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About this time last year, a number of eco-
nomic prognosticators began to say the real
estate market had reached the bottom for
this recessionary cycle and would begin
moving up. It hadn't. Indeed, it may not move
north in a noticeable way for a few more
months.

Meantime, we face a schedule of changes—
some made already, others waiting in the
wings. You will be wise to remain aware of
the changes to the way loans are written and
to plan very carefully with your mortgage
loan officer, real estate professional and tax
advisor to make sure you minimize financing

expenses. In this issue, we look at several eas-
ily-misunderstood changes that evolving
and fading government involvement in the
recovery and in the real estate market could
bring, and also note how easily economic sta-
tistics can be misread. Very few things are ex-
tremely clear in today’s economy—except,
perhaps, this: Misreading today’s economic
data could cost us a lot of money, both indi-
vidually and as a society. It is best, in the
midst of confusion, not to jump to conclu-
sions about anything, especially our real es-
tate market.
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t probably shouldn’t surprise us that the

real estate sector is moving carefully
through great changes. It has become in-
evitable that guidelines and regulations
governing the writing of mortgages be
revised, for example, given the problems
that still weigh down the mortgage fi-
nance sector and, by extension, the entire
real estate market. Further, as govern-
ment programs wind down, the markets
they affected must adjust to a lack of gov-
ernmental support. And as the agencies
that have handled the packaging of mort-
gages come under scrutiny, the likelihood
of change in their operations—perhaps
even in their continued existence—
grows stronger.

There are several changes, therefore, that
have either already begun, or are about to
occur, or are being contemplated. One is
the end of the Federal Reserve's second
program of “Quantitative Easing” (QE2), in
which the Fed bought billions of dollars’
worth of U.S. Treasury securities. How will
this play out? Will it affect the future rates
on home mortgages?

Another—a seemingly simple readjust-
ment of the maximum amount of a home
mortgage that can be backed by the gov-
ernment-related credit provided by Fan-
nie Mae or Freddie Mac—may have more
dramatic effects than are first apparent to
the naked eye. You will want the guidance
of your real estate professional and mort-
gage loan officer to help minimize likely
increases in the expense of the financing
of a high-cost home.

Third, there is an on-going discussion
about the very existence of government-

backed secondary market agencies like
Fannie Mae and Freddie Mac. We will look
briefly at the possible decisions that may
be reached and how such a likely com-
promise in the way real estate loans are
backed might affect you. The govern-
ment may still play a limited part in the
backing of mortgage loans. What might
the changes mean to the availability and
cost of financing to you in the future?

FIRST, THE DRY-DOCKING
OF QE2

During the time of Quantitative Easing,
the Fed made certain that the de-
mand for Treasury securities was very
high by buying billions of dollars’ worth
of the securities over time. Thus, it was im-
possible for the securities to languish on
the market. Instead, their value soared—
which, in the weird workings of Treasury
bonds, meant their yields remained low.
And low rates for Treasury securities usu-
ally translate into low rates in general. For
example, 30-year fixed-rate mortgages
track the 10-year Treasury note very close-
ly, so the Fed’s QE2 program was most
likely partially responsible for today’s low
mortgage rates.

However, the program'’s effects have not
always been clear. For example, if the pro-
gram has helped keep rates low, and the
program is to be abandoned, investors
might be expected to push mortgage
yields a bit higher NOW—in anticipation
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of the program’s end. After all, that's
the way our markets usually work: If in-
vestors foresee rising rates, they often
begin immediately to bid rates higher.

Soon, in any case, we will have sent QE2
into the dry docks, perhaps for repair,
and started to move toward a market
thatis moved more by investor percep-
tions than by the machinations of the
Federal Reserve. Many investors look
upon this both with concern, because
they aren’t certain how well the econo-
my can walk on its own at this point
without governmental crutches...and
also with pleasure, because the econo-
my becomes so unpredictable when it
is being manipulated by governmental
programs. If the manipulations are
minimized, perhaps we can get a real
handle on where the economy is truly
headed, though we may lose some of
the benefit of governmental support.

