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The Cerisis and Latino Families

by Janis Bowdler, Roberto G. Quercia, and David Andrew Smith

Numerical assessments of the downturn sometimes feel inadequate, so the National Council of
La Raza and UNC’s Center for Community Capital studied the human side—how foreclosures

have affected Latino families nationwide.

Advanced Manufacturing in New England

by James Brett and Mike Reopel

A recent New England Council study shows that although advanced manufacturing is strong in
the region, active partnerships among educators, government, and companies will be critical for

future growth.

Rhode Island Unemployment
by Leonard Lardaro, University of Rhode Island
Rhode Island has had an unusually high unemployment rate in recent years. So Communities &

Banking asked a local expert why that might be and what is being done about it.

Coordinating Homeowner Assistance

by Spencer M. Cowan and William M. Rohe, University of North Carolina at Chapel Hill
Low-income homeowners are eligible for both weatherization programs and rehabilitation
programs, but a recent study found that the requirements and benefits of each differ enough to

make coordination difficult.

Mapping New England: Loan Modifications
by Kai-yan Lee, Federal Reserve Bank of Boston
A comparison of median FICO scores and the effects of the Home Affordable Modification

Program yields surprising visuals.

Viewpoint:The Subprime Meltdown
by Kathleen C. Engel and Patricia A. McCoy
Today there is a frequent refrain that the subprime collapse was unanticipated. On the contrary,

say the authors, many saw it coming. Step by step, they walk readers through the warning signs.

Strengthening Early Care and Education

by Louise Stoney and Libbie Naman Poppick, Opportunities Exchange

High-quality early care and education is vital for children, but business challenges often keep
providers from reaching their potential. Sharing business services can free providers to make

important quality improvements.

Vermont’s Creative Economy
by Mollie S. Burke, Vermont State Representative
Brattleboro, Vermont, one of the top 10 small “Art Towns” in America, shows how the arts can

boost a region’s economic vitality with only moderate public investment.

How Loan Modifications Affect Credit Scores

by Prabal Chakrabarti, Federal Reserve Bank of Boston

Homeowners who receive loan modifications and avoid foreclosure may be startled to learn
that participation in the loan-modification program adversely affects their credit score. The

Boston Fed’s community development director explains.
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I put a $56,000 down payment for the house.
It was a lot and I lost everything.
Everything I made since I've been working here.

he financial crisis can be measured in many numerical
ways.t It can be measured by the 8 million homeown-
ers delinquent on mortgage payments, the 57 trillion in
lost household wealth, the 30 percent decline in house
prices, the 15 million homeowners underwater, or the

by Janice Bowdler, doubling of the unemployment rate.?
Roberto G. Quercia, and ) ) : .
David Andrew Smith But there is another side to consider—the stories of

families. With the effects on families in mind, the
University of North Carolina’s Center for Community
Capital and the National Council of La Raza partnered
to study Latino families, interviewing members of 25
foreclosed families in Texas, Michigan, Florida, Georgia,
and California.
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Psychological Effects
The study found that both intra- and inter-
family relationships were dramatically
affected by housing and financial instability.
Families often experienced marital difficul-
ties and had to make major changes to plans
involving their children. Children who
experienced instability in the home had
difficulty concentrating in school.
Although little is known about the
impact of foreclosure on Latino families
specifically, prior studies have identified the
psychological harm it does to families in
general. And the implications of research on
such disruptions as divorce, medical crisis,
unemployment, school changes, and hous-
ing instability suggest that foreclosure, too,
inflicts broad and deep damage on families

and children.

“Grandpa, why didn’t you pay the house?”
And I'm like, “Well, you don’t understand right
now, but its something that happened that [
didn’t want it to happen but—"And she says,
“When I'm older, I'll buy it again for you.”

Numerous causes of foreclosures were
identified in the UNC/NCLR study, but
loss of income was most often paramount.
Most families experienced a “pile on” effect
with multiple setbacks, such as health emer-
gencies or resetting of mortgage payments,
and the loss of income was the final straw.
Families went to great lengths to stave off
foreclosure, taking second jobs, borrow-
ing money, and draining savings. Several
reached out to their lenders, but none of
those interviewed were offered a workable
alternative to foreclosure, and many were
frustrated by lenders who lost their paper-
work or used their payments for new fees
rather than for arrears.

Ways of Coping

1 got the license to drive a truck ... think-
ing that I could save the house ... And
that was even worse because I wasn’t with
them ...1I didn’t see them. Imagine that.

None of the families spent time in a shelter
or on the streets, though several admitted to
coming close. Instead, they relied on social
networks. Moving in with family or friends
was the most common first step after leav-
ing the home.

I'm living with a brother... He has a
Jamily of six. Plus us three, its nine, so were
very crowded there.

Most turned to family or friends for
financial support, too. Public benefits
became a lifeline for others. Under stress,
parents and children experienced both
physical and psychological health problems
or the exacerbation of existing conditions.
Nevertheless, several parents reported
cutting back on medical care.

Signs of depression, increased anxi-
ety and tension, and feelings of guilt and
resentment were commonplace. Muld-
ple moves and cramped living conditions
frequently led to a sense of instability, which,
when combined with financial pressure, led
to arguments and resentment among family
members—even to divorce and separation.

Children’s

behavior at school were also affected.

academic performance and

[My children can’t] get used to a new
school. It too soon.

Ten of the families said that their
children had to change schools, and several
parents deemed the new schools inferior to
the prior schools. Many parents perceived
that their children were becoming with-
drawn and were having trouble making new
friends. Families also reported that children
were not as able to participate in extra-
curricular activities because of challenges
getting to and from school.

Although changing schools was often
traumatic for the children, none of the
families interviewed accessed the benefits
available under McKinney-Vento Home-
less Assistance Act. The Act gives children
without a permanent address the right
to attend the school of their choice. The
district is required to provide free transpor-
tation. Although McKinney-Vento liaisons
reported increases in families served since
the start of the crisis, they suspected that
former homeowning families were under-
utilizing their services. School district staff
thought such families were less comfort-
able accessing social services. One liaison
said that the goals of advancement and self-
sufficiency, powerful drivers in immigrant
communities, might have kept former hom-
eowners in the Latino community from
seeking help.
their home
represented a financial investment that they

For most families,

expected would pave the way for future
security. It was a symbol of economic
advancement and achievement. But family
finances actually suffered from homeowner-
ship. The interviewed families reported an
average of $89,155 lost because of buying
homes and making improvements. Addi-
tionally, they said, their credit had been
destroyed. As a result of the setbacks, many
made changes in their long-term financial
plans, including their plans to help their
children with expenses, such as education
and major asset purchases.

But despite the financial, social, and
psychological effects on families’ plans for
the future, most still expressed faith in their
ability to regain their economic footing and
to achieve the “American Dream.”

Quest for Solutions

These stories are just a microcosm of a
broader trend. Communities of color are
experiencing the effects of the crisis at
higher rates than other groups. Minority
borrowers were disproportionately likely
to receive the kinds of mortgages most at
risk of default.? Cities and regions with size-
able Latino populations have been among
the hardest hit—Nevada, Arizona, Florida,
and California—and Latinos have experi-
enced the largest increase in unemployment
of any group since the recession began in
December 2007.% Latino homeowners carry
66 percent of their net worth in their home,

The interviews are a
warning that more
foreclosures will have
a devastating,
long-term impact on
the well-being of
families, children, and
communities.

making foreclosure particularly devastat-
ing.® The housing crisis is expected to result
in a loss of as much as $98 billion in collec-
tive Latino household wealth.®

The interviews provide a window on
the stories behind the numbers. They are
a warning that more foreclosures will have
a devastating, long-term impact on the
well-being of families, children, and com-
munities. They also lend urgency to the

P This Communities & Banking article is copyrighted by the Federal Reserve Bank of Boston. The views expressed are not necessarily those of the
Bank or the Federal Reserve System. Copies of articles may be downloaded without cost at www.bos.frb.org/commdev/c&b/index.htm.
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quest for solutions. Three recommenda-
tions are most urgent.

First, stabilize families in crisis with
more-effective interventions to reduce
foreclosures. Those families who cannot
sustain homeownership should be allowed
to stay in their foreclosed homes as rent-
ers where possible or else receive access to
good-quality, affordable rental alternatives.
Families who have lost their homes should
be encouraged to access public benefits.
One specific recommendation is to change
the narrow Department of Housing and
Urban Development definition of home-
lessness to align with the Department of
Education’s broader definition, as a number
of families who are eligible for education-
related supports are ineligible for HUD’s
federal homeless assistance (shelters, transi-
tional housing, and the like).

