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Subprime Lending Article published in Dnevnik Paper (Bulgaria) - February 2008 (translation)

What do you think of the proposals of Fed and the
Congress to avoid mortgage defaults? How do you
think the measure will work?

Let us define the issue at hand: As reported in De-
cember 2007, a million or more defaults are antici-
pated during this presidential election year and pos-
sibly 3 million in the coming 30-months! With that
understood, how much could the announced Fed
and Congress proposals possibly help?

Response on the part of law makers is always slow
and too late to solve the problem at hand. The law-
making machinery works slowly, and this time it
has certainly been slow to grasp the situation and
formulate a response. Some American media are
reporting that Treasury Secretary Henry Paulson
is making an effort to revamp the way the U.S.
handles mortgage regulations, which are currently
shared by the Fed and various other agencies. As
we see it, Congress is quite unhappy about the Fed’s
commitment to consumer protection and there is
speculation that it (Congress) may reassign some of
the Fed’s authority. It boils down to the question: is
the Fed in the business of protecting the interest of
the consumer?

Important facts:
Lax lending over the last few years has resulted
in rising default rate over the past 12 months.
Due to lack of demand, home prices have fallen,
creating negative equity situations.
Lenders are reluctant to restructure loans as they
have been neatly packaged and sold as collater-
alized equity.
Moody’s Economy.com predicts 3 million
homes to go into default by end of 2009.

How do you assess the interventions of the central
banks in the last months? What have those interven-
tions achieved and what did they fail to achieve?

As a stop gap measure, the Fed and the European
Central bank have been greasing the system by
offering short term loans that allow banks to lend
to each other, thus creating flexibility in managing
borrowers’ needs. It is reported that the Fed is con-
sidering a number of changes in lending practices
that include:
" Ban lenders from making high-cost loans using
unverified borrower assets.
Require escrow for ongoing liabilities such as
property taxes, home owner insurance and other
payments such as home owner association dues,
etc.
Lend only to owners that occupy the home, tak-
ing speculation and possible “artificial demand”
out of the system by not allowing regulated
lenders to offer preferred interest rates for rental
properties.
Eliminate any and all payments to mortgage
brokers.

Congress wants tougher standards for loans, which

is likely to alleviate the problem. As described,

Congress is considering:

" Prepayment penalties to be removed for at least
60-days before the rate is reset.
Reassigning responsibility of any bad-loan-
related liability to be a responsibility of Wall
Street firms that create equity packages or prod-
ucts containing loans that are unfair or decep-
tive.

How would these proposed rules be enforced?
Subprime lending rules would apply to all lenders
and would be enforceable by private law suites, the
state attorney general and the Federal Trade Com-
mission.

Wall Street firms, on an everlasting quest to cre-
ate new equity products, will be prompted by this
debate — and the final adopted rules — to lobby for
status quo, while staying mindful of possible li-
abilities.

This move will not stop the creation of mortgage-
based loan equities — the product is too rich and its
market is too lucrative to give up - however, new
rules may make it more difficult. The down side of
the proposed rules is that attorneys that made a kill-

ing by suing public companies would now have
another product to go after — potentially huge dol-
lars could be spent on this non- productive activ-

ity.

What are your projections for the housing market
in the U.S. for next year?

Each year, throughout the 1990s, the U.S. pro-
duced between 1-2 million new homes. This
pace accelerated to 2-2.5 million homes between
the years 2000-2006. In 2007 it was scaled back
— abruptly — to fewer than 1.5 million housing
units for the year.

Based on published statistics, housing production
— and thus the market — will shrink through 2009,
yielding only about one million new homes in iso-
lated markets where new jobs are being formed.
This is based on the assumption that the U.S. does
not slip into a recession

Proposed development activity in late 2009 or
early 2010 will see a comeback because of initia-
tives being taken today by the investment manag-
ers of various “vulture funds.” These funds will
pick up projects at various stages of development
at pennies on the dollar. If past history provides
any clues, 2008 will be a year of conservative
money investing in real estate product and selling
the product on the first signs of housing market
recovery, as it did in the 1980s.

