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Presenter
Presentation Notes
Good Evening Everyone.  On behalf of my fellow panel members, I would like to thank you for attending tonight.  We really appreciate the opportunity to be able to speak to you about these important issues.  
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Disclaimer:

The views and opinions expressed in this presentation 
are solely those of the author and do not necessarily 
represent those of the Federal Reserve Bank of 
Richmond or the Federal Reserve System.

Presenter
Presentation Notes
Before I begin my presentation however, I need to give the standard disclaimer
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The Story…

• Where are we?
• The housing market – still under stress 

• How did we get here?
• One underlying theme

• Where are we headed?
• Further deterioration in housing and mortgage credit quality 

likely, with evidence of spillover into other forms of lending  

Presenter
Presentation Notes
So, with that here is what I plan to cover:  My goal for this presentation is to provide you with an overview of the state of the housing markets:  

Were we are

How did we get here

Where are we headed



This should set the stage for the remainder of the panelists presentations.
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The U.S. Housing Market – Months Supply

Inventories have improved recently, but still remain high.

Months Supply of Existing Homes
January 2005 - September 2008
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Presenter
Presentation Notes
So, where are we?  First and foremost, we are dealing with a very large supply of houses for sale on the market.  This chart depicts the trend in the months supply of existing homes from the National Association of Realtors.  As of September, months supply stood at 9.9 months, VS 10.4 months one year ago.  In January 2005, it was 3.6 months.  Most analysts a healthy housing market to have around 6 months supply—a point we were near in April of 2006.  



For September the months Supply improved slightly again to 9.9 months as sales picked up—especially in the west.  



There were 4.3 million homes on the market nationally as of September.  Inventories have been over 4 million for 12 of last 13 months.  They have been coming down for the past two months, but they are still high
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The U.S. Housing Market – Falling Prices

Significant declines nationally.  Prices may fall further until inventories ease.

S&P/Case-Shiller Composite 20 Index
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Presenter