Second, work on recovering and
rebuilding the economic security that
millions of families across the country have
seen evaporate. (A credit-scoring amnesty
would also help to isolate the negative con-
sequences of the recession.)

Third, in reforming financial services,
include protections that promote access to
fair lending and have stronger enforcement
provisions.

Finally, expand research studies to
include a rigorous, quantitative examina-
tion of the impact of foreclosures on families
and children. We hope that our preliminary
investigation will encourage policymakers
interested in understanding the true cost
of foreclosure to look into the faces of the
millions of children affected by the crisis.

Janis Bowdler is deputy director for the Na-
tional Council of La Raza’s Wealth-Building
Policy Project. Roberto G. Quercia is a city
and regional planning professor at the Uni-
versity of North Carolina at Chapel Hill and
director of the Center for Community Capital.
David Andrew Smith s a development ana-
byst with Enterprise Community Investment in
Maryland.
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Advanced Manufacturm
in New England l
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when a fledgling United States was beginning to gain its global identity
as an economic powerhouse, there was little question as to what was
driving that distinction. The New England region was the economic
engine of the country, and the exponentially expanding need for manu-
factured goods fueled that engine. The demand for shoes, textiles, and
other mass-produced goods seemed endless, and the manufacturing
industry in New England flourished.
by James Brett Nothing is constant, times change. Even though the high-yield

and Mike Reopel manufacturing industry has shown longevity, very few people believe
that the future of manufacturing in New England lies in producing
low-tech goods in high volumes. Traditional manufacturing has been on
the decline for years, and to remain competitive, a strategic approach
is necessary, one that capitalizes on New England’s strengths. A mix of
highly skilled and educated workers, engineers, business developers,
and financiers makes the region uniquely suited to excel in advanced

manufacturing.?
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Advanced manufacturing is character-
ized by innovative approaches that create
complex products and devices with a high
standard of operational excellence. Rather
than profitability derived from the sheer
number of goods produced, advanced man-
ufacturing relies on technical expertise for
profit, with production volumes typically
quite low when compared with standard
manufacturing.

Important to New England’s efforts
to foster a strong economic outlook, the
advanced-manufacturing sector offers not
only highly skilled jobs but also well-pay-
ing ones. In turn, these jobs in specialized
industries strengthen the overall economy
and create new employment opportunities
across a whole range of social strata.

In New England, it is estimated that
nearly 60 percent of manufacturing jobs can
be classified as advanced manufacturing,
meaning that advanced manufacturing has
now outpaced its traditional counterpart.
Among the companies that host the jobs
are the multinational Raytheon, headquar-
tered in Waltham, Massachusetts. Others
are smaller, emerging companies, such as
Insight Tech-Gear, which is headquartered
in Londonderry, New Hampshire, and is a
leading supplier of optical instruments to
the military. Between the scope and size of
these two businesses lie hundreds of similar
companies that contribute mightily to the
New England economy.

Perhaps more than any other area in
the country, New England has an infra-
structure rich in knowledge and talent.
Few regions can come close to the depth or
diversity. Advanced manufacturing thrives
in a network, or “talent cluster,” consisting
of scientists, researchers, precision machin-
ists, engineers, business developers, and
entrepreneurs. That kind of atmosphere
results in enhanced innovation and prob-
lem solving and reduces learning curves that
might otherwise impact the profitability of
what is relatively low-volume production.
Specific areas ripe with these concentrat-
ed talent clusters include Merrimac Valley
(Massachusetts)/Southern New Hampshire;
the section stretching from New London,
Connecticut, to New Bedford, Massachu-
setts; and the Connecticut River Valley.

Advanced manufacturing relies on a
tight learning curve, innovation, and the
ability of information and expertise to flow
freely among stakeholders. Talent clus-
ters and the centralized expertise in New
England enhance that learning curve and

capitalize on economies of scale. By collab-
orating in a network to design the prototype
to a lower cost, the innovation clusters also
can help solve the “first unit” problem (man-
ufacturing cost is highest for the production
of the first unit). Large volumes would
not be needed for the product to become
cost-competitive because the starting point
would be more competitive. Essentially,

joint problem solving and shared efficien-
cies allow advanced-manufacturing players
to do less and profit more.

A recent study commissioned by the
New England Council and conducted by
Deloitte Consulting LLP, provided strat-
egies for growth within New England’s
advanced-manufacturing sector. And it pro-
jected that, if a concerted effort to promote
and support the sector were made, approxi-
mately 8,000 new jobs with average salaries
of $80,000 could be created in the region
each year.

Five major factors have so far kept the
advanced-manufacturing industry in New
England from reaching its potential.

First, according to the study, is skill
level. Many advanced manufacturers report
difficulties filling well-paying jobs because
of the lack of a qualified and skilled labor
force. In fact, the researchers found that
approximately 3,000 to 4,000 advanced-
manufacturing positions in New England
were left unfilled in recent years. Residents’
need for employment is there. What is lack-
ing is, in part, the training and tracking of
the workforce into these high-paying jobs.

To an unfortunate degree, the shortage
of skilled labor in the advanced-manufac-
turing industry stems from perception.
When people hear the word “manufac-
turing,” many immediately think of the
“Four Ds”—dirty, dark, dangerous, and
declining. Parents and teachers tend not to
advocate careers in manufacturing. They
fail to emphasize how a solid backing in
mathematics and applied sciences can give
students a leading edge for the high-paying
jobs in advanced manufacturing. Also, most
schools do not prioritize hands-on learning,
and that reduces opportunities for work-
force development in the sector.

Second, advanced manufacturers them-
selves do not collaborate enough to develop
their employment base. They need to part-
ner more extensively with schools to do a

iStockphoto
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better job of moving students into dynamic
manufacturing careers. Hosting educational
site visits and participating more in career
seminars would go a long way toward
rebranding advanced manufacturing as a
vibrant industry with good, challenging
jobs. The effort to track students into these
jobs will not bear fruit overnight. A shift in
mind-set has to come first.

Third, state governments are failing to
make even relatively modest investments to
spur the advanced-manufacturing sector.
Many state manufacturing tax incentives
were created in the 1950s and have not
kept up with the times. A concerted effort
is needed to determine best practices, help
leverage targeted financial assistance from
the federal government, and identify which
tax policies will allow advanced manufac-
turing to create and retain high-quality jobs.

Fourth, loans can be hard to get for
businesses trying to expand. Advanced
manufacturers, particularly smaller ones, are
often hampered by limited access to capital.
Sector-specific small business loan programs
could help advanced manufacturers reach
their full potential on a faster track, creat-
ing job opportunities in a still-struggling
economy.

Finally,
needs strengthening. New England state

cross-border  collaboration
governments need to do more to work
together across state lines. They should have
their economic development departments
create an inventory of advanced manufac-
turers to facilitate partnership-building
efforts throughout the region. The New
England states need to start viewing their
neighbors as manufacturing partners, not
as competitors. Individual states will be
stronger as part of a clearly identified, col-
laborative, advanced-manufacturing region
than if they go it alone.

At a time when many people take a cau-
tious, and sometimes even cynical, view of
targeted government investment, the New
England Council/Deloitte report is unique
in its holistic recommendations. It advo-
cates for involving numerous stakeholders,
not just the public sector. A comprehen-
sive solution requires the private sector to
undertake proactive educational outreach,
an investment of time and resources, and
rebranding. Selected tax incentives and a
relatively modest loan program are only one
part of a larger effort to create a substantial

infusion of jobs—advanced-manufactur-
ing jobs and others— into the economy.
To the report’s authors, that is the essence
of “smart government”™—a strategic invest-
ment in an underutilized industry of high
potential and collaboration with the private
sector to leverage the greatest number of
jobs possible.

In the new economic reality, New
England must take a thoughtful and cal-
culated inventory of assets—educational,
financial, engineering, and knowledge-based
assets—and leverage those assets to achieve
a strategic objective. The New Eng-
land Council plans to continue its work
with elected officials and leaders in the

advanced-manufacturing industry through-
out the region to capitalize on some of the
untapped potential in the industry and to
advance the shared goal of job creation.

