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A Year Dictated By The Numbers
Since the recession began, we have had 4 major economic stimulus acts passed by Congress. Congress and the administration created no less than 10 stability and/or affordability programs to deal with housing and financial market woes. Their cost has been in the trillions of dollars, yet 6.3 million homeowners still lost their homes over the past three years! Sadly, that number will most likely grow to 15 million before the de-leveraging cycle ends.
So what will the rest of 2010 look like for the real estate industry? The numbers tell the real story. To gain some perspective for the rest of this year, let us begin by looking at the housing numbers at the end of 2008 and what they foretold for 2009.

                                                                                      2008                     2009               2010*
     1.   Mortgage delinquency rate: (90 days late)        7.88%       vs.       9.64%    vs.    9.69%   
     2.   Properties in foreclosure:                                  3.30%        vs.       4.47%    vs.    4.63%
     3.   Total delinquency rate:                                    11.18%       vs.      14.11%   vs.   14.01%   
     4.   Delinquent loans in the U.S.:                            1 in 1          vs.       1 in 7     vs.    1 in 7
     5.   Foreclosures: (in millions)                                 2.33           vs.         2.8        vs.      4.63
     6.   Shadow inventory (lender owned in millions):  1.1             vs.         3.2       vs.      4.8
     7.   Delinquent home equity lines:                            2.9%         vs         4.3%    vs.      4.6%
*   Numbers are for the 1st Quarter of 2010  and the total distressed properties number 6,700,000
Remarkably, these 2009 numbers occurred during a suspension of foreclosures and increased pressure for note modifications – yet foreclosure notices still rose 21% in 2009!
     ♦     Fannie Mae’s delinquency rate in 2008 was only 1%; today it exceeds 4.5%.

     ♦     Freddie Mac’s delinquency rate in 2008 was only 0.75%; today it exceeds 2.9%.

     ♦     Delinquent mortgages in excess of $1M in 2008 were at 4.7%; today they are at 12%. 

The Office of Thrift Supervision, which oversees 34 million loans (65% of all mortgages) from national banks and savings and loans, reports:

     ♦    1.09 million loans are now in foreclosure.
     ♦    12.8% of prime loans are now seriously delinquent (90+ days).
     ♦    As 2009 came to an end, it marked the 6th consecutive quarter of increasing delinquencies.    

Source:   American Bankers Association, Mortgage Bankers Association, Office of Thrift Supervision, 

                Comptroller of the Currency, RealtyTrac. Credit Suisse
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Delinquent Loans of Major Banks
By the 3rd quarter of 2009, the major banks were reporting an increase in delinquent loans:
Bank of America          Wells Fargo           Citi              Chase               All Others
      796,467                        329,085            185,418          394,075              1,000,257

What is alarming to these institutions is that 37% of these delinquencies are Prime loans.
More Problems in 2010

In 2010, a new problem arises, adding more trouble to our mortgage problems – Option ARMs!

There are 900,000 Option ARMs in America. As of last October, 92,000 were in foreclosure and another 139,000 were seriously delinquent. Of the $189 billion in loans, California holds $109 billion in Option ARMs.

     ♦   In 2008, the overall delinquency rate was 16%, with 11.3% being seriously delinquent. 
     ♦   In 2009, the overall delinquency rate was 37%, with 15.2% being seriously delinquent.

     ♦   Option ARMs with negative amortization – 90%!

     ♦   Option ARMs “under water” (having balances more than the property is worth) – 73%.

There are two really large reset dates coming in the near future that will effect the payments on these Option ARMs.

     ♦   From May 2010 to December 2010, $11.8 billion in loans will reset.

     ♦   From May 2011 to December 2011, another $11.4 Billion in loans will reset.

     ♦   From 2012 onwards, $18.2 Billion in loans are scheduled for a reset.

Only four states (California, Florida, Nevada and Arizona) hold 75% of all Option ARMs!  California holds 58% of all Option ARMs. In the 3rd Quarter of 2009, 43% of all foreclosure filings were started in these four states! California was responsible for 67% of those filings!   
Source:   Federal Reserve, American Securities Loan Performance, T2 Partners LLC, Fitch 
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What about loan modifications, won’t they help slow down foreclosures?

