Jumbos, Jitters And Crunches

August 26, 2007

Dear Dave: I am a bit confused about the talk on a credit crunch, stock market jitters, interest rates, sub-prime mortgages, jumbo loans, Fannie Mae and the ‘Fed’. Can you put the situation in simple terms and tell us where it’s all going?

Answer: In the new era of instant and continuous news, the CNN soap opera, and political mind games, it is difficult for the individual to remain fair and balanced. So much of what is on television is entertainment as opposed to education.
The current credit crisis is rather like an infection in the body. You may, for example, be a healthy person but, when a virus finds its way into your system, you are just not yourself. Every part of your day is affected, your appetite wanes, your energy is low – just because you caught some bug in the office. This is what has happened in the Real Estate market because of a lending virus.
Here’s what you need to know. The United States remains, for the present, the linchpin of the world economy, the strongest and best maintained financial engine on the planet. Your economic world is healthy. However, even the daily health of an extremely rich American (which you are, relative to the rest of Earth’s inhabitants) can wobble a bit and, when you are just very, very rich (instead of extremely rich), you can feel out of sorts.

The U.S. economy functions very efficiently. It is a free market system. Real Estate, for example, sells at a price buyers are willing to pay. Buyers, in turn, borrow money and pay interest on the loan, gambling that the future can be traded for the present. Buyers pay tomorrow for what they want to enjoy today, whether it be factories, cars or houses. This system has worked well for two hundred years.

What happened over the last 5 years was really just a wave of optimism in home ownership and its financing that went too far. Banks lent money to people who should not have borrowed. Buyers made unwise choices when agreeing to pay back loans in the future.  ‘Sub-Prime’ was the name of this type of deal – abnormal, unconventional and unprecedented, loans to people who should not have borrowed.

The Federal Reserve Bank, affectionately known as the ‘Fed’, has enormous power to keep a lid on the U.S. economy going haywire. It has power to give injections of cash, or to prescribe financial medicine when the economy or some part of it is poorly.

What most people seem to be confused about is what interest rates on mortgages are doing. With all the talk of the Fed cutting rates in September people are abuzz about mortgage rates going down. The 2 ideas are not the same. The Federal Funds Rate (currently 5.25%) may be cut in September, but the interest rate on a 30 year fixed rate mortgage (currently 6.625%) may not. It’s not the same thing.

The Fed rate described is the Federal Government’s way of leaning on banks to influence the rate at which they lend to each other. Your mortgage rate is like a little seed growing downstream on a remote farm that may be affected by a controlled release of liquidity from the dam 200 miles away. Fed changes will affect Credit Card interest and Adjustable Rate Mortgages now in place, but have little to do with newly originating Fixed Rate loans.

When the Fed rate changes, it affects financial markets and the economy as a whole, but the business of mortgage lending is still a market of horse traders, decisions made in board rooms by people borrowing money themselves to lend to you at a profit. These board members are talking about the Bond and Money Markets, not about the Fed.

The current 30 year fixed rate mortgage at 6.625% is actually incredibly good compared to 10 years ago. Rates have hovered at 7% or less for several years now. Whatever the Fed does, I expect rates to move not much below 6.5%, and not much above 7%. In short, rates are already low and won’t go much lower (or higher) in the next 6 months.

Jumbo loans are a different story. Many people think, per television programs, that a jumbo loan is a loan over $417,000. This is not true in Alaska, though it may be true in Virginia. The jumbo loan is any loan that exceeds the Fannie Mae limit for the area in which you buy. Fannie Mae, a semi-government entity that buys mortgages and so is the ultimate resting place of many loans, establishes loan limits for each State based on the cost of living in that State. The magic number in Alaska is $625,500. People who need to borrow in excess of this amount are having a hard time.  However good your income and credit may be you can pay 8%, or even higher, for a jumbo loan. Lenders have lost their enthusiasm for such loans following the level of default in mortgage repayments across the board.
Default rates in regular loans have gone from 2.2% in 2005 to 2.6% in 2007. In Sub-Prime defaults have gone from 10.6% in 2005 to 13.8% in 2007 and will go even higher. When banks lose money, they either tighten their belt or go broke. The jumbo loan drought will definitely affect the sale of high-end ($Million+) homes in Alaska for many months to come.

Stock market jitters are a reflection of the overall anxiety for the total economy. Many individuals, as well as institutions, own stocks as an investment of their savings. The stock market is one giant, legal casino, and gamblers can become superstitious, cautious, or just plain nervous very quickly. I expect the stock market to remain a sound home for your investments for the foreseeable future. If you are prone to the ‘Jitters’, you should not be in it.

The ‘Credit Crunch’ is a passing sickness, curable by Doctor Fed within 12 months, and it will be cured. The pendulum swings in all our lives. You might call this the circadian rhythm of a prosperous society. In my view, this fall and winter remain an ideal time for buyers to obtain conventional style fixed rate loans and absorb some of the juicy real estate inventory on shelves right now. Anchorage is going forward and upward, with no physical space left to develop, so the value of real estate here will inevitably explode in the next 5 to 10 years. Get your piece of it now!