New England must not only protect its
base when it comes to advanced manufac-
turing, but it also must take steps to ensure
the industry’s enhancement and long-term
health. The high-paying regional jobs at
stake—Dboth existing and potential—speak
to the importance of a concerted effort to
ensure that the full viability of the sector can
be achieved.

James Brett is the president and CEO of
the New England Council. Mike Reopel is
a principal at Deloitte Consulting LLP They
are based in Boston.

Endnote
! Thisarticle is based on the 2009 study, “Reexamining
advanced manufacturing in a networked world:
Prospects for a resurgence in New England,” heep://

www.newenglandcouncil.com/reports.php.

P This Communities & Banking article is copyrighted by the Federal Reserve Bank of Boston. The views expressed are not necessarily those of the
Bank or the Federal Reserve System. Copies of articles may be downloaded without cost at www.bos.frb.org/commdev/c&b/index.htm.
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Rhode Island
Unemployment

lllustration: Barrie Maguire

How can a state like Rhode Island have such a high
unemployment rate? This question has been asked often over the past year,
especially since at one point, Rhode Island found itself with the dubious
distinction of having the highest unemployment rate in the United States.
Following that extreme, Rhode Island seemed to settle into a niche where

its rank was third nationally.
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Multiyear Losses

The underlying causes for Rhode Island’s
very high unemployment rate are unfor-
tunately not just cyclical. There are a host
of structural obstacles within the state’s
economic environment that also play sub-
stantial roles. Taken together, they have
produced an array of less than flattering
statistics:

* Rhode Island’s population began a pro-
longed period of decline in July 2004;

¢ Rhode Island was one of the first states to
experience budget deficits, well before the
start of its current recession;

* payroll employment in Rhode Island
peaked in January 2007, a full 11 months
before the national employment peak;
and

* Rhode Island’s economy lapsed into
recession in June 2007, six months before
the U.S. recession began.

The interaction of Rhode Island’s
structural negatives and the recent housing
bubble produced its most severe economic
crisis since the 1991 banking crisis.

A look at payroll employment since
2005—as a percentage of the January 2005
value—for the United States, New Eng-
land as a whole, and southern New England
shows Rhode Island as the clear outlier. (See
“Employment since 2005.”)

Three observations stand out. First,
Rhode Island’s employment peak occurred
far earlier than any of the others. Second,
its employment gain through its peak was

Employment since 2005

less than for the others. Finally, its employ-
ment fell faster and by a significantly greater
percentage relative to its January 2005 base
than did employment in the United States,
New England, or the other southern New
England states.

Rhode Island’s employment behavior
over this period is the joint result of both
cyclical and longer-term or secular factors.
Perhaps the most prominent cyclical fac-
tor affecting Rhode Island’s labor market

over this period was the housing bubble,
although national weakness took its toll
on manufacturing as well. Construction
employment in Rhode Island rose by over 21
percent from 2002 through its peak in Janu-
ary 2007, well above the rates of growth for
either the United States or New England for
that period. After the January 2007 peak,
construction employment in Rhode Island
fell by 30 percent, and the combination
of declines in construction and manufac-
turing employment (a loss of 18,400 jobs)
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accounted for 42 percent of the total decline
in Rhode Island employment.

What are the secular factors, the
things that kept Rhode Island’s prereces-
sion employment gains below those of the
other entities? Many people cite taxes as the
lone culprit, but taxes are only part of the
problem.

The problem for Rhode Island is
more encompassing. In addition to taxes,
Rhode Island has competitiveness issues
with its fees, regulations, electricity costs,
and most important, the skills of its work-
force. Unfortunately, businesses throughout
the country know these facts about Rhode
Island. In almost any 50-state comparison
of business climates, Rhode Island ranks
among the worst.

Recently, the Tax Foundation’s State
Business Tax Climate Index provided rank-
ings going back to 2006. That year, Rhode
Island’s rank was 50" —dead last. The fol-
lowing year, when Rhode Island’s economy
peaked, its rank had “improved” to 49*.
Since that time, there have been further
improvements. The 2010 ranking by the
Tax Foundation places Rhode Island at
44™ In a recent comparison published by
Forbes, “The Best States for Doing Busi-
ness,” Rhode Island’s overall ranking was
43", New England’s second worst (Maine
was 46™). Rhode Island’s worst category
was the Regulatory Environment category,
where it came in 50*. Although the state
was not close to 50™ in any other category,
it had no highly favorable rankings, result-
ing in a poor overall ranking.

In response to all of this, Rhode Island
at long last passed significant reforms to its
personal income tax that are scheduled to
begin in 2011.

Education and Other
Challenges

Another secular factor with an important
contribution to Rhode Island’s high jobless
rate is its ongoing defunding of public edu-
cation, in progress for well over a decade. As
the state has continued to contribute ever
less to its higher education system, tuition,
fees, and other costs to students have con-
tinued to rise, making higher education less
and less affordable to residents.

That problem is compounded by
Rhode Island’s relatively high cost of doing
business. Although Rhode Island has high-
tech jobs, its nondefense tech sector pays
less than jobs available in Massachusetts and
Connecticut. In addition, Rhode Island’s
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high-tech jobs often have lesser job ladders
than tech jobs in neighboring states. As a
result, Rhode Island loses college graduates
each year to other states, and because of its
size, graduates who remain Rhode Island
residents can commute to neighboring
states. All of this exacerbates problems with
the skills of the state’s labor pool (which
contributes to Rhode Island’s relatively
high cost of doing business). Moreover, it
restricts the supply of skilled workers avail-
able to tech firms, making it difficult for the
state to attain a critical mass in technology-
oriented and growth industries.

The commuting portion of this phe-
nomenon is a brain drain: It occurs Monday
through Friday, 9 a.m. through 5 p.m. In
effect, Rhode Island rents out some of its
most highly skilled workers to neighboring
states. The upside is that those individuals
bring home their income, helping to fuel
housing demand and retail sales. Still, a
healthy portion of Rhode Island’s economic
momentum through the time of its employ-
ment peak was predicated on employment
opportunities in other states.

Another area that has contributed to
Rhode Island’s relatively high joblessness is
the performance of its goods-producing sec-
tor. There are cyclical elements at work, but
longer-term trends exist as well. As in other
states, this sector no longer produces the
volume of jobs it once did, even in the best
of times. Since the 1980s, when new home
in Rhode Island attained
high levels, space limitations, local growth

construction

restrictions, and the like have held down
new home construction, although construc-
tion employment did rise sharply through
early 2007. The last time Rhode Island
manufacturing employment rose was 1984.
So, Rhode Island’s goods-producing sector
can no longer be counted on to generate the
number of jobs it once did. However, as we
have seen, it is capable of creating substan-
tial job loss during economic downturns.

One other instance of secular trends
interacting with cyclical factors to pro-
duce higher joblessness concerns Rhode
Island’s budget. Even before the housing
market collapse and the global recession,
Rhode Island had experienced continuing
problems balancing its budget. The actions
taken to balance those budgets materially
sapped the state’s economic momentum,
further exacerbating the cyclical and secu-
lar factors at work. The effects of persistent
budget problems, along with deteriorating
cyclical performance in the goods-produc-
ing sector, were significant factors in raising
Rhode Island’s unemployment rate.

In sum, Rhode Island’s economy had
already weakened materially before either its
own recession in mid-2007 or the national
recession at the end of that year. In effect,
Rhode Island had a negative margin for
error against such cyclical weakness, the
result of the housing collapse and the slow-
down in national activity and a host of its
own structural deficiencies. Thus Rhode
Island’s unemployment rate has remained
well above that of the United States, New

England overall, and the rest of south-
ern New England. (See “Unemployment
Rates.”)

From 2005 through its employ-
ment peak in early 2007, Rhode Island’s
unemployment rate was comparable to
unemployment in the United States, New
England overall, and the rest of southern
New England. But after the employment
peak, the state’s unemployment rate rose
substantially, reaching almost 13 percent by
late 2009.

An Addendum

The severe flooding of early April 2010
clearly hurt Rhode Island’s economy. For-
tunately, the floods occurred at a time of
building economic momentum. Ironically,
Rhode Island’s April jobless rate fell from
its March level as flood-related job loss was
classified as “weather related.” Add cen-
sus hiring and May’s rate fell even further.
Retail sales also held up well, as persons
shifted their purchases to other retail loca-
tions, some of which were more “high end.”

