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WHAT DOES THE MORTGAGE MELT DOWN MEAN TO YOU?

Special Edition

Because of the importance of this topic, this issue is longer than our standard two page newsletter. Since future issues of this newsletter will discuss some solutions to the issues discussed herein, you may want to keep this issue.

It is difficult today to pick up a newspaper or watch a TV news program that doesn’t mention something about the mortgage melt down. The issue has become such a matter of general interest that there is now even a website dedicated to the issue. Check it out at www.ml-implode.com. According to this website 74 lenders have gone out of business since 2006. Although the problem doesn’t appear to be particularly severe in Alaska, national defaults on mortgages and foreclosures are at record levels. 

I guess the thing that puzzles me the most is “why is anyone surprised?” For several years leading economist have written about a real estate and mortgage bubble. Any longtime observer of recent lending practices could see that such lax, and in some cases almost non-existent, lending standards would lead to problems. On October 19, 2004, I had the opportunity to speak to the Anchorage Chapter of the National Association of Professional Mortgage Women. In that speech, I compared the current mortgage market with the story of the “Emperor’s New Clothes.” If you will recall that story, the Emperor declared that he had new clothes and all of his subservient subjects agreed except one young boy, who observed that the Emperor was naked. In my speech I wondered why top executives of major mortgage companies weren’t concerned, because it seemed to me that many of the mortgage practices made absolutely no sense. 

Words of Wisdom

“A Government big enough to give you everything you want is also big enough to take everything you have.”
Former Congressman Davy Crockett (better known as Frontiersman Davy Crockett)
Most of the news articles about the mortgage melt down use the term “sub-prime mortgage melt down.”  However, as longtime local mortgage broker, Vern Rush has observed, it is more of a problem of high loan to value (LTV) loans rather than sub-prime loans. I agree with Vern. Because the buyers with high LTV loans have little or no equity, they can’t sell the property for what is owed. In addition, because they have little or none of their own money in the property, they have little incentive to make sacrifices to avoid foreclosure.

One of the common justifications for encouraging homeownership is that people who own their own homes are more stable and create better neighborhoods. That was certainly true in the past, because to become a homeowner it was necessary to make financial sacrifices to save enough to have a down payment. People who made that type of financial sacrifice tended to be more responsible and because they made a sacrifice to become homeowners they demonstrated pride of ownership. However, today many of the “nothing down” loan programs have created what I call “tenants with deeds.”  

To put the problem in perspective, I would like to review some of the types of loans that are being made today and how they evolved from what were originally sound business practices to meet borrower’s needs. 