The truth is that banks really do not want to modify loans. This is why “Hope for Homeowners” and “Making Homes Affordable” did not prevent massive foreclosures. The “Homeowners Affordability and Stability Plan” (known as HAMP), aided by the “Homeowners Stability Initiative”, have also proved to be ineffective. These programs were designed to stop 4.5 million foreclosures. As the end of 2009 came to a close, the U.S. Treasury reported that banks modified only 7% of their loans on either a trial or permanent basis. As of the first quarter of 2010, only 299,000 homeowners had received a permanent loan modification. That is only 25% of the 1.2 million that started the program. As of April 2010, 23% or 277,000 borrowers dropped out of the program because they failed to make the three timely payments required for the program.
Overview of the Biggest Banks  (as of Jan. 2010)
                                 BOA               WELLS FARGO                 CITI                   CHASE          

In Process:             158,562                        n/a                             103,478                 143,027    
Perm. Approvals:      2,737                       8,424                               4,999                    7,139 
The Fed also reports that 80% of lenders are reducing payments on a trial basis, while only 3% of borrowers have had their payments reduced permanently. 
Why do lenders not want to modify loans?
     ♦   36% of Prime loans go delinquent within 3 months.
     ♦   53% of modified loans have gone into default within 6 months of modification.
     ♦   58% of modified loans fail within 8 months.
     ♦   60% of borrowers who had no payment adjustments are again delinquent.
     ♦   33% of borrowers who had their payments reduced by 20% or more have fallen behind.

Banking regulators began pressuring banks to make payment reductions in a 3 month trial program. There were approximately 650,000 borrowers in the system by the end of 2009, with only 2% of loan reductions completed. The Obama Administration’s “Making Homes Affordable” program and the “Home Affordable Refinancing Program” have allocated $27.1 billion towards this goal for 2010. 
Source:   Federal Reserve, Office of Thrift Management, Comptroller of the Currency, U.S. Treasury
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The Programs:

Qualifications for the “Making Homes Affordable Program”: 
     ♦   The borrower must have obtained the loan before 1/1/2009.
     ♦   The loan amount cannot exceed $729,750.
     ♦   The total mortgage payment (PITI+A) must exceed 31% of borrower’s gross income.

     ♦   Borrower’s income must have declined, or mortgage payments must have increased, or

          medical bills must have been incurred, or some other valid reason has resulted in hardship.
Qualifications for “Home Affordable Refinancing Program”:
     ♦   Only Fannie Mae and Freddie Mac loans are eligible.
     ♦   Property must be one to four units.
     ♦   Borrower must be current on payments (no more than one 30-day late in past 12 months).
     ♦   Loan(s) on borrower’s home can not exceed 125% of home’s current value.

The Reality: 
     ♦   Only 40% of the nation’s 1.2 million borrowers are eligible for the “Making Home 

          Affordable Program”.
     ♦   Only 16% are eligible for the “Home Affordable Refinancing Program”, due to the number
          of delinquent mortgage payments by the borrowers.

The only good news is that, of the loan modifications that have been successful at the end of last year, 78% involved payment declines averaging $516.00 monthly.
Why is the failure rate so high?

The simplest answer is that most loan modifications involve loans that are greater than the value of the property, better known as “under water” loans. In the U.S., 23% of households have negative equity.  Here are the percentages of loans under water by category:

Prime Loans: 25%     Alt-A: 45%     Sub-Prime: 50%     Option ARMs: 73%
Some other reasons for modification failures are job losses and medical bills.
Source:  U.S. Treasury, Federal Reserve, 2T Partners LLC, Mortgage Bankers Association
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Have We Reached The Bottom?

Some sectors of the economy have reached their bottom. Others have reached a bottom . . . for now… but may not have reached the bottom. Here is a look at some current issues:

The Economy
Think of it as a car. When the financial mess hit, we lost one tire. Then Fannie Mae and Freddie Mac needed billions (monthly) to keep afloat so we have lost another tire. Problems with Europe blew-out another tire so we are down to one tire and a worn spare! We have no room for another problem without it causing serious problems. There is no aspect of the economy that is growing without the government’s intervention. We will soon come off the “sugar high” of their spending and no one knows exactly how our economy will function. Since WWII, our economy has experienced 11 recessions and, during 8 of those, real GDP rose well before the recession ended. Even with GDP growth at 3%, the stock market is telling us to fear a “double-dip” recession.
The Consumer 
In the previous recession, the consumer had debt equal to 80% of household income. In this recession, homeowner debt equals 140% of household income! In past recessions, it has been the consumer that has led the recovery, but not this time. During the 1st quarter of 2010, the top 20% wage earners were accounting for 40% of consumer spending. This is not a recovery! The May 2010 consumer spending report showed a decline of 1.2% - the worst since September of 2009.
Consumers are treating payments on mortgages, equity lines, credit cards, auto, and student loans as discretionary! If it is a choice between buying food and gas or making a payment, financial responsibility seems, by necessity, to have disappeared. 
The Investor

Rents are plunging as vacancies mount in all rental properties: Office buildings; hotels; shopping centers; and commercial developments. Commercial real estate is getting hit hard! There is $3.5 trillion in outstanding real estate loans, with a sizeable number that must be refinanced yearly. However, upside down properties and lack of funding will add more hurt to the market. Next year, $600 billion in commercial mortgage securities (issued between 2005 and 2007) are likely to begin defaulting.

