception of ra-
cial change as a factor which might accelerate the process
of decline. It reads:
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What is important is how fast the neighbor-
hood declines...First, the cause of the
original softening is important. If, for
instance, the cause was racial change in
neighborhoods some distance away and the
intervening neighborhoods are similarly
changing, then the rate of decline may
increase rapidly. Turnover may shoot up
and the neighborhood may move from 'in-
cipient decl:i.gi' to 'clearly declining'
very quickly.

Although there is a lack of evidence in support of
such models, they are clearly stated as facts in the ap-
praisal and underwriting professions. For example, the
most recent text of the SREA reads:

All neighborhodds exhibit a life cycle
vwhich varies only in the intemsity and
duration of each phase. The phases are:

(1) Development and Growth. This is the
period during wnich prices are increasing,
and the neighborhood is built up.

2) Stabilit_‘;z. This period may last
from approximately the 10th to 15th year
of the life of the neighborhood, perhaps
through its 40th year. This is general-
ly the period of highest value and at-
tractiveness of the neighborhood.

(3) Transition and Decline. This occurs
as the attractions of the neighborhood
are offset by those of new, competitive
areas. The properties become function-
ally obsolescent, as does the pattern of
the neighborhood. New uses begin to move
in, and transition frequently results in
lower values.

(4) Renewal and Rehabilitation. In some
instances, it is possible to renew and
revive a neighborhood. Examples may be
found in nearly every city: e.g., Old
Town in Chicagg, and Society Hill in
Philadelphia.
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Homogeneity, Conformity, and Mortgage Risks

In spite of the emphasis which appraisers and
underwriters have placed on the need for homogeneity and
conformity of land uses, building types, styles of con-
struction and social characteristics of the residents
and aside from some studies of race and property values,
there are not studies which systematically compare homo-
geneous and heterogeneous commmities to assess the risk
posed by lack of conformity and uniformity. These notions
were based an the Human Ecology model derived from analo-
gles to plant behavior.

Though there have been no systematic studies,
there is some indication that mixed land uses and building
types may actually be beneficial. A major study carried
out for HID tried to estimate the optimm land mix best
suited for envirormental impacts. This study, The Costs
of Sprawl, cited a high degree of mix between commercial,
industrial, low-rise and high-rise development as the most
beneficial. Moreover, while underwriters have been looking
critically at mixed use patterns in older commmities,
they have viewed the development of the Plarmed Unit Devel-
opment (PUD) concept for new development as a sound, even
risk reducing, techmique. One of the basic temets of the
PUD is that the developer is allowed to mix land uses and
conbine single-family, multi-family and commercial or in-

dustrial uses within the same development area. By not
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depending upon one particular style of building or one par-
ticular market, the developer is supposed to minimize the
risk of failure in the project and maximize the development

of socially and economically sound commmities.

Risks Posed by Race and Racial Change

1. Property Values and Racial Change

An analysis of the major studies on property values
and race reveals that in all but one of the studies, pro-
perty value trends either increased or remained about the
same after racial change.:‘}6 In the one study which docu-
ments that prices did not rise after racial change -- '"Ra-
cial Succession and Changing Property Values in Residential
Chicago' -- the author notes that values were declining
prior to Black entry.37 Seven of the studies which con-
sidered the socio-economic factors of the incoming blacks,
indicated that the blacks had either a higher class lewvel
or a higher income level than the whites who already lived
in the a:rea.38 Finally, there are two studies of racially
changing areas in Chicago which arrive at different conclu-
sions about racial change and property values.>?

The existing studies of property values and racial
change do not take account of the effects of disinvestment.
There are same areas where racial change has taken place
and where property values have declined, or risen at rates

lower than in comparable white areas. One would expect
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that disinvestment, once it takes place, would eventually
effect property values. There is one study which examined
both disinvestment and property values.

A detailed study of disinvestment in Northwest
Philadelphia compared similar commmities, one which
changed racially and one which did not.%® The area which
changed racially actually showed increases in family income,
level of education and employment status compared to the
area vhich did not change. The study traced both the level
of conventional mortgages and the property values in the
two areas. Generally, property values rose more in the
racially changing area prior to heavy disinvestment by
conventional lenders. After several years of disinvest-
ment, property values in the racially changing area slowed
and increased at a lower rate than properties in the all
white area.