Sub-prime Loans: Originally the term sub-prime loans applied to loans made to people whose credit or income to payment ratios did not meet the standards required for loans to be sold to Fannie Mae or Freddie Mac, or didn’t qualify for government insurance. However, since these loans were clearly more risky, the risk was offset by limiting them to low loan to value ratios generally in the range of 70% to 75% of the value of the property. But today such loans are being made at high loan to value ratios!
High Loan to Value (LTV) Loans: Originally the only high LTV loans were those insured by the Federal Housing Administration and the Veterans Administration. Since the Federal Housing Administration insured the loan there was little risk to the lender and because FHA used fairly strong underwriting policies and collected a self supporting insurance fund to cover losses, the program worked well. Likewise, the VA program allowed 100% loans, which were insured by the Government as a partial reward to veterans in return for their service to our country. However, at some point conventional loans began to also be made at high loan to value ratios using 80% first loans and 20% seconds, or the craziest loan of all - - the 125% LTV loan. This is a huge change from 30 year ago when the typical conventional loan required a 20% down payment. Eventually, because of strong economic growth in our country and appreciating real estate values, it was determined that 90% to 95% loans to credit worthy borrower were not unduly risky. But, today high LTV loans are commonly made to all borrowers.
Stated Income Loans: Originally stated income loans were made only to high net worth borrowers seeking low LTV loans. If you are making a loan to a multi-millionaire who is putting 40% down, is it really important to know the borrower’s income? Again, this type of loan made total economic sense when it began, but as the money supply grew at the turn of the new century, lenders began to make stated income loans to anyone willing to pay a slightly higher mortgage interest rate in lieu of verifying their income.  
Adjustable Rate Mortgages (ARM): The first adjustable rate mortgages for residential properties were developed in the late 70’s and early 80’s when interest rates were ranging from 14% to 18%. In periods of high historical interest rates, when the probability is that interest rates are going to drop, a ARM makes a lot of sense. For a borrower who has the capacity to handle increased payments and who plans to hold a property for a long time, ARMs make sense. By taking the interest risk away from the lender, the spread between the mortgage interest rate and the lender’s cost of funds is lower and the borrower over time saves a lot of money. However, common sense was thrown out the window, when during a period of historically low interest rates, ARMs were used as way of qualifying people for homes that they could not have purchased if they had to qualify for a fixed rate mortgage.
Interest Only Loans: When interest only residential mortgages were first introduced, they made a lot of sense, because they were usually limited only to high income and high net worth people who were able to invest the money they saved on principal payments at a higher yield. For a sophisticated borrower who is an active investor and who has sufficient resources to handle changes in mortgage payments, interest only mortgages make a lot of sense. However, again common sense flew out the window when lenders began to make interest only ARMs to borrowers, during a period of historically low interest rates, to qualify them for loan amounts that they would not qualify for based upon a traditional 30 year fixed interest rate mortgage.
A RECIPE FOR DISASTER: In the previous paragraphs, I have discussed the various types of loans and how each one began as a sound lending practice designed to meet the needs of a particular borrower. Around the turn of the century, because of the very loose monetary policy of the United States and the inflow of funds from foreign investors, there were more dollars available to lend than there were solid, safe mortgages to invest in. As a result, lending standards became more and more lax and each of the previously sound loan programs was stretched beyond the reasonable limits. That in itself would have been bad enough, but when you start combining abused programs together it becomes a Recipe for Disaster! Today it is possible for a sub-prime borrower to get a high LTV loan based upon stated income and have the interest rate on that loan to be adjustable and payable as interest only. Is anyone really surprised that a lot of these mortgages are going into default?
The Interest Rate Factor: The really disturbing aspect of the mortgage melt down and the high rate of defaults on ARMS is the fact that interest rates are still at a historically low level! Although interest rates are up a little from their very low level of 2004 – 2005 they are still at the low end of their range over the last 50 years. My guesstimate was that interest rates have averaged approximately 8% over the 45 years that I have been in real estate business. To test my memory, I did a little research on the internet and found that in fact the average rate over the last 50 years has been around 8%. Therefore, the major unanswered question about the future is “If ARM loans are going in to default because interest rates have risen to the low 6% level, what will happen if they return to an average rate of around 8%?”
WHAT HAPPENS NEXT?

There is really nothing that can be done about history except to perhaps learn from it. In the 45 years I have been in real estate business, I have seen three period of loose credit followed by periods of tight credit. However, I have never seen a period with credit as loose as we have experienced in the early years of the 21st century. Nevertheless, based upon what I have observed in the past, here is what I believe you can expect in the future:

1. Less Competition: As I mentioned at the beginning of this article, according to the website, www.ml-implode.com 74 lenders have already gone out of business since last year. I expect this trend to continue. As a result there will be fewer lenders competing for loans, which will tend to make loans more expensive and more difficult to find. 
2. Tighter Underwriting: One thing I know from experience is that lenders are excellent at “locking the barn after the horse has been stolen.” In every past period following easy money the result has been a tightening of underwriting standards. By tightening underwriting standards, I mean all across the board. Instead of lenders leaning on appraisers to be more optimistic they will lean on them to be more pessimistic. They will require higher credit scores for virtually every loan program. They will want more verification of sources of down payments, bank deposits, and employment. They will be much more stringent on property condition and will require more repairs and upgrades before making a loan. 
3. Larger Down Payments: One of the simplest and most effective ways of stabilizing the mortgage and real estate market is to require that every borrower makes an investment in the property. I therefore expect that the 100% and higher LTV loans may become a thing of the past. And that in the future will buyers actually have to save some money before they can become homeowners. As I discussed above, many of today’s nothing down programs have created “tenants with deeds.” By again requiring down payments, I believe that the mortgage market, the real estate market, and residential neighborhoods will be improved.
CASH NOW SELLER FINANCING

Even with today’s easy financing, not every property, nor every Buyer will qualify for a bank loan. The way to sell non-financeable properties is to use Seller Financing. Buyers love it! Unfortunately, many Sellers will not consider this effective and time proven financing option because the Buyers’ down payment is not enough to meet their needs. 