SECOND, THE LOAN
CEILING CHANGE

The effects of another change may be
somewhat easier to predict, and gener-
ally less welcome—specifically in high-
cost real estate markets. On September
30, unless Congress votes to extend
them, the temporary higher limits on
the mortgage amounts for loans to be
purchased by Fannie Mae and Freddie
Mac are set to expire.

For quite some time, the largest mort-
gage that could be written in a qualify-
ing (high-cost) real estate market
climbed from $417,000 to $729,750 in
an effort to support the nation’s high-
er-value real estate markets. Now, bor-
rowers who need more than a $625,500
loan—the new maximum for conform-
ing loans in high-cost areas— will have
to find and use a more expensive “jum-
bo” loan.

WHY THE ADDED
EXPENSE?

hy is a jumbo loan more expen-
sive than a Fannie Mae or Freddie
Mac loan? Because a Fannie or Freddie
loan has the backing of the federal gov-
ernment. Thus, lenders and their inves-

tors feel very comfortable writing huge
loans that are so solidly backed. Keep
this in mind.

In a recent New York Times report on
how the change to $625,000 could af-
fect many homeowners, writer Ann
Carrns posits a buyer who is taking out
a $700,000 purchase money mortgage.
Under pre-October 1 rules, his loan
would be called a “conforming jumbo”
loan, and would carry a mild premium
of about 0.10% over the going interest
rate for loans of $417,000 or below. If
mortgage rates were about 4.75%—for
the purposes of our example—the rate
would become 4.85%, taking the bor-
rower's payment about $42 higher

Three Stages of
Foreclosure Crisis

“Inthefirst stage, problems were cre-
ated by subprime and low-docu-
mentation mortgages, particularly in
certain states.... Then, it became
more of a national problem with the
recession, as unemployment rose.

Now we've entered the third stage, in
which we have spotty recovery.
Some of the national numbers con-
tinue to be dominated by problem
areas. [For example], twenty-four
percent of all mortgages in the coun-
try that are in foreclosure are in Flor-
ida.... Yet 38 states have foreclosure
rates that are below the national av-
erage. We have areas of recovery but
those numbers are often over-
whelmed by the bad numbers still
coming out of afew large states.”[Jay
Brinkmann, chief economist, Mort-
gage Bankers Association, quoted by
MarketWatch]

each month.

However, after October 1, this $700,000
loan would no longer qualify for such
light treatment. Indeed, it would be
considered a “true jumbo” loan, and it
would therefore no longer be eligible
for the government backing available
through Fannie or Freddie. Because it’s
larger than a $625,500 loan, it would re-
quire a premium of about 0.60%, rather
than 0.10%. The interest rate would
thus climb to 5.35%, and the monthly
payment would thus be jacked up to
$215 a month more than if the loan had
been written and closed before Octo-
ber 1. What a difference a day makes!

The matter is even more complex, in
fact. The rate lenders are charging bor-
rowers depends on still more factors—
credit scores and debt-to-income ratio
among them. But the fact remains: This
seemingly benign deadline could have
a profound effect on many homebuy-
ers and refinancers.

Let’s talk about how best to approach
high-cost financing, especially while
the higher-cost home markets offer
such attractive prices. The rules and
procedures and guidelines will contin-
ue to change as the market readjusts to
the new loan limits and, we believe, to
recovery. We will want to review what
you hope to accomplish, to look at to-
day’s options, and in the future, to stay
on top of the coming changes as they
affect you.

ON THE WAY, A THIRD
CHANGE

here is a debate in Washington to-

day over how to restructure the ail-
ing Fannie Mae and Freddie Mac. Both
agencies require infusions of federal
cash in order to continue offering the
backing of mortgages that is factored
into the way real estate is bought and
sold today.

People with widely varying views of
how homes should be financed have
entered the argument—including
those who don't think the government
should play any part in real estate fi-
nancing and those who (like the Na-
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tional Association of Realtors®) defi-
nitely do.