Ironically, construction expenditures
for rebuilding and the federal funds that will
flow into Rhode Island for disaster relief will
raise its rate of growth above what it other-
wise would have been had the flooding not
occurred. So in 2011, we may expect Rhode
Island’s unemployment rate to decline fast-
er than it would have otherwise, the result
of Rhode Islanders exhausting all federal
unemployment insurance benefit entitle-
ment and the enhanced growth effects of
post-flood activity.

To conclude, the most significant long-
run reconstruction for Rhode Island will
occur only when the skills of its labor force
are substantially enhanced. And that will
require continued progress in primary and
secondary educational attainment and an
end to the state’s decade-long defunding of
public higher education.

Leonard Lardaro is a professor of economics
at the University of Rhode Island in Kingston.

P This Communities & Banking article is copyrighted
by the Federal Reserve Bank of Boston. The views
expressed are not necessarily those of the Bank or
the Federal Reserve System. Copies of articles may
be downloaded without cost at www.bos.frb.org/
commdev/c&b/index.htm.
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Weatherization and Housing Rehabilitation

Low-income homeowners face challenges balancing the financial demands
of homeownership. First, they are more apt to have higher-cost subprime or
adjustable-rate mortgages. Second, they are more likely to own older, poorly
insulated homes with less efficient HVAC systems and appliances. Finally,
their homes tend to have more urgent repair and maintenance needs.*

Policymakers have responded with two separate, complementary pro-
grams: weatherization and housing rehabilitation. Weatherization programs
fund upgrades that reduce energy consumption, such as adding insulation
or replacing old HVAC systems. Rehab programs help low-income homeown-
ers maintain their homes and eliminate safety hazards. According to a recent
study, however, differences between the two types of programs make coordi-
nating the assistance they provide difficult.
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How the Programs Work

The three major funding sources for weath-
erization are the Department of Energy’s
Weatherization Assistance Program (WAP),
the Low-Income Home Energy Assistance
Program (LIHEAP) of the Department
of Health and Human Services, and pub-
lic benefit funds established in 30 states.
The American Recovery and Reinvestment
Act of 2009 (ARRA) increased funding for
WAP from about $227 million in 2008 to
$5 billion over the next three years. Annu-
ally, LIHEAP adds about $213 million to
weatherization initiatives, and public ben-
efit funds contribute $330 million. Before
ARRA, the income eligibility threshold for
weatherization programs was 150 percent
of the poverty level or 60 percent of state
median income (whichever was lower).
ARRA increased the limit to 200 percent
of the poverty level or 60 percent of state
median income. Most weatherization assis-
tance comes in the form of grants.

Rehab programs are usually funded
through the Department of Housing and
Urban Development (HUD) Communi-
ty Development Block Grant and HOME
programs. HUD distributes funds direct-
ly to larger cities and counties, as well as
to state governments, which pass them on
to smaller communities. About $548 mil-
lion of CDBG and about $275 million of
HOME funds are spent on single-family
or owner-occupied housing rehab pro-
grams annually. The income eligibility
threshold for rehab programs
is generally 80 percent of area
median income (AMI). Rehab
assistance is provided to hom-
eowners mainly in the form of
subsidized loans, less often as

spend the money within a single fiscal year.
Rehab organizations apply for funds and
then have to wait for approval and disburse-
ment of funds, which can take more than a
year. Rehab funds can be spent over three or
four years.?

In addition, the programs normally
work through different types of organiza-
tions. Weatherization funding generally goes
to community action agencies, whereas
rehab funding is likely to be distributed
through local government agencies or com-
munity development corporations. The two
types of agencies do not have a history of
collaboration, and typical impediments to
interagency collaboration—including turf
issues and conflicting program regulations
and mandates—further hinder coordina-
tion efforts.

The lack of coordination creates prob-
lems for both clients and administering
agencies. Clients may take loans to pay
for work that could have been funded by
grants, and separate agencies conduct intake
interviews and income certifications for the
same households.

Evaluation Project

In 2002 the Ford Foundation and the Ener-
gy Programs Consortium (EPC) developed
a demonstration program, the Weatheriza-
tion, Rehab, and Asset Preservation (WRAP)
program, to test the feasibility of having
local agencies coordinate weatherization and
rehab assistance. The Center for Urban and

Sources of WRAP Funding, by Site

Regional Studies at the University of North
Carolina at Chapel Hill evaluated that pro-
gram between 2002 and 2007.

Ford and EPC selected 11 high-
ly successful nonprofits in nine states
to participate in the program. Two, the
Massachusetts Affordable Housing Alli-
ance in Dorchester and Action Energy
in  Gloucester, Massachusetts, worked
in collaboration with Action for Boston

Community Development and assisted 117

clients, completing work on 108 homes.
Of the other nine organizations, only four
were able to enroll more than 100 clients
and complete work on more than 80 homes
during the evaluation period: the Commu-
nity Development Corporation of Long
Island, the Community Action Council of
South Texas, Philadelphia’s Energy Coor-
dinating Agency, and Milwaukee’s Social
Development Commission.?

The evaluation revealed three lessons

Weatherization Percentage of

grants. Rehab
One  impediment to
coordination is the different
income-eligibility thresholds. In Site Grants Loans
2006, for example, the income
limit for rehab assistance for a Freeport, NY G2 lades2e
family of four in Boston was Massachusetts  $178,345 $1,979,537
$60,550, which was 80 percent Milwaukee $463,437 $51,660
of AMI—for weatherization Philadelphia $396,058 $202,200
the limic was $49,537, which Rio Grand City ~ $636,783 $161,390
was 60 percent of state median
income. TOTAL $1,722,918 $3,914,110
Another impediment is

the different timing of funding
and expenditures. Weatheriza-
tion agencies usually receive
funding annually, through an
established formula, and must

Funding as

Grants
Grants Loans
$748,113 $0 34
$422,799 $25,680 23
$527,932 50 95
$333,834 $0 78
$244,983 $0 85
$2,277,661 $25,680 50

Source: Weatherization, Rehab, and Asset Preservation (WRAP) agencies’ quarterly reports,
authors’ calculations.
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for policymakers: low-income homeowners
need different forms of assistance; exist-
ing programs do not offer the full range of
assistance needed; and differing program
regulations and systems for distributing
funds hinder efforts to coordinate weather-
ization and rehab work.

Whether

ers need grants or loans depends on their

low-income ~ homeown-
incomes. Homeowners with extremely low
incomes may not qualify for loans, even
subsidized ones.* For them, grants are essen-
tial. More than half of the clients in three
WRAP programs (Milwaukee, Philadel-
phia, and Rio Grande City) had incomes
below 30 percent of AMI. Those sites also
had the highest percentage of grants. The
Massachusetts programs had the high-
est percentage of households with incomes
between 50 percent and 80 percent of AMI
and the lowest percentage of grants. (See
“Sources of WRAP Funding, by Site.”)

The five largest WRAP programs pro-
vided about $7.9 million in assistance. Of
that, $1.7 million was in rehab grants, $3.9
million in rehab loans, $2.3 million were
weatherization grants, and only $26,000
were weatherization loans.

Although WRAP agencies secured both
weatherization and rehab funding, WRAP
staff members in seven of the 11 local
agencies cited differences in the income eli-
gibility criteria as a significant obstacle to
coordination. The agencies in Freeport and
Massachusetts were granted waivers to use
state or local public benefit funds to provide
weatherization services for homeowners
with incomes over the usual WRAP income
limit. Those waivers allowed the sites to
bridge the gap at the upper levels of eligibili-
ty. For homeowners with incomes below the
weatherization threshold, they used subsi-
dized loans (zero interest, deferred payment,
or forgivable) to fund rehab work. None of
the other WRAP sites, however, were able to
standardize their income eligibility criteria.

Program staff in both Freeport and
Rio Grande City noted that the difference
in the timing of funding and expenditures
between programs caused problems. Dur-
ing the first year of the program, both sites
received significant weatherization funding
but could not secure rehab funding before
the deadline for spending those funds. Both
agencies decided to perform the weatheriza-
tion work and return later to finish other
needed repairs. This decision frustrated both
program staff and clients and resulted in an
inefficient rehabilitation process. As staff in

Rio Grande City noted, the decision meant
that “some of the neediest people in the colo-
nias [neighborhoods] had to be passed over
since their homes could not be weatherized
without extensive rehab work.”

