
DISTR E SSED R E SIDEN TIA L R E A L E STATE: DIM ENSIONS , IMPACTS , A N D R E M EDIE S 

19

Session I: 
Estimating the Volume in the Foreclosure/REO Pipeline
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Assessing the Volume in the Distressed Residential Real Estate Pipelinei

Dick Peach, Senior Vice President, Federal Reserve Bank of New York

	 •	Recent	indicators	suggest	that,	at	the	national	level,	the	housing	market	may	finally	be	on	the	mend.		
  Housing starts and sales of new and existing single-family homes are trending up gradually. Home  
  prices have stabilized and begun to rise modestly after falling roughly 30 percent from their 2006 peak.  
  Serious (90+ day) first mortgage delinquencies have declined to a little under 3 percent as of 2012Q3 from 
  a peak of 5 percent in 2010Q1.

	 •	While	these	are	certainly	positive	developments,	the	nation	is	confronted	with	a	very	large	“pipeline”		
  of loans which are 90+ days delinquent and in foreclosure. As shown in Chart 1, as of 2012Q2 there  
  were about 1.3 million loans 90+ days delinquent, about 1.5 million properties in the foreclosure 
  process, and about 450,000 properties on lenders’ balance sheets as real estate owned (REO).

	 •	Table	1	presents	a	ranking	of	states	by	two	criteria—the	state’s	share	of	the	total	number	of	properties		
  held as REO and the number of properties held as REO as a percent of the total number of first 
  mortgage loans in the state. Large states at the center of the housing boom and bust such as California
  and Florida account for a large share of the total REO inventory. However, in other states, such as 
  Michigan and Illinois which are not typically associated with the boom and bust, properties in 
  REO represent a large share of the stock of outstanding mortgages.

i The views expressed in this article are those of the author and do not necessarily reflect the views of the Federal Reserve Bank of New York or the Federal 
Reserve System.
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	 •	Nationally,	the	average	number	of	days	a	mortgage	loan	is	seriously	delinquent	and	in	foreclosure	
  before becoming REO (days delinquent at foreclosure start) has increased dramatically as the housing
  crisis has unfolded. As shown in Chart 2, that average increased from around 300 days in 2007 to nearly
  800 days by mid-2012. The increase has been most pronounced in “judicial foreclosure” states. 

	 •	Going	forward,	a	key	determinate	of	the	number	of	properties	flowing	into	REO	will	be	what	happens
  to the average number of days seriously delinquent prior to REO. Shown here are maps of the United
  States depicting three possible scenarios for what could happen: First, if the recent trend for the length
  of time in serious delinquency continues through the end of 2013; second, if the trend stabilizes near
  mid-2012 levels; and third, if the overall trend is a decline toward pre-crisis levels. For each scenario, we
  project the change in the number of properties in REO from mid-2012 through the end of 2013.
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	 •	Under	the	first	scenario,	shown	in	Chart	3,	most	of	the	country	would	experience	declines	in	the	
  number of properties in REO through the end of 2013. However, New York and New Jersey would 
  experience increases of 40 percent or more.

	 •	Under	the	second	scenario,	shown	in	Chart	4,	an	increasing	number	of	states	would	see	sizeable	
  increase in REO inventories, particularly the states of the Northeast and Midwest.

LOREZ

LOREZ
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	 •	Under	the	third	scenario,	shown	in	Chart	5,	most	of	the	eastern	two	thirds	of	the	country	would	
  see increases of 40 percent or more.