The Financial Markets
If banks are reluctant to deploy capital, it’s because they still have to confront losses on loans tied to residential loans, commercial real estate, private equity losses, and sovereign credit. With the increase in delinquent payments, lenders will continue to set huge amounts aside for loan losses, which takes working capital out of the market.
The Treasury’s daily average of issuing notes is now $4 billion. Their share of the gross debt issuance has doubled in two years. Since the first 2008 stimulus plan, the national debt has increased by $2.9 trillion!
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The Federal Reserve
The Fed is walking a tightrope. It has dumped a tremendous amount of liquidity into the financial market and now need to seriously reduce their $2.3 trillion balance sheet. This runs the risk of higher inflation. With higher inflation comes the risk of higher interest rates, which could send the economy into a double dip recession. The problems in Europe are helping to keep interest rates down for now, as capital from there flows into the U.S.
The Fed has been purchasing mortgage-backed securities ($1.25 trillion last year), which has helped to keep a lid on rising interest rates. Now the Fed is in a quandary: “how to unload $1.25 trillion without sabotaging home prices or interest rates! 
The Job Market
The U.S. unemployment rate ended the year at 10%. Since the recession began, 15.3 million people have lost their jobs. As of April, the rate was 9.9% with the highest rate occurring in Nov/Dec of 1982 at 10.2%. If you count the under-employed and those who have quit looking for work, the real unemployment rate rises to 16.7%. 

All these factors, and others, will have an effect on our economy and its ability to grow out of the recession this year. 
The Housing Market
The U.S. housing market ended on a sour note, with the sale of resale homes declining in December. For the year, sales were up 4.9% to 5.16 million, compared to 2008. The median price of owner occupied homes fell 12% last year – the sharpest fall since the Great Depression!
The ending of the first-time home buyer’s tax credit will slow sales for the rest of the year. It will also not help 2011, as this program “pushed” future buyers into the market place early.

Today, approximately 96.5% of all funded loans have come from government sponsored entities (GSEs) such as FHA, Fannie Mae and Freddie Mac. FHA is now involved in approximately 25% of all sales, up from their long-term average of 6%. Their reserves are dropping due to delinquencies, which totaled over 18% of their loans.
Fannie Mae and Freddie Mac are now completely controlled by the government and funded by the Fed, since they have exhausted their reserves due to foreclosures. The government is now talking about merging the two agencies together into a single unit.

The government will once again have to “bring money to the table” to keep these GSEs functioning, as they deplete their existing reserves in dealing with the high rate of foreclosures and short sale losses. In the U.S., one in four mortgage holders are under water.
Source: Fed Minutes, Forbes, Bureau of Labor, White House Report, Bankers Association, NAR  
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Closer to Home
California
The state has lost over one million jobs in the last two years. May’s unemployment rate was 12.4%. As 2009 ended, 34% of workers had been unemployed for longer than 27 weeks.  California now has the 5th highest unemployment rate in the nation, and a total of 2.2 million people can not find work. If one counts the under-employed and those who have quit looking for a job, the rate jumps to 22%! 

These conditions have left the state with massive deficits, while individuals and families try to survive this downturn. Bankruptcies are up 81% in the state, versus 44% for the U.S. In California, small businesses filed 19,000 bankruptcies in 2009, versus 10,000 in 2008. Real estate has been hit exceptionally hard. Last year there were 190,360 foreclosures in the state. Here is an overview as 2009 came to a close:
     ♦   42% of all properties in the state are upside-down; Option ARM properties are at 73%.

     ♦   In 2009, California had 632,573 foreclosure filings. 
     ♦   10.81% of all loans in the state are 90(+) days late – up 70% from a year ago!

     ♦   Banks are holding 90,000 foreclosures.

     ♦   140,000 other properties are scheduled for auctions.