How are new building developments affected by
the mortgage crisis?

Many developers are delaying plans to build or
even to complete projects underway. Those who
have the capital to sustain the operation will re-
duce overhead and wait for 2009-10. We are see-
ing this, as we speak, and will continue to see it
happen, because “absorption” has diminished
substantially. Affordability is going away; people
can’t afford to buy all the houses that are sitting on
the market. Prices will continue to move down at
least for another 2 to three years.

The residential developers in the States report less
new housing starts. What does this mean and how
will it affect the market?

Let’s say you’re a developer and, at the height of
subprime lending, you could get 300 thousand
dollars for a completed house. Well, now you
may only get 260 thousand or less because interest
rates have gone up, buying power has accordingly
shrunk and lending practices are under scrutiny
resulting in higher loan making standards. So,
now you cannot produce the same house, as you
cannot sell it for the same price. This affects how
the developer thinks while dealing with his pro-
jected cash flow. The builders will have to reex-
amine their building strategy and ask: Do we sell
at a deep discount and recover invested capital and
leave the sweat equity on the table? Do we reex-
amine the markets to find growth markets? Do we
build smaller and different houses? Do we build
on narrower lots? Do we try another building type,
or leave the business? All these options will be ex-
plored by some builder or another in the U.S.

Depending upon local regulations, increasing
density is an option for those who believe that the
market will turn around in a year or so. This is the
amount of time it takes to acquire farm land and
transform it into a finished housing subdivision.

About 35 percent of every development goes into
roads and open space. So if you can increase the
density — which means “jam” in more houses on
the same amount of land — you get a better return.
So it will have physical implications, but the de-
gree will depend on the nature and intensity of the
restrictions imposed on the land.

What can they do to soften the effects of the cri-
sis?

Basically, they need to find ways to reach out to
prospective buyers and show them that there are
means — other than subprime loans — that they can
use to become homeowners.

There are a number of tools that developers and
builders might employ in bringing “affordability”

back into the equation: For example, houses have
become bloated, but they do not need to be so big
to be attractive to first-time buyers. They also do
not need to come loaded with luxury amenities — a
builder could equip a smaller house with the basic
necessities and make it much more affordable.
Builders could also take on the role of informing
would-be buyers about the best financing options,
explaining potential pitfalls and how to avoid them.
An informed buyer is the best buyer, and builders
would be doing themselves a favor to help them
reach that level.

Is the situation different for commercial property
and office buildings? What will happen to this mar-
ket?

In the 1990s, as the use of the personal computer
became commonplace, it was believed by experts
that the office market would shrink dramatically. It
has not happened. The speculation was that people
would prefer to work from their homes and would
be connected by the Internet. In reality, key deci-
sions are still made on a face-to-face basis. So, the
office space could see a dip in occupancy but as the
gross domestic product grows, so will the need for
space to house new commercial activities.

We expect healthy growth of both these building
types in the coming decade.

In the last decade, a house stopped being just a
place to live, but was regarded as an investment.
What brought on this thinking?

After World War II, the return of GIs and formation
of new families caused a severe housing shortage in
the U.S. During the 1940s, financial incentives such
as double deprecation were provided by Congress to
make housing affordability grow. House ownership
became and continued as the biggest investment
in one’s lifetime. Creation of funding mechanisms
allowed more people to buy and own homes, and
the trend caught on. Throughout the 1990s, which
marked years of robust economy, housing prices in-
creased faster than other investments, encouraging
novice investors to become buyers. These investors
quickly learned how to buy a house using borrowed
money to be paid back in cheaper dollars over 30
years. This phenomenon led to accumulation of
houses as rental properties by the new rich.

Up until 1986, double depreciation provided serious
incentives for people to invest in single & multi fam-
ily housing as an investment. Once it was clear that
sufficient housing stock was available in the U.S.,
Congress took away the incentives. But people are
creatures of habit: The buying practice continued
even after the tax incentives disappeared and actu-
ally was embraced by new immigrants, as well as
those who prospered in the growing economy and
had money to spare. To most, housing seemed to
be a better investment than a money market invest-
ment.

