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Sub Prime Mortgage Crisis
Cause
• Federal Reserve cut rates dropping the fed funds rate 

from 6.5 % in Jan 2001 to 1% in 2003 
• Low interest rates spark demand for homes resulting in 

Real Estate Boom
• Proliferation Of Risky Loans
• Investment Banks and the Asset-Backed Security
• No one watching the store

Presenter
Presentation Notes
Starting in Jan 2001 and spurred on by events on 9/11 the Federal Reserve began cutting rates 11 times to prevent the economy from falling into recession. It worked, and the economy began to steadily expand in 2002.
Prices rise rapidly and demand for homes in hot spots like Las Vegas, California, Florida and New York soar. At the time, the rate on a 30-year fixed-rate mortgage was at the lowest levels seen in nearly 40 years, and people saw a unique opportunity to gain access into just about cheapest source of equity available. 
To attract this growing pool of borrowers, lenders repurposed "creative financing" products that had previously been marketed to high-income borrowers seeking flexibility with their money "creative financing“: interest-only and payment-option ARM loans . Growth in Sub prime Lending: “liar loans” or “no doc” mortgages with low documentation requirements, "ninja" loans, requiring no income, job or assets  
New financial products were being spun on Wall Street. Big banks and wholesale lenders such as HSBC Holdings buy the debt, repackage them and sell them to Wall Street firms. Wall Street banks and investment houses further repackage these loans in mortgage backed securities (MBS). Pieces of mortgage-backed securities were inserted into new investment vehicles such as and collateralized debt obligations (CDO), with a remarkable result: investments originally rated as risky can re-emerge rated as safe 
(Lenders, Brokers, Rating agencies)  Four out of five mortgages are sold off to investment banks. The money from those sales went to finance new mortgages. This sea change in the mortgage industry made some lenders, and some brokers who funnel customers their way, less vigilant against risky loans as their risks were quickly transferred to the loans’ new owners. Less scrutiny of loans, automated software checks credit worthiness. Mortgage securities, unlike stocks and other bonds, were not as regulated by the federal government. Ratings agencies who decide risk associated with the bond have a conflict: they are paid by investment banks — and they may be less likely to steer investors away from those bonds.



Sub Prime Mortgage Crisis
Cause
• 17 Federal rate hikes lead to higher rates and 

reduced affordability
• Unraveling of the housing boom
• Foreclosures on Sub-prime loan
• Credit Crunch

– Central Banks pump in billions of dollars
– Feds cut 50 bps of the Federal funds rate

Presenter
Presentation Notes
The higher rates affect a variety of American borrowers, including those with adjustable rate mortgages, or ARMs.  Approx. $260 billion in prime ARMs and $376 billion in subprime ARMs will begin to reset over this year and next.
New homes sales stalled, and median sale prices halted their climb.
Some studies predict one out of five (19 percent) subprime mortgages originated during the past two years will end in foreclosure. 
mortgage lenders forced to shut down operations as secondary markets dry up
Following this over 20 subprime mortgage lenders failed or filed for bankruptcy, notably New Century Financial Corporation, which was the nation’s second biggest subprime lender.  Other well known lenders include Countrywide Financial Corp and HSBC Holdings are also facing problems in their subprime portfolio.  These bankruptcies cause a general decline in mortgage company stocks creating a general panic in the housing market. Several hedge funds also collapsed.institutional funds faced with margin and collateral calls from nervous banks, forced to sell stocks and bonds to raise cash 
Central banks pump billions of dollars into banking systems in a concerted effort to beat back a credit crisis The European Central Bank injects 61.05 billion euros ($83.61 billion) to steady euro-zone credit markets. 
The US Federal Reserve cut the discount rate (rate at which borrows to banks)  in a bold bid to turn back a rising financial storm and later in September cut half point of the Federal funds rate -- the first cut in over four years -- and left the door open to further relief to prevent a painful housing slump and jarring credit crunch from driving the country into recession.




Effect on For-Sale Housing
• Consumers not willing to buy homes (wait & 

watch)
• Many homebuyers, previously eligible, are not 

anymore as Lenders tighten due diligence 
standards

• Jumbo mortgage rates have increased. 
• With all the defaults on mortgage backed bonds, 

Wall St. investors not willing to take the risk of 
purchasing MBS

Presenter
Presentation Notes
Consumers are not willing to buy homes. This is because the market for houses is dropping and consumers do not want to lose value on their purchase. Market psychology created a contagion effect which makes homebuyers generally be pessimistic about the real estate market.

Lenders are obligated to improve their due diligence which means that many homebuyers who were previously eligible are not anymore. 

Jumbo mortgage rates (mortgages for loans exceeding $417’000) have jumped. The difference between a jumbo rate and a regular mortgage rate has increased another 0.5%. Prior to the change jumbo rates where 0.25% above regular mortgages now they are 0.75% above regular rates. 

Wall Street Reaction. Investors are pulling out of mortgage securities because of expected losses. With all the defaults on mortgage backed bonds, investors are not willing to take the risk of purchasing securities which are exposed to mortgages.