It is difficult to predict what is truly at
stake. We know that the government
has been involved in the writing of
mortgages since the middle of the
Great Depression. Arguably, its pres-
ence in mortgage writing helped make
possible the abundant growth of hom-
eownership after World War Il, particu-
larly among returning veterans.

We also know that before the govern-
ment began to influence the writing of
mortgages, it was difficult to obtain a
loan that covered more than abut 50%
of the home's purchase price, and the
available loans generally had 5-year
terms, at which point a substantial bal-
loon payment became due. But this
doesn’t necessarily tell us what to ex-
pect from a mortgage system from
which the government has been elimi-
nated. Still, such a radical change re-
mains unlikely.

A COMPROMISE
PROPOSAL

At present, there is a proposal to re-
place Fannie and Freddie with five
or more private companies. The com-
panies would sell mortgage-backed
securities that would be explicitly guar-
anteed by the federal government.
This appears to be a compromise in the
battle between those who demand a
fully private mortgage system and
those who seek to retain government
participation in the process.

This is fascinating to watch, especially

Difficult Investment Decisions

“The Wall Street Journal reported that such financial
heavyweights as Pimco’s Bill Gross and major hedge
funds are stocking up on [Treasury] securities that
they think will perform best in a deflationary envi-
ronment.... Over half of Gross’s Pimco Total Return
fund, for example, now consists of U.S. Treasury
bonds, up from less than 33 percent at the end of
March, according to the Journal. The bet seems to
be that if economic demand slumps and profits
tank, Treasury bonds will lose less than just about
everything else” [Mortgage Bankers Association]

given the massive size of the mortgage
debt overseen currently by Fannie Mae
and Freddie Mac. The proposal sug-
gests spreading the responsibility over
five or more companies, but doesn't re-
ally create a system that differs greatly
from the one we now have. This news-
letter will endeavor to keep you in-
formed about any changes that take ef-
fect in the future.

THE BEST CHANGE

f course, the major changes to our
financing practices being dis-
cussed today would probably be more

Changing Rental Market
“Twice as many renters had enough
income to buy a home in 2010 in
comparison with 2005, so we have a
much larger pool of financially qual-
ified renters. Rising rents and excel-
lent housing affordability condi-
tions will encourage potential buyers
who've been on the sidelines”” [Law-
rence Yun, chief economist, National
Association of Realtors®]

easily agreed upon if our markets were
working efficiently and more purchase
money loans were being written. The
best change, therefore, is recovery. It
would doubtless help us create revised
systems that incorporate what has
worked in the past with creative ideas
for the future.

The good news, as London’s esteemed
newsweekly, The Economist, recently
suggested, is that the American hous-
ing market—despite recent sales and
home value indices—is on the edge of
mending itself. “There are signs,” the
editors intone, “this may be the darkest
hour just before the dawn.”

STATISTICAL
CONFUSION

As an economist noted recently
(see accompanying quotation
from Jay Brinkmann), it is easy to be
confused by data collected and com-
puted for the entire nation or even for
large areas—whether it be estimates
of how much home prices have fallen
or risen, of the number of foreclo-
sures the nation may be facing, or of
the number of workers who have re-
cently lost work. The possibility of
confusion rises when the up- or
downticks are particularly small, as
they have been for declining home
prices. As we've seen over the course
of the economic downturn, home
prices—once they have begun to
fall—are very slow to turn around.
They gain a statistical intertia that
keeps them from changing their di-
rection.

Mortgage Bankers Association chief
economist recently pointed out an
even trickier problem. We read reports
that the percentage of homeowners
facing probable foreclosure is extreme-
ly high. Left unmentioned in these re-
ports is the fact that 24% of the foreclo-
sures faced by our nation currently are
located in Florida. This changes the pic-
ture dramatically, and suggests that
whenever we read any statistical analy-
ses that seem to overwhelm any hope
we have for recovery—we should look