Do you think the crisis may reverse this thinking?
What do you think is the future of real estate invest-
ment in the longer term?

The phrase, ‘once bitten, twice shy” has real mean-
ing now. Speculators will be out of the market for
awhile. We forget the past quickly, though, and his-
tory repeats itself — it will happen again.

Real estate investment is a serious yet seductive pro-
fession. Nothing will change. It will be one of many
favorite investments, again, in a few years.

What are some still hot regions for real estate? What
is your view of the Asian market?

In the December 2007 issue of Forbes it was sug-
gested that there are at least 10 markets in the U.S.
that are growing, while the rest of the U.S. is recov-
ering from the housing glut. These are:

Salem, OR

Spokane, WA

Salt Lake City, UT

Farmington, NM

Beaumont-Port Arthur, TX

Binghamtom, NY

Glenn Falls, NY

Allentown-Bethlehem-Easton, PA-NJ

Reading, PA

Cumberland, MD-WV

Asian markets are unpredictable. Who could have
imagined that SENTX (the gauge of the Indian
economy) would rise to nearly 21,000 from 8,000 in
a matter of only 24 months? I believe there’s a lot of
“froth” in the pricing of real estate in India. Merrill
Lynch just closed a deal in India by buying 49 percent
of DLF - a leading developer headquartered in Delhi.
I believe they paid too much, but money speaks, and
time will tell if it was good investment.

The problem with India & China — and other Asian
markets, for that matter — is a lack of regulations, dis-
regard for the environment, and a casual attitude to-
ward energy. Change has been positive, but applica-
tion of the U.S. model for housing and transportation
in Asia is unsustainable. However, growth and devel-
opment has been occurring for years in these Asian
countries without regard to use of water and energy.
Every country does not have the luxury to consume
25 percent of the world’s energy production.

This realization will come with time when severe
shortages occur in the coming decade.

Do you have observations of real estate markets out-
side the U.S.? What is happening there and what are
your predictions for next year?

Never before has there been creation of so much
wealth in such a short period of time. Oil production,
manufacturing of goods, cheap and safe transporta-
tion of goods, innovation in information technology
and less political suppression around the world has
caused creation of wealth at a relatively fast clip. Free
markets will continue to grow in Asia, Europe and
Africa. This will result in the need for production of
more real estate products in 2008 and beyond. The
demand is in place, and now the means are becoming
available to pay for the goods.

So far the stock market (in Europe especially) has
held well in the months of the crisis. Why do you
think this has happened and what do you expect for
the future?

There’s a decent chance that we have already seen
the worst of it. Citibank, Merrill Lynch, UBS, Coun-
trywide and other banks have received infusions of
cash from various sources, causing liquidity to be in
place again.

Heads have rolled at these institutions, presumably
as punishment for those who became complacent on
the job. The equity markets have a tendency to look
forward and have a very short memory; things should
be closer to normal by mid-year if not by year end.
Institutions will contrive new products and the con-
sumer will be doing “opportunity investing,” once
again, soon.

Remember when Citibank stock was as low as $10,
Chrysler traded at $3; nobody believed that Chrysler
would exist for very long. Both companies have their
problems, but have survived. At that time, Citibank
received an infusion of cash from the Saudi Prince,
and Chrysler was supported by the U.S. government.

Today, Citibank has received infusion of cash from
the Middle East again. Chrysler has gone private and
has a $10 billion kitty at its disposal. Its management
seems not to be worried, although it is projecting a
loss of $1.6 billion this year.

Similarly, the institutions in “trouble” have already
received — or will receive — the necessary medicine
(liquidity) and be on their way to bigger and better
things. After all, capital formation (liquidity) IS the
key element of economic growth. And capital forma-
tion will continue.
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he became a Registered Investment Advisor and cur-
rently offers investment advisory services through
Resource Horizons Investment Advisory. His work
in these two fields has given him an in-depth knowl-
edge of the role of capital in development as well as a
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of subprime lending. http://www.theldnet.com.