Low-income homeowners need assis-
tance to meet the challenges of balancing
their budgets while facing rising operating
and maintenance costs. Government agen-
cies have recognized those needs and have
established programs to help. Unfortu-
nately, the programs are structured in ways
that prevent local agencies from achieving
greater efficiencies and providing better,
more comprehensive services by coordinat-
ing funding from the separate programs.
Program regulations that interfere with coor-
dinating assistance need to be reconsidered
to maximize the benefits to homeowners
and increase the efficiency of the agencies
trying to help them.

Spencer M. Cowan is a senior research as-
sociate at the University of North Carolina’s
Center for Urban and Regional Studies. Wil-
liam M. Rohe is director of the center and a
professor of city and regional planning at the
University of North Carolina at Chapel Hill.
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Endnotes

' According to the U. S. Department of Energy, low-

income families spent 16 percent of their income on

energy in 2006, while median-income households
spent 5 percent. See Christopher E. Herbert and

Eric S. Belsky, “The Homeownership Experience of

Low-Income and Minority Households: A Review

and Synthesis of the Literature,” Cityscape: A Journal

of Policy Development and Research 10, no. 2 (2008):

5-59.

2 See William M. Rohe, Spencer M. Cowan,
and Roberto Quercia, “Coordinating Energy
and  Rehabilitation ~ Services  for  Lower-

Income Homeowners: Lessons Learned from

the Weatherization, Rehabilitation and Asset

Preservation Program,” Housing Policy Debate,

forthcoming, for a more complete discussion of

the ways that program differences impede efforts to
coordinate assistance to low-income homeowners.

The other agencies were: Community Renewal

Team in Hartford; Chattanooga Neighborhood

Enterprise; Anchorage Neighborhood Housing

Services; St. Joseph's Carpenter Society in Camden,

New Jersey; and Neighborhood Housing Services of

New York. None of the five enrolled more than 53

clients or completed work on more than 22 homes.

4 Extremely low income is below 30 percent of AML

P This Communities & Banking article is copyrighted by the Federal Reserve Bank of Boston. The views expressed are not necessarily those of the

Bank or the Federal Reserve System. Copies of articles may be downloaded without cost at www.bos.frb.org/commdev/c&b/index.htm.



New England

Median FICO Score by ZIP code,
HAMP Loan Modification by Metro Area

The shades of color represent the ZIP code level median Fair Isaac Corpo-
ration (FICO) credit scores at mortgage origination for those borrowers
who are delinquent 60 days or more as of April 2010. In New England, the
delinquent borrowers with higher FICO scores tend to live in the coastal
areas of Massachusetts, Rhode Island, and the Stamford-Bridgeport-
Norwalk area of Connecticut.

The pie charts show the size of the federal Home Affordable Modification
Program (HAMP) loan modifications in metropolitan areas and the
type of modification (trial or permanent). Despite the fact that
delinquent borrowers in the Stamford-Bridgeport-Norwalk
area have high median FICO scores, they are less likely
to have received permanent
HAMP modifications as of
April 2010. In contrast,
almost half of the delinquent
borrowers in the Portland
metropolitan area have
received such offers, the
highest in the region.

)
. Median FICO Credit Score at

Origination for Mortgages 60+ Days
Delinquent as of April 2010

P Top Quartile (>671)

" Upper Quartile (655 - 671)

[ Lower Quartile (637 - 654)

- Bottom Quartile (<637)
I:l No Data / No Delinquency

HAMP Modifications as of April 2010

& Trial HAMP Modification
Permanent HAMP Modification

: Burlington-South Burlington
Portland-South Portland-Biddeford
Manchester-Nashua

Springfield

Worcester
Boston-Cambridge-Quincy
Hartford-West Hartford-East Hartford

Map: Kai-yan Lee
Federal Reserve
Bank of Boston

Bridgeport-Stamford-Norwalk

: New Haven-Milford

10: Norwich-New London

11: Providence-New Bedford-Fall River
12: Barnstable
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Source: Federal Reserve Bank of Boston,
raw data from U.S. Treasury and LPS Applied Analytics
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The Subprime M € l 1

oday there is a frequent refrain that the subprime collapse
came as a surprise. We contend that, on the contrary, many
saw it coming.* Starting in the 1990s, there were white

papers by consumer organizations and articles in newspapers
about abuses in the subprime market. Consumer advocates
repeatedly testified before House and Senate committees,
citing evidence that, for example, home foreclosures had
tripled between 1982 and 1997, high-cost subprime loans
accounted for 22 percent of all foreclosures in 1998, and many
subprime loans were simply unaffordable.

lllustration: Barrie Maguire
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by Kathleen C. Engel
and Patricia A. McCoy

O W " : Who Knew What When?

These issues, flagged by consumer
groups and reporters during the 1990s,
were a harbinger of things to come. Risky
adjustable-rate  mortgages (ARMs) and
interest-only ARMs made up less than 5
percent of nonprime mortgages in 2001;
by 2006, that percentage was more than 50
percent. Loan-to-value ratios climbed for
subprime and so-called Alt-A loans (consid-
ered less risky than subprime but more risky
than prime); low- and no-documentation
loans proliferated. To compound matters,
borrowers who could not afford old-fash-
ioned, fixed-rate loans ended up with loans
offering teaser rates that would eventually
become unaffordable.

Woarning Signs

As the subprime market grew, so did con-
sumer protection lawsuits charging lenders
with predatory lending. In 2002, Citigroup
Inc. settled a Federal Trade Commission
predatory-lending claim for $215 million.
In 2004, the Federal Reserve Board issued
a $70 million civil money penalty against
Citigroup and its nonbank subprime arm,
CitiFinancial Credit Company, for abu-
sive loans. Household Finance, owned by
HSBC, paid $484 million to settle state

consumer protection claims. In 2006 Ame-
riquest paid $325 million to resolve lending
claims brought by state attorneys general.
Federal agencies were already tracking
lending abuses before the mortgage market
collapsed. Between 1998 and 2001, bank-
ing regulators grappled with the failure
of several insured depository institutions,
including BestBank, Pacific Thrift and Loan
Company, First National Bank of Key-
stone, and Superior Bank FSB, which were
brought down, in part, by bad subprime
loans. In 1998, the Department of Housing

The private mortgage
industry also knew
of the issues. Invest-
ment banks had data
showing that highly
leveraged borrowing
went hand-in-hand
with higher defaults.

and Urban Development (HUD)—together
with the Federal Reserve Board—produced
a report pointing out deficiencies in sub-
prime mortgage disclosures.® In 2000,
Treasury and HUD issued a joint report on
subprime abuses.*

The states also were aware of troubling
practices in the subprime market. Starting
in 1999, states enacted a succession of anti-
predatory lending laws in response to the
proliferation of problem loans. By 2005,
more than half the states had adopted such
statutes.

The private mortgage industry also
knew of the issues. Behind the scenes,
investment banks and other securitiza-
tion actors had proof that many subprime
lenders were up to no good. Investment
banks had years of data showing that highly
leveraged borrowing went hand-in-hand
with higher defaults. Despite that, they
financed and bought loans even when bor-
rowers had no equity in their homes. The
big banks knew that private-label mortgage-
backed securities and related derivatives
were spawning increased risk. As a former
risk manager at Morgan Stanley told a New
York Times reporter, “You absolutely could
see it coming.” Nevertheless, Wall Street



generally failed to impose greater controls
on the loans it securitized.

Then there were Fannie Mae and
Freddie Mac. According to the Wall Street
Journal, Fannie Mae’s chief risk officer wrote
a memo in 2005 warning that the loans
backing Fannie’s subprime bonds would
lose value if housing prices dropped. He
expressed concern that the rating agencies
had not adequately assessed the risk in sub-
prime and Alt-A loans.® Similarly, according
to an article in the New York Times, Fred-
die Mac’s chief risk officer advised his
higher-ups in 2004 that subprime loans
“would likely pose an enormous financial
and reputational risk to the company and
the country.” But as the head of Freddie
Mac told the Times reporter, the company
“couldn’t afford to say no to anyone.” The
same sentiment reigned at Citigroup, where
Charles Prince, then CEO, opined that as
long as “the music is playing, you've got to
get up and dance.”®

Rating agencies were aware of the
looming crisis, too. In 2003, a director at
Fitch Ratings told Investment Dealers’ Digest,
“One of the things we will be watching
closely for is a loosening in underwriting
guidelines. ... If we start to see changes for
the worse, moving down the credit scale,
that would raise red flags.” By 2005, the
rating agencies were fielding complaints
that ratings on mortgage-backed securities
were too high and did not accurately reflect

default risk.'®

The Lessons of History
Perhaps the strongest evidence that players
knew of the risks associated with subprime
lending comes from history. The subprime
crisis that began in 2007 was not the first.
During the 1990s, companies like Green
Tree Financial were financing the pur-
chase of manufactured homes—trailers and
double-wide homes. Like many types of
subprime mortgages, these loans frequently
had terms that borrowers could not afford.
To keep volume high, Green Tree began
making loans to people who did not meet
the company’s underwriting guidelines.
Every month, the underwriting deteriorat-
ed further as Green Tree salespeople tried to
meet quotas. Green Tree, later part of Con-
seco, sold the loans for securitization on
Wall Street. By 2002, Green Tree’s improvi-
dent loans had brought Conseco down and
forced it into bankruptcy.