The answer to this dilemma is simple. We will pay CA$H NOW for Seller Financed Notes with a simultaneous closing so the Sellers walk away from the closing with the cash they need to meet their needs. 

To learn more about this concept, visit our website at www.cash4you.net or invite us to make a 30 minute presentation at your sales meeting of our new short seminar titled “MORE SALES WITH CA$H NOW SELLER FINANCING.”

REQUEST A QUOTE ONLINE

at

www.cash4you.net/requestquote.html
4. Fewer Qualified Buyers: Due to less competition and tighter underwriting, there will be fewer buyers, who will qualify for loans. As a result of fewer buyers this means there will be more competition between sellers and we will be in a Buyer’s Market. 

5. Stronger Demand for Less Expensive Properties: In recent times the size and quality of the average home has dramatically increased. Young people today are buying much larger and more luxurious starter homes than their parents. While the desire to own nicer homes is a natural part of the human desire to live better, the ability to buy these larger, nicer homes was made possible by very loose lending policies at very low interest rates. Therefore, as financing becomes more difficult, fewer buyers will be able buy the larger, nicer homes. However, I do believe there is an exception to this in the category of luxury housing. The true luxury home buyers usually have such a strong income and asset base that they are less likely to be negatively impacted by a tightening in mortgage financing. 

6. Price Stagnation and Price Decreases: Alaska is in a fortunate position. Due to a strong economy and the fact that our market did not get as over heated as some places in the lower 48, we are still seeing price increases, although at a much lower level than experienced in the recent past. While some of the over heated markets in the lower 48 are experiencing sharp price decreases, the decreases in average national prices are quite small. What is more likely, is that most markets will see stagnation where values remain relatively flat or increase only at the rate of inflation. If Alaska’s economy continues to grow, I am hoping that the worst thing that we will see is modest price stagnation. 

7. Those with the Knowledge and Creativity will Prosper: In every market - - good or bad - - there are buyers and sellers and transactions occur. During the worse market ever, in the late 1980’s, a lot of real estate licensee’s still made a good living by helping buyers and sellers resolve real estate needs. Long before the first bank was created, people were buying and selling real estate. This will continue during the current mortgage melt down. However, licensee’s that only know how to sell properties when the only requirement to qualify for a loan is “being able to fog a mirror,” will have to learn new techniques. Those licensee’s who know how to finance transactions with exchanges and other creative financing techniques will thrive! Those who do not adapt and evolve will be seeking alternative careers. 

THE FUTURE: I believe the future is what you make of it. If you continue to educate yourself and evolve and adapt to changing situations, times will be good. In an effort to assist in your adaptation and evolution, I will in the next several issues of Creative Mortgage Talk discuss techniques that have been successfully used by real estate practitioners in the past to adjust to changing conditions in mortgage financing.  
THE COMMERCIAL CORNER

We are now able to assist you and your clients in financing land and all types of commercial and income properties, including non-bankable deals. With good credit, rates start as low as 7% on loans over $1,000,000 and at 8.25% on loans from $250,000 to $1,000,000. For loans from $50,000 to $250,000, rates start at 12.75%.

We can finance all property types - - from bed & breakfasts to Gentlemen’s clubs.
 Because Seller 2nds are allowed, combined loan to value ratios up to 95% are possible! We also make loans on mixed use properties and fund rehabs.

STATED INCOME - - STATED ASSETS

NOW APPLY ONLINE

at

www.cash4you.net/commercial_financing.html
When Flexibility & Common Sense Count

	For CA$H NOW - - Visit Our Website:   www.cash4you.net
For Mortgage Investments:  www.investinmortgages.net 