2. Studiesof Mortgage Default and Foreclosure

There are a number of studies of factors which pre-
dict default and foreclosure. Most of the studies were car-
ried out in the 1960's, during a period of unusually high
foreclosure rates throughout the lending industry. Most
focused on FHA and VA loans and paid little attention to
the factors associated with conventional loans. Since
1970, several more studies have been done, but most of
them, like the earlier studies, have serious methodologi-
cal problems, such as poor and biased samples; exclusion
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of several factors beliewved to be important in delinquency
and foreclosures; lack of data on a neighborhood level;
and lack of attention to explaining the causes of the sta-
tistical relationships presented.‘*l

Most of the studies suggested that delinquencies
and foreclosures were related to factors representing the
individual characteristics of the borrower, the conditions
of the loan, or the condition of the property.42 Of the
three studies which suggest that neighborhood factors do
influence delinquency and foreclosure rates, two of these
studies were carried out in the Pittsburgh area.*3

The one study which was not carried out in Pitts-
burgh was done by FL\INIA.I"l+ It covered only two FHA low-
income programs, and used zip codes as the basic unit of
analysis. It did not consider the individual loan charac-
teristics which previous studies had found to correlate
with mortgage risk. While there were some correlations
with neighborhood (actually zip code) characteristics, they
were not strong and race was not one of these factors. In-
terestingly, this study showed that the level of indictments
for illegal use of federal housing programs was one of the
most important predictors of foreclosure in one program.45

A Pittsburgh study found that no neighborhood char-
acteristics were associated with both delinquency and fore-
closure, and that only high neighborhood unemployment was
associated with j’foreclosure.46 All the neighborhood factors
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together could explain only twelve percent of the delinquen-
cy levels and nine percent of the lewels of foreclosures on
the loans studied.

A second Pittsburgh study by George von Furstenberg
and Jeffrey Green represents the most detailed study of
neighborhood characteristics and delinquency in mortgage
payments.47 The study found no conclusive relationships.
It could not identify any clear relationship between racial
characteristics of an area and delinquency rates. The study
did find a relationship between the age of the mortgaged
property and delinquency, but this was not consistent with
an earlier, more extensive, study made by vonFurstenberg
alone.48 The von Furstenberg and Green study suffers from
the fact that all the loans studied came from one lender,
and do not represent the general market, or even all of
Pittsburgh.

The most recent study of mortgage risks was produced
by Andrew Brimmer for the U.S. League of Savings Associa-
tions.*? Tt was published in April of 1977. This report
attempts to separate risk from racial discrimination. It
concludes that irmmer city, minority commmities represent
higher risks. However, the study was not based on any new
research. The conclusions were based on an earlier study
from the FHLBB which showed that minority-owned S&L's did

not perform as well as white owned S & L's.50
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The study had no data on the actual location or con-
ditions of any loans made by any of the white or minority
S & L's, but simply assumed that the white S & L's loaned
in vhite areas and that the minority institutions loaned
in immer-city, minority areas. The FHLBB study of minority
institutions was not intended to evaluate the lending risks
in any area. Like most other such studies, it draws atten-
tion to the lack of management expertise -- not lending risks
-- as the major cause of low performance by minority insti-
tutions. Thus, this study is of limited value since its
findings are based on the unfounded assumption that certain
minority institutions did not perform well because they were
lending in minority neighborhoods.