Effect on For-Sale Housing

Source: REIS

Presenter
Presentation Notes
Difference between a jumbo rate and a regular mortgage rate has increased another 0.50% to 0.75%




Effect on For-Sale Housing
New Homes sold in US versus month's supply
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Presenter
Presentation Notes
New single-family home sales fell 8.3% in August and are now down by 21% from a year
ago. The current sales pace of 795,000 seasonally adjusted annualized sales is 38% below the annual peak figure in 2005.
The inventory of unsold new homes fell for the fifth straight months and stood at 529,000. At
the current sales pace, it would take 8.2 months to clear the inventory. The months supply
was 6.8 months a year ago and reached a cyclical peak of 8.3 months in March of this year.
Months supply had averaged about 4 months during the boom years of 2001 to 2005.




Effect on For-Sale Housing
California and Los Angeles Metro

Source: NAHB

Presenter
Presentation Notes
CA wide YTD bldg permits have reduced by more than 35% for SFDs and 19% for mutlifamily permits
Over the same period, the Los Angeles MSA saw a 31% drop in SFD permits issuance but surprisingly saw only a 3.5% decrease in multifamily permits



Effect on Rental Housing
• Rethinking of risk pricing could lead to consequent 

increase in spreads thereby increase cost of debt
• Higher debt costs & lower debt will require more equity
• Increased WACC will require higher return on 

investments
• Unsold condos & rented out homes could create grey 

market 
• On the other hand, more condo buyers prefer to rent
• Also, vacancies are tight at 5.8% and new supply is 

relatively subdued.
• Upward pressure on historically low Cap rate?

Presenter
Presentation Notes
If there are lasting impacts of the credit crunch on the financial markets, then there will be significant impact on fundametals as described as follows:
The risk priced into residential and commercial real estate bonds has increased, as evidenced by wider spreads, and has forced up the cost of debt. Higher debt costs (and lower debt availability, requiring more equity) will feed into the weighted average cost of capital and increase the required return on new investments. Leveraged buyers would take a direct hit 
Rental market could see an increase in shadow supply, as unsold condos and homes are rented out. However, difficulty in qualifying & fluid for sale market will halt the movement of renters into the for-sale market as the marginal decision by households favors renting.

Cap rate compression clearly has been driven in large part by the flow of capital into apartments along with easy access to credit at low rates.  No noticeable change in cap rates so far. 



Effect on Rental Housing

Source: NMHC

Presenter
Presentation Notes
apartment valuations are highly sensitive to interest rate increases given their recent rock-bottom cap rates. The National Council of Real Estate Investment Fiduciaries (NCREIF) implied cap rate spreads over the 10-year Treasury were negative 19 basis points in the second quarter.

Apartment investors however buying not on current yields but on the basis of expected improvement in the cash flow in years to come and higher property prices at the end of the holding period. Talk about selling Enclave at a 3-ish cap rate.

How much could cap rates change? The market has already withstood the withdrawal of condo converters, with little impact overall.
In the wake of the credit market turmoil of July and August, borrowing costs have risen (even though Treasury yields are little changed). Although there has been no noticeable change in cap rates thus far, there is widespread expectation that some backup is likely, perhaps as much as 100 basis points.  With strong underlying fundamentals in Los Angeles, we may very well buck the trend.





NOI vs. Cap Rate - Los Angeles
Apartment NOI Index versus Capitalization Rate

Los Angeles Metro
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Presenter
Presentation Notes
As you can see, cap rates in Los Angeles have steadily decreased all the way until 2006. Correspondingly, NOI has also been showing growth especially in 2006 with a 10% increase from the previous year 



Other Factors - Construction Cost

Source: Turner Construction

Construction Cost Changes
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Presenter
Presentation Notes
Construction Costs increase remain unabated The construction industry continues to face a shortage of skilled labor and trade contractor availability. The strength of the developing economies of the world has added to the demand for raw materials and equipment, adding to the pressure on material prices in the United States.  In CA, state spending on infrastructure as well as spending on health and education by school districts and hospitals continue to keep costs high



Other Factors - Land Cost
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Presenter
Presentation Notes
Price of Land has increased significantly over the past 5 years and Downtown Los Angeles provides a indication of its increase



Median Sale Price of Homes in Los Angeles

Increase in Median Price of Homes
Los Angeles Metro
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Presenter
Presentation Notes
Prices have held but experienced steep drop in increase of median price of homes in 2005 to 2006.  We may not have seen the bottom of the market yet.



Rent Growth in Los Angeles
Apartment Rent Growth

Los Angeles Metro
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Presenter
Presentation Notes
Though rents have shown excellent growth over the past 2 years, it will unable to sustain the growth over the next 5 years.  PPR projects average growth ranging between 2-3%.



Supply-Demand Imbalance

Presenter
Presentation Notes
With these market conditions described in the slides previously, we are not sure how can mkt housing be built, let alone affordable housing?

Regardless of the issues we face, there is a chronic supply demand imbalance of housing in LA. The following chart shows population increase versus housing permits.  Housing supply could be said to be in equilibrium if approximately 1 permit is issued for every 2 persons added to the population.  However, in Southern California, the ratio is over 4.5.
In addition, there are issues of job/housing imbalance, transportation issues (long commutes), affordability issues that LA faces.  



Los Angeles compared to other 
metropolitan counties

Permits issued vs. Population
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How is this a reason for optimism?
• At the end of the day, it is all about financing the gap to 

deliver affordable housing
• Force to look at innovative practices for providing 

housing
• Planning/ Design 

– Sustainability – New Urbanism
– Building Technology
– Transportation, TOD

• New Funding Partnership
– Prop C funding 
– Innovative Financing (Public Public Pvt partnerships) Eg. LAUSD 

& teacher's housing
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