At the same time, several good-sized
subprime mortgage lenders also were pro-
moting high-risk loans. In 1998 and 1999,
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some of these firms failed. Investors in secu-
rities backed by the failed institutions’ loans
accused the investment banks of lax under-
writing and charged the rating agencies
with incompetence.!’ Similatly, in the late
1990s, risky subprime car loans prompted
a spate of bankruptcies among auto finance
companies.

This should sound familiar. What is
hard to understand is why it was mainly con-
sumers, their advocates, outside researchers,
and a handful of politicians and state offi-
cials who yelled “fire” when the flames were
at the door. One would think that if lenders
were making loans to borrowers who could
not afford to pay them unless home values
rose forever, the market would have shut
them down.

Why didn’t that happen? The answer is
that so many actors, from mortgage brokers
to investment banks and beyond, believed
they could make money on subprime and
pass the risk along the food chain.

Market participants  believed they
could extract themselves by selling any risky
holdings if the market started to tank. With
scant concern about borrowers, society,
or even the survival of the industry, sub-
prime lending and subprime securitization
descended into a Hobbesian nightmare.
Mortgage brokers originated high-risk sub-
prime loans because they collected their
fees at closing and did not bear any credit
risk. Lenders made reckless loans because
they earned up-front fees and could pass
the loans to investors by way of investment
banks and other entities that converted
loans into securities. Investment banks
glossed over the risks because they made
money from securitizing the loans—and
curtailing abusive lending would have been
bad for quarterly earnings reports.

Investors, at least, should have cared
about loans that might not be repaid, even
if the people in the middle didn’t. After all,

next to borrowers, investors had the most

to lose from bad subprime lending. In
reality, investors also threw caution to the
wind. They believed that they were insulat-
ed from credit risk. Credit rating agencies
had awarded high ratings, and investors had
received their high-yield interest payments
on time for years, so they did not question
the performance of the underlying loans.
They also hedged their risk by buying pro-
tection on the underlying securities.

All told, the saga of subprime mort-
gage lending was a game of hot potato, and
few of the players can legitimately deny that
they knew the potato was hot.

Kathleen C. Engel is a professor of law at
Suffoll University in Boston, and Patricia
A. McCoy is the Connecticut Mutual Profes-
sor of Law and director of the Insurance Law
Center at the University of Connecticut School
of Law in Hartford.
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by Louise Stoney
and Libbie Naman Poppick

arly learning lasts a lifetime. We

now have a strong body of evidence

that learning is especially signifi-

cant in the first five years of life and

affects brain architecture for years

to come. That's why high-quality early care and

education (ECE) is vital for children’s academic

and social success.? And given that more than

60 percent of U.S. mothers of children younger

than 5 years old are working and that 73 per-

cent of those children are regularly in child care,

making sure that ECE is a healthy, sustainable

industry delivering high-quality services is criti-
cal for the nation.

But delivering a high-quality program is

expensive. Programs must offer competitive

iStockphoto

Strengthening
Early Care and
Education

salaries to attract and retain teachers with the educa-
tion and experience needed to foster positive child de-
velopment. Employees need ample opportunities for
supervision, mentoring, and other professional-devel-
opment activities. Bilingual services, mental health
services, developmental screening, and links to health
insurance may be needed? Few market-based ECE
programs can secure the stable revenue required for
such costs. Many already suffer from poor teacher qual-

ity and high turnover.

Communities & Banking
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The Business Challenges
Although vital, the ECE industry is fragile.
Most ECE businesses are small and head-
ed by professionals whose expertise is not
business expertise. Tuition may be the sole
revenue source. In fact, the average child-
care center generates about 87 percent of
its revenue from parent fees.! Compare
that with public colleges and universities,
which rely on tuition fees for only 36 per-
cent of revenue. Although there is some
government support for ECE programs, it
represents only a small percentage of ECE
expenditures.’

Generating the dollars needed to estab-
lish and sustain high-quality early care and
education programs has never been easy,
and it is harder in a recession. For parents in
many communities, especially low-income
ones, price sensitivity is high, which means
that programs often cannot charge fees
high enough to cover costs and still attract
enough enrollees.® Because licensing and
good practice require high staff-to-child
ratios, good programs are expensive, and
full enrollment is needed to pay for them.
In attempting to remain economically via-
ble, early care and education programs face
what we term the “iron triangle”: setting
fees high enough to cover costs, collecting
fees (or publicly funded vouchers) in full
and on time, and maintaining full enroll-
ment. The need to simultaneously meet all
three requirements makes programs espe-
cially vulnerable to market conditions.

ECE programs are usually small busi-
nesses. Nationwide, the average child-care
center serves fewer than 70 children. More
than 80 percent employ 20 workers or
fewer.” At many centers, managing finances
is just one of numerous tasks that directors
or assistant directors handle. They must
react to scores of demands every day (staff
needing supervision, a child who won’t stop
biting, an anxious new parent, a clogged
toilet, an ill cook). Fiscal management often
gets pushed to the bottom of the list.

Also, to ensure sustainability, ECE
managers must tap many funding streams,
interact with multiple public and private
agencies, and market their services. To keep
dollars flowing, they need to comply with
a dizzying array of funding requirements
while meeting complex quality standards.
Without careful, consistent attention to
the business side, revenues decline and pro-
grams falter.

Shared Services Alliances

To address the issue, a growing group of
ECE leaders are developing a manage-
ment approach called shared services. The
idea is that a shared infrastructure can give
programs access to professional business
support that functions at an efficient scale
but lets programs maintain their status as
independent providers.

Shared services alliances have been
formed that include both center- and home-
based providers and numerous services,
business models, and sponsoring agencies.
(See “Potential Shared Services.”)

Potential Shared Services

Quality support

(classroom and child assessment,
curriculum support)
Management/administration
(team of directors/supervisors)
Fiscal (billing and fee collection)
Marketing and enrollment

Fund development

Human resources and staffing
Health/mental health/
family support

Food services

Purchasing goods and services

In Chattanooga, Tennessee, the Chil-
dren’s Home, a large child-development
center, leads the effort. Before offering
management services to the 10 commu-
nity-based programs in its network, the
Children’s Home had its own staff manag-
ing money and supporting program quality.
Creating the network involved restructuring
and expanding the staff to reach an addi-
tional 370 offsite children.

In other communities, similar econ-
omies of scale can be found in a range of
intermediary organizations both inside
and outside early care and education,
including child-care resource and referral
agencies, family child-care networks, and
nonprofit umbrella organizations. Some
ECE programs join forces and create collec-
tively run shared services entities.

As the organizations engaged in shared
services create new business models, they
also are developing new management
tools, including information technology

to support fiscal and management tasks
and better data collection to guide market-
ing and enrollment. Additionally, leading
shared services organizations are collabo-
rating with other industries to reach scale
nationally in functions such as human
resources and purchasing.

Alliances can make ECE programs
financially and programmatically stronger.
The small child-care programs that joined
up with the Children’s Home had previ-
ously been struggling financially and were
unable to provide high-quality services.
Today they not only offer top-quality early
learning but are able to link the low-income
children and families they serve to compre-
hensive health, mental health, and social
services. Staff members have higher wages
and paid health and dental coverage, a
pension plan, and a host of other benefits
and career opportunities not available to
them in the past.®

Infant-Toddler Family Day Care
(IFDC), an alliance of home-based provid-
ers in Fairfax, Virginia, boasts similar results.
IFDC includes about 130 family child-
care providers, most speaking a primary
language other than English. Thanks to a
steady income in the alliance, they earn more
than their unaffiliated peers. The alliance
manages fee collection and helps providers
stay fully enrolled. It has strong standards
for professional development and specialized
training and internship opportunities for
non-English speakers. Its home-based pro-
viders stay in the child-care field 2.6 times
longer than the national average. Among
other benefits, the alliance offers parent
services such as support groups, parent-
ing education, and substitute care when an
alliance provider is ill. (See “Network
Hub.”)