	 •	Table	2	presents	the	top	12	states	ranked	by	the	percentage	change	in	REO	inventory	under	the	three
  scenarios. Again, the largest increases under all three scenarios would be in the states of the Northeast
  and Midwest. What is interesting is that the states typically associated with the housing boom and
  bust—California, Florida, Arizona, and Nevada—do not appear on this list.
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	 •	To	get	some	insight	into	why	California	is	not	on	the	list	of	the	top	12	states	while	New	Jersey	is,	Charts	6
  and 7 look at the situations in those respective states. While California saw a surge in serious delinquencies
  and foreclosures in 2008 and 2009, since then the numbers of loans in each category have been declining.
  While average number of days in serious delinquency and in foreclosure did increase in California—to
  683 days as of 2012Q2—the increase was considerably less than in New Jersey—to 932 days. Thus, while
  the current volume of REO in New Jersey is quite low, the number of loans in serious delinquency and
  foreclosure remain relatively high. Thus, under all three scenarios discussed above, New Jersey experiences
  large percentage increases in REO.

	 •	About	the	data:	The	national	and	state	level	data	on	number	of	properties	in	90+	days	delinquency,	
  in the foreclosure process, and in REO were provided by CoreLogic under contract with the Federal  
  Reserve Bank of New York. The projections of future REO inventories were conducted by CoreLogic  
  under a range of alternative assumptions about average days in 90+ days delinquency and average days 
  in foreclosure. Aside from changes in those two variables, all other state and loan category roll rates
  were held constant at their second quarter 2012 averages. These roll rates were also based on the existing
  CoreLogic state level home price projections through the end of 2013.
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Measuring the Size and Distribution of the Distressed Residential Real Estate Inventory 
in CT, NJ, and NY
James R. Follain, Senior Fellow, Rockefeller Institutei

The purpose of the presentation at the Federal Reserve Bank of New York Conference is to offer estimates of 
the size of the distressed residential real estate inventory. The estimates pertain to Single Family Residential 
(SFR) properties among the largest counties in the three states within the Federal Reserve Bank of New 
York District: CT; NJ; and NY. This brief summary references many of the exhibits contained in the 
presentation, which can be viewed at the Rockefeller Institute website.ii

The terminology and analysis underlying this presentation builds upon a widely accepted framework used 
to discuss and measure distressed real estate. This framework discusses three stages of distress. The first 
stage (Stage 1), as defined in this presentation, identifies those properties in which borrower equity is 
negative.iii The second stage (Stage 2) includes those properties in which the foreclosure process has begun but 
not yet been completed. The third stage (Stage 3) measures the foreclosure or REO (real estate owned) 
inventory, which consists of SFR properties that have been foreclosed upon by the lender or its representative 
and await sale back to the regular market via REO sales.

This presentation focuses on estimates of Stage 1 and Stage 3. The analysis also offers insights about the 
speed at which these inventories dissipate and the wide variation in the sizes of these inventories among 
local housing markets within the three-state area. The analysis uses public records-based data provided 
by Collateral Analytics and builds upon previous work by Norman Miller and Michael Sklarz in their 
monthly articles entitled Lessons from the Data.iv

The literature on the distressed real estate inventory is relatively recent and growing. In a recent paper for 
the Lincoln Institute of Land Policy, Follain (2012) demonstrates a strong empirical connection between 
the Stage 3 inventory and growth rates in house prices at the county level for 2005-2010.v The larger the 
REO inventory, the slower the growth in house prices holding constant a variety of other traditional drivers 
of house prices. As such, learning about this inventory and ways to reduce the size of this inventory is 
important to promoting a complete recovery of the housing market.

i Follain is also the principal of James R. Follain LLC, a consultant to Collateral Analytics https://collateralanalytics.com/about/), and an advisor to FI 
Consulting (www.ficonsulting.com).
ii http://www.rockinst.org/pdf/public_policy_forums/NYFRB%20Forum_10022012_follain_final.pdf.
iii An alternative definition of Stage 1 distress is the number of borrowers who are delinquent in their mortgage payments. This is the definition discussed 
in the presentation by Richard Peach.
iv See Lessons from the Data at: http://www.proteckservices.com/homevalueforecast/hvf-lessons/.
v See “A Search for the Underlying Structure Driving House Prices in a Distressed Environment”: http://www.lincolninst.edu/pubs/2158_A-Search-for-the-
Underlying-Structure-Driving-House-Prices-in-a-Distressed-Environment.
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The estimates of the Stage 1 inventory indicate that over 800,000 SFR properties in the counties examined 
have negative equity; specifically, the values of the properties are no more than 95 percent of the outstanding 
debt on the properties. About 485,000 of these properties are in New Jersey. Three counties in New Jersey— 
Ocean, Camden, and Essex—each have over 40,000 properties with negative equity (See Table 1). The size of 
this stage of the inventory is, on average, six times larger than the inventory in 2005.