There are several examples of sound lending opportu-
nities in older, minority, racially changing commmities
for lenders who ignore the conventional wisdom of decline
and risk. At HUD's meeting on discrimination in mortgage
lending, held in Hartford in 1974, Robert Gnaizda, a public
interest lawyer, presented a study which showed how the
largest savings and loans in California had redlined the Mis-
sion District of San Francisco. Then he indicated that a
minority-owned institution, formed in the last two years,
had placed 887 of its loans in the Mission District with not
one current delinquency, default or foreclosure.S]' In testi-
mony before HUD's Philadelphia Meeting on Redlining in 1976,
James Vitarello of the Washington, D. C. Residential Mortgage
Investment Commission, gave an example of another
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minority~owned institution in Washington (Independent
Federal Savings and Loan Association) which has 89% of
its loans in the City of Washington. It has no defaults
on any of these 1oans.52

In the South Shore commmity of Chicago, which had
been defined as being ''clearly declining," a local group of
investors bought out the bank which was trying to move out
of the area because the racial change and alleged decline
had made it impossible for them to survive. The new ow-
ners set out to make the bank a wvehicle for commmity de-
velopment. They have reversed the bank's losses and turned
larger profits each year. Last year alone, the bank made
52 home loans in its commmity. It has only two defaults
and no foreclosures on these loans.53

In Philadelphia there is a program by several of
the commercial and mutual savings banks to revise their
underwriting practices in order to include older neighbor-
hoods. The new underwriting criteria permit conventional
lending in any block which does not have more than ten
percent of the properties abandoned and vacant. Even if
the abandorment rate is higher, conventional loans will be
made if there is evidence of cammmity activity to put the
block back on its feet.54

In spite of what many lenders consider these exces-
sively liberal definitions of a sound neighborhood, the

delinquency rate for the Philadelphia Plan has been as low
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or lower than for mortgages in the suburban areas around

Philadelphia.
Conclusion

The purpose of this paper has been to describe
the training literature of appraisers as a means of better
understanding the extent to which built-in biases about the
desirability of racially and economically homogeneous commu-
nities influence risk analysis. The review should not be
taken as a condemation of appraisers and underwriters, but
rather as an attempt to understand how professional train-
ing has contributed to the biases that many of them have
against lending in older, minority, racially changing, low-
income and mixed use neighborhoods.

Many of the underwriting practices used to estimate
risk are based on general assumptions of the negative ef-
fects of race, age, mixed use and commmity life cycle.
These assumptions seem to have little or no basis in fact --
especially when applied as universal principles. They do
not inform us about the actual risks in older, racially
changing, minority or mixed use commmities. It is not im-
mediately evident what the actual risks in lending in such
camumities are. What is clear is that the existing rule
of thumb methods for judging that risk are not valid or
reliable. The actual analysis of risk in a neighborhood

must be based on information from that specific commmity
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and not on a study conducted in another coammmity, in
another state and at some other point in time.

One of the problems which faces those who realize that
the old assumptions are not valid is that underwriters have
used them for so long that they have not developed data bases
of actual measures of risk for the commmities they serve.
Accordingly, underwriters are not trained to define and re-
cognize what are legitimate indicators of risk.

This lack of sophistication in doing risk analysis
is a general problem, and does not apply simply to older
commmities. The reliance on assumptions that new develop-
ments were sound investments due to their being the first
of the growth stages in the life cycle of a commmity have
led to massive investments in suburban residential and com-
mercial developments by banks and savings and loan associa-
tions. The financial crises and shaky financial status of
several of the nation's largest banks, and several savings
and loan associations, has not been due to risks involved
in lending in older, racially changing, or minority commmi-

ties. Rather it has been due, in part, to the umanticipated

risks imvolved in speculation in some resort areas, suburban
and large-scale commercial developments.

This suggests -- as the Grzywinski quote at the begin-
ning implies -- that lenders must undertake risk analysis on
a case-by-case basis, and discard broad gemeralities and ar-

bitrary rules of tlwmb. Lenders have a legitimate concern
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about protecting their investment in case of foreclosure.

They must be able -- especially in the early years of a

loan before substantial equity has been built up -- to re-

coup not only their investment in properties, but also the

ancillary costs associated with foreclosure. In order to do

this, they must be reasonably certain that the value of the
property always exceeds the value of the loan on that pro-
perty. This requires that they do careful, but individualized,
appraisal and underwriting in advance.

Appraisal and underwriting training and techniques will
continue to be the subject of close public scrutiny until
consumers feel that their access to credit, and their housing
choices, are not being artificially limited by outmoded methods
of doing risk analysis.
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