Small with Scale Advantages
In creating an administrative structure large
enough to employ staff with the skills and
time to focus on the business side, allianc-
es actually support the small settings that
foster good child development. The whole
is greater than the sum of its parts. Consider
the following:

* the fiscal management and economic
strength of a larger organization make it
easier for very small businesses to weather
economic storms;

* costs in areas such as payroll, benefits
management, banking, janitorial, food
services, and purchasing are lower;

P This Communities & Banking article is copyrighted by the Federal Reserve Bank of Boston. The views expressed are not necessarily those of the
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family support, etc.

Annie’s
Nursery
School

Staff Recruitment
& Screening

* the morestable financial and organization-
al structure, improved compensation, and
comprehensive professional-development
approach translates into higher-quality
education and more family support ser-
vices; and

* outcomes are better and more easily tracked.

Increased government support and
consistent policy direction for early care and
education is needed. But the ECE industry
also needs to reinvent itself by investing in
stronger management models. With careful
attention to the business side, market-based
early care and education services can build a
better future for the nation’s children.

Louise Stoney, an independent early care
and education consultant, is a co-founder of
Opportunities Exchange, a nonprofit project
dedicated to developing shared business plat-
Jforms for the ECE industry, www.opportuni-
ties-exchange.org. Libbie Naman Poppick
is a consultant with Opportunities Exchange.

Network
Hub
(Shared Staff)

Tender
Tots
Pre-

School

Employee Benefits
__________ health, retirement,
Ul, etc.

The
Newberry
After
School
Program

Wage Subsidies/
Employment

Tax Credits
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The Creative Economy,

and

Community
Development

the first Friday evening of every month, residents and
visitors fill the streets of Brattleboro, a 12,000-person
community located on the Connecticut River in

Vermont. Considered one of the top 10 small “Art Towns” in
America, Brattleboro shows how the arts can boost a region’s
economic vitality.!

The Gallery Walk’s 40 stores and galleries sit in a three-
block historic downtown district. This architecturally intact
19th century streetscape forms an aesthetic backdrop for the
crowds weaving their way in and out of
storefronts during the event. It is one
large community block party. Neigh-
bors and friends stop to greet and linger
to chat. Musical groups serenade the crowds. It is possible to
hear nationally known but locally based musicians or members
of the Brattleboro High School Band (who performed in the
Obama inaugural parade), all playing for joy. Nonprofits sell
baked goods or raffle tickets from tables set up on the sidewalk.
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Residents and visitors in Brattleboro, Vermont, turn out for the annual Strolling of the Heifers parade. Photograph: Greg Worden

Building on a Strength

Gallery Walk was founded in 1995 amid
concerns about the way online shop-
ping and big-box stores in nearby New
Hampshire were contributing to declining
revenues “downstreet.” The idea was that
capitalizing on Brattleboro’s artistic wealth
could help to preserve the fragile downtown
economy.

As Gallery Walk has evolved, so has the
town’s sense of itself as an arts community.
In 2001, a citizens group called the Brattle-
boro Arts Initiative purchased the historic
art deco Latchis hotel and theater to pro-
cure a performing arts space and hotel for
downtown economic development and
architectural preservation.

These are only two of the many arts
institutions that define Brattleboro. A short
skip down the street from the Latchis are
the Brattleboro Museum and Art Center
and the dynamic New England Youth The-
ater. Scattered nearby are a music school,
a dance school, and a visual arts school.
About a mile south, an old mill building
houses the Vermont Jazz Center, the New

A nationwide study,
“Arts and Economic
Prosperity III,”’
confirmed that
investment in the arts
promotes community
and economic
development.

England Center for Circus Arts, and several
incubating businesses, including a pottery
studio and a cabinet-design company.
Annual arts festivals add to the tap-
estry. A Women’s Film Festival occurs in
March and the Brattleboro Literary Festival
in October. The arts are even a component
of the June Heifer Stroll, which draws in
thousands to celebrate Vermont agriculture.
In 2005, Americans for the Arts, a non-
profit organization that promotes the arts in
the United States, conducted a nationwide

study, “Arts and Economic Prosperity I11.72
It confirmed that investment in the arts
promotes community and economic devel-
opment. It also revealed that although less
than $4 billion is spent on the arts annu-
ally by local, state, and federal governments,
there is a $30 billion return on investment.
Americans for the Arts collected data
from 6,080 nonprofit arts and culture orga-
nizations across the country, including
those in Brattleboro. The Arts Council of
Windham County, Vermont, along with
two other arts organizations, administered
the Brattleboro part of the study. The Eco-
nomic Impact of the Nonprofit Arts Sector
of Greater Brattleboro found that local
nonprofit arts organizations produced $11
million in economic activity in 2005, almost
as much as the entire town budget. In addi-
tion, the arts generated $270,000 in local
taxes and $600,000 in state revenue. And
that doesn’t include the for-profit arts sector
of self-employed artists and retail galleries.
The figures for jobs generated are
equally significant. Nonprofit arts orga-

nizations in Brattleboro create 200
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full-time-equivalent jobs, representing a
total of $6.2 million in salaries, wages, and
self-employment income. These jobs are
community based and not the sort that can
be outsourced. Further, the money is likely
to be spent within the community.?

Arts events leverage spending at res-
taurants and stores, while a vital arts
community attracts cultural tourists, who
often spend twice as much as local audienc-
es and are apt to return or spread the word
to friends.

Beyond the Numbers

Armed with the compelling numbers, arts
organizations across the country are stating
the case for continued and increased invest-
ment in the arts at the level of public policy.
Alex Aldrich, head of the Vermont Arts
Council, used Vermont’s strong numbers in
February 2010 to defend his organization’s
funding request before the appropriations
committee of the Vermont House of Rep-
resentatives. Over the past five years, he
stated, 30,000 employment opportuni-
ties for Vermont artists and arts educators
had been provided, and $4.6 million had
been contributed to the Vermont economy.
That’s impressive for a state with a popula-
tion of 600,000 people and a total budget of
about $4 billion.

However, the economic numbers do
not tell the entire story. At a recent meet-
ing at the Vermont State House billed as
“Tourism and the Arts,” representatives
from arts organizations noted that the state
needs to improve its use of the arts as a tour-
ist draw to benefit both itself and the artists.
Greg Worden, chair of the Arts Council of
Windham County, expressed concern that
Brattleboro may be at a critical point and
that the growing and flourishing arts scene
could start to decline without sufficient sup-
port. He called for judicious spending of
both state and private advertising dollars to
attract new audiences.

The problem is that on Brattleboro’s
Main Street, even though the performing
events and restaurants are full, the art galler-
ies have been hit hard by the recession and
are struggling. One gallery owner observed
recently that tourists are coming to look but
not to buy. The Windham Arts Gallery, a
longstanding cooperative, closed last year.

Moreover, the artists themselves, the
people whose talent and vision create a
thriving arts community, have often missed
out on the creative-economy benefits. In
April 2007, an Artist Town Meeting took
place in Brattleboro to identify concerns.
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The needs that emerged—affordable living
and work space, jobs and funding, health
care—remain needs today. Many artists
and writers struggle to make a living, often
working at low-paying, part-time jobs to
cke out enough time and money to prac-
tice their art. Others find teaching jobs that
offer health insurance and a decent salary
but drain time and energy from creative
endeavors.

Historical precedents for recognizing
artists as a community resource and backing
that up with financial assistance do exist.
The Federal Art Project and Federal Writers
Project of the New Deal put artists and writ-
ers to work in community settings. Forty
years later, the Comprehensive Employment
and Training Act of 1973 (CETA) funded
artists along with other occupations. The
primary goal of these programs was employ-

Armed with the
compelling numbers,
arts organizations
across the country are
stating the case for
continued and
increased investment
in the arts at the level
of public policy.

ment, but they also added to our cultural
heritage and community well-being. They
were a good economic investment, giving
a leg up to many at the beginning of their
careers who later achieved economic success
on their own.