     ♦   Million(+) home sales declined 23.8% from the previous year – 4th annual decline.   
Southern California
By January 1, 2010, Southern California’s median home prices had declined 46% from its peak in 2007. This year’s rebound may be largely due to the tax credits. The unemployment rate for our 6 Southern California counties is at 11.75%. The job losses have caused commercial vacancy rates in Southern California to soar to 18.5%, as 51 million square feet sit vacant! 
Here is a current look at Southern California home prices for May 2010 vs. May of 2009:  
County               Median Price__% Change

Los Angeles           $ 345,000              15.0%

                                          Riverside                   210,000              16.2%

                                          San Diego                 340,000               15.3%

                                          San Bernardino         160,000               16.8%
                                          Orange                     450,000                9.8%

                                          Ventura                     380,000                7.0%
Source: ForeclosureRadar, Mortgage Bankers Association, EDD of California, T2Partners, LLC  
              DataQuick, U.S. Bureau of Labor
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Orange County
As the year came to an end, the county had lost another 48,900 jobs. The unemployment rate ended at 9.1% versus 6.6% just a year ago. In the last two years, Orange County lost 89,200 jobs, along with 15,000 jobs among the self-employed. The employment picture has not improved. As of May 2010, our unemployment rate was 9.2% Last year, Orange County business and personal bankruptcies rose 65.6%! Commercial loan defaults are becoming a bigger problem in Orange County with the higher vacancy rates, which reached 20.2% in the last quarter of 2009.  Apartment rental rates fell 6.7%. In the past year, the default rate on residential mortgages rose 155.1%! Although measures have been introduced to stall foreclosures, OC homeowners still lost 710 properties per month through 2009 and this year. Even with all the modification programs, the monthly average this year (through May) is 705 – up 9.1% over the same time last year.
In 2009, Orange County home sales totaled 30,859. This was the 3rd lowest sales year since DataQuick began keeping records in 1988. Do not expect the sales numbers to increase much this year. Through May, total sales were 12,421 versus 11,176 sales last May. Buyers acquiring properties here in the OC by paying all cash represented 20.1% of all sales. 
Here is an overview of home ownership in Orange County:
     ♦   78.1% of homeowners have a mortgage.

     ♦   35.0% have negative equity.

     ♦   38.7% are within 5% of having negative equity. 
As of June 1st:       
     ♦   Listing inventory is 10,117 properties, up 39% from last year.
     ♦   Marketing time for homes under $1M is 2.71 months and above is 8.89 months.

     ♦   30% of our inventory is distressed properties:
               * 17% are foreclosures, with an average market time of 1.45 months.

               * 83% are short sales, with an average market time of 2.09 months.

     ♦   44.8% of our inventory is priced under $500,000 with 72% being distressed properties.
     ♦   26.1% of our listing inventory is sitting vacant.
Last Year:
     ♦   There has been an 11.0% decline in the county’s million-dollar (+) home sales.
     ♦   69% of all sales under $1 million were priced below $500,000.
     ♦   Sales priced from $500,000 to $1 million increased by 2.4%.
Source: California EDD, First American Corelogic, UCLA Anderson School of Economics, RealFacts
Altera’s Orange County Housing Report, DataQuick
-8-
Potential Headwinds
In 2010, there will be more financial issues facing potential homebuyers and the economy in general. This is the last year of tax breaks and next year we are faced with higher taxes across the board for capital gains, increased medical costs and an unstable world economy. How we move through the known issues, as well as those as yet unseen, will determine which direction our real estate values will move.

Bank Failures

Last year, there were 140 bank failures in the U.S. In California, 17 banks failed.  So far this year, 83 banks have failed as of June 11th – twice the rate in 2009. The FDIC says there are another 200 banks in the system that may fail in the near future. When this banking crisis cycle has ended, it is estimated that as many as 2,000 banks will be closed. 

Tighter Qualifying Guidelines

On January 1st, Fannie Mae began tightening the qualifying requirements for their loans. The debt ratios will be reduced in an effort to prevent or reduce future loan losses.

Treasury Purchases and Mortgage –Backed Securities

The Treasury has been purchasing government notes, bills and bonds, while the Federal Reserve has been very active in purchasing mortgage-backed securities. These two actions have kept the interest rates for home mortgages at historical lows. Fortunately, interest rates have remained low as investors have fled the stock market and purchased bonds, due to the uncertainty that exists around the world.

Strategic Defaults

A strategic default occurs when borrowers purposely stop paying, even when they have the money to continue to pay down their loans. Strategic defaults are becoming more common on both residential and commercial properties. It comes down to a business decision: Why continue to pay when a property is upside down, with the loan balance exceeding (sometimes by far) the value of the property? In Orange County, 73.7% of homes either have no equity or are within 5% of having no equity. This is a potential future problem that could add up to more foreclosures.
Foreclosures and Short Sales

The continued rise in the delinquency rate for all loans means that 2010 will be dominated by more foreclosures and short sales. These new properties will be competing with the enormous number of properties still being held by lenders. How many will be released by the lenders and over what period of time they will be released has not been announced. The unanswered question here is: “What direct effects on future home prices will the massive influx of foreclosures and short sales generate?”
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It is very clear that the rest of 2010 will result in more foreclosures and more short sales dominating our business.  