One goal of the analysis is to depict the wide variation in the sizes of this inventory among submarkets 
within the three states. One exhibit does so by presenting a map of the percent of the SFR stock that has 
negative equity at the county level (See Figure 1) in 2012. An even more geographically focused exhibit 
examines the variations at the ZIP code level within Nassau County, NY (See Figure 2). Note that the “hot 
spot” for properties with negative equity are in or near Hempstead, NY, where over 38 percent of the SFR 
inventory has negative equity.
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Measures of the size of the Stage 3 inventory are presented in Table 2 and Figure 3. A key point is that 
this inventory is much smaller in absolute size than the Stage 1 inventory. About 20,000 properties are 
in the REO inventory among the three states. These constitute about 0.4 percent of the SFR properties in 
the counties examined. Erie County in the Rochester area has both the highest percent at 0.9 percent and 
the highest absolute number at 2,065 in 2012. The inventories in NJ and NY are about the same size in 
absolute terms, about 8,300 each (See Table 2). Again, maps highlight the wide variation in this stage of 
distress among the counties in and around the New York Metropolitan area (Figure 3). Suffolk County, NY, 
and Essex, NJ, have inventories of 1,360 and 1,143, respectively, in 2012.
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Another issue focused upon in this presentation pertains to the transition of the Stage 3 inventory via 
REO sales. This transition offers insights about the time it will take to eliminate the inventory. One such 
measure offered is the number of months it will take to eliminate the REO inventory via REO sales at the 
recent pace of REO sales (Table 3). These tabulations suggest the inventories would be eliminated in about 
one year in CT, two to three years in NJ, and five years or so among many counties within NY. A limitation 
of this measure is that it does not take account of new entries into the Stage 3 REO inventory generated 
by new foreclosures. Indeed, a very different and more somber picture emerges when this is done. These 
measures indicate that the entry rates are about the same size or slightly smaller than the exit rates (See 
Table 4). Hence, taking account of both entry and exit suggests that it will take a very long time for these 
inventories to dissipate absent new policies or the return of a strong housing market.
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Several conclusions from the analysis and possible next steps are highlighted on the final two slides. First, 
distinguishing among the various stages of the distressed inventory is important. In the case of these three 
states (CT, NJ, and NY), the Stage 1 inventory is huge compared to the Stage 3 inventory and they have 
grown considerably since 2005. Second, there are wide variations in the sizes of these inventories among 
local housing markets. This suggests that a “one size fits all” policy to deal with these inventories is not 
optimal. This conclusion is also highlighted in the speech made at the conference by Governor Elizabeth 
Duke. Third, we have much to learn about the transitions that affect both the growth and the dissipation 
of the various inventories because the research documents wide variations in these transition rates within 
the counties in the three states.

The presentation concludes with some upbeat observations about the great potential of data sets with which 
to study the distressed inventory and its evolution. The geographical granularity of these data are extremely 
valuable and will allow policy makers to drill down to those areas in which the problems associated with the 
distressed inventory are most pronounced. Also, these new data sets provide an opportunity to study the prob-
lem at the property level. An example of what economists call “duration analysis” is presented for three ZIP 
codes in the three states. This work tracks properties from the time they enter into the Stage 1 inventory until 
the end of the data period or until they exit via foreclosure, short sale, regular sale or other relatively minor and 
miscellaneous reasons. More work of this type is possible and strongly recommended.