The American Recovery and Rein-
vestment Act of 2009 (the “stimulus”)
attempted to address the issue of arts jobs
by allocating $50 million nationwide. The
Vermont Arts Council received $250,000
for distribution to nonprofit organizations
to retain employees. Although that amount
was welcomed by recipients, it represented
a small fraction of the $789 billion of total
federal stimulus money. As Aldrich testified,
it was a missed opportunity for job creation,
given the economic potential of the arts.

A strong case can be made for public
arts funding, but there are also visionary pri-
vate philanthropists who see the economic
and cultural advantages. The founder of the
Vermont-based Orton Family Foundation,
which engages citizens in articulating com-
munity values and planning for the future,

saw the potential for artists to participate
in the process. Lyman Orton provided
$25,000 in 2009 for each of 10 selected
Vermont visual artists to create work envi-
sioning the future of the state. The work is
touring Vermont towns for one year, pro-
voking conversations and communicating
visions and challenges.

This gets to the heart of the issue.
Investing in the arts and artists pays eco-
nomic and cultural dividends and enhances
a community’s quality of life. But beyond
that, there is value in the kind of thinking
that artists are known for, and the more that
business organizations, community leaders,
and policymakers recognize that, the better
off the state will be. By definition, artists are
creative, and they engage in the innovative
and adaptive thinking that communities
need in order to flourish.

We need an abundance of both inno-
vation and adaptability to reenvision our
communities and our world. We can start by
engaging artists in planning, in community
decision making, and in the articulation of
values and visions.

Mollie S. Burke is a2 member of the Vermont
House of Representatives. She is also a visual
artist and director of Art in the Neighborhood,
a nonprofit organization that provides arts
classes to economically disadvantaged children.
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an Modifications
Affect Credit Scores

by Prabal Chakrabarti, Federal Reserve Bank of Boston

Homeowners who receive loan modifications and successfully avoid fore-
closure may face another issue, one that is not well understood. It turns
out that participation in loan-modification programs may adversely
affect credit scores.* The magnitude of the impact is unclear because
many factors affect what lenders will report about borrowers who seek
modifications, and other factors affect how much the credit-reporting
agencies, credit-score providers, and lenders will penalize borrowers who
have loan modifications on their credit reports. Although both the U.S.
Treasury and credit-scoring agencies have tried to clarify the issue, the

outcome is still murky.
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The negative impact of loan modifi-
cations first received attention in summer

2009, several months after the start of a
Making Home Affordable initiative called
the Home Affordable Modification Pro-
gram (HAMP). Some borrowers who
received three-month trial modifications
subsequently reported decreases in their
credit card limit and increases in credit card
interest rates. Others reported being denied
car loans. The borrowers speculated that
their credit history and credit scores had
been negatively affected by participation in
the HAMP program.

Borrowers need not be late in their loan
payments to qualify for a modification but
are eligible if default is reasonably foresee-
able. If they have been making mortgage
payments on time but are approved for a
HAMP modification based on evidence of
future distress, they may see an impact on
their credit score. In fact, borrowers with
credit scores of 720 or above with no his-
tory of late payments could see a substantial
drop in their credit score—a drop of rough-

ly 70 points.

A Borrower Gets a Shock

One borrower reported that after being
unemployed for six months, he took a new
job at about one-third less pay. As a result,
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he and his wife were in poor financial shape.
Moreover, they had been struggling since
taking out a second mortgage to pay off

Borrowers with credit
scores of 720 or above
with no history of late
payments could see
a substantial drop in
their credit score.

debt and medical bills. Late in 2009, he
went searching for a used vehicle and was
approved for 30 days for a $2,000 loan if
he found something. The 30-day period ran
out before he found a suitable car. When
he went to reapply, he was stunned to learn
that he was denied as a result of the new
information reported about his participa-
tion in the HAMP? What happened?

Prior to November 2009, most lend-
ers were telling the credit-reporting agencies
(Equifax, Experian, and TransUnion) that
borrowers in the HAMP were being coded
as “making partial payment,” a standard
set by the Consumer Data Industry Asso-
ciation. According to the U.S. Treasury

Department, the credit-
score penalties for those
who sought loan modifica-
tions varied, ranging from
30 points to 100 points.

According to Fair Isaac
Corporation (FICO), the
company behind the FICO
credit score, the penalty
varied depending on the
borrower’s previous credit
history.? The main purpose
of scoring agencies and
lenders’ credit modeling
is to predict an applicants
repayment behavior. Lend-
ers use credit scores to
gauge the risk of lending
to a borrower and to price
that risk appropriately.

Surprisingly, the pen-
alty tended to be larger for
a borrower who had never
been delinquent with a
payment. If the borrow-
er was delinquent prior to
receiving a trial modifica-
tion, the credit score would
already have dropped considerably (for
example, if the borrower was being reported
as “pays more than 60 days late”), and the
additional effect of making partial payment
would be moderate.

A New Code

After the U.S. Treasury recommended that
the industry address the issue, the Consum-
er Data Industry Association created a new
code designed to signify participation in the
Making Home Affordable program. It is too
soon to know whether the code “making
payments under government modification
plan” causes a negative prediction of repay-
ment in the scoring models. It is meant to
be retroactive and replace partial-payment
codes for borrowers in loan-modification
programs. The change should keep borrow-
ers in good standing from being penalized
for entering the modification program, but
there is no guarantee. As of this writing, the
FICO scoring model ignores the new code,
so the overall effect of participating in the
program is neutral.

Moreover, although it may be the most
well known, the Fair Isaac model is not the
sole credit-scoring model. Other models
exist, including the VantageScore by Van-
tageScore Solutions LLC, a joint venture
of the three credit-reporting agencies. The
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loan-modification program may have differ-
ent impacts on different models.*

Lenders such as credit card companies
and auto finance companies also may have
their own scoring models and may use the
FICO-derived score only as one input into
their process. Hence no one should assume
that the new code solves the issue. Entrants
into a modification program may still see
their credit limits lowered or confront a rise
in their short-term rates. And although sev-
eral banks have agreed to use the new code,
it is not known whether all servicers are
complying.

HAMP revisions issued in March 2010
included two significant new elements: first,
a principal-forgiveness option, and sec-
ond, a temporary payment reduction for
the unemployed. The former may be treat-
ed differently from the “making payments
under government modification plan” code
because it represents a true and permanent
debt forgiveness. The latter, according to
some commentators, is likely to trigger a
credit-report penalty.’

Other Debts

The treatment of other debts is of special
importance. Loan modifications under the
HAMP use a formula to compute desirable
debt-to-income ratios for mortgage pay-
ments. Monthly debt payments are brought
down to 31 percent of monthly income.
But so called “back-end” debt (monthly
payments for car loans, credit cards, and
the like) is excluded from the computation.
That is true even though there is a require-
ment to see a housing counselor certified
by the Department of Housing and Urban
Development if back-end debt exceeds 55
percent of debt-to-income. This means
that borrowers under the HAMP plan
may still have many other payments that
are not adjusted or modified. Second liens
are also not modified except under certain
limited circumstances. The value of this ele-
ment of the plan is debatable, as one could
view it as a requirement falling upon senior

mortgage-lien holders that is not falling
upon second-lien holders, car loan finance
companies, or credit card companies. But
from a practical perspective, the borrower
must maintain all payments or face conse-
quences from lenders.

Borrower Beware

The possibility of credit score problems
should not deter most borrowers from par-
ticipating in the HAMP program if they
face financial distress. According to the
Vantage model, a foreclosure can result in a
140-point decline for a borrower with good
credit. Bankruptcy can result in a decline of
more than 300 points.

But given the prominence that cred-
it scores have taken on, including with
employers conducting credit checks or land-
lords evaluating a tenant, borrowers should
be aware that in the future, even if they
make every payment on time and follow all
the rules of the program, they may be pun-
ished by lenders for their participation.

It is understandable that lenders use
credit histories and relevant information
to assess a borrower’s ability to repay and
that a change in financial circumstances
that manifests itself through modified pay-
ments may be taken into account. But one
can also argue that the public policy goals
of the HAMP should not be compromised
by an industry practice if it can be reason-
ably avoided when borrowers act in good
faith in a government-sponsored program.
Lender compliance with standard industry
reporting must be monitored to ensure that
proper reporting is being done.

Prabal Chakrabarti, an officer at the
Federal Reserve Bank of Boston, is the
director  of  community  development.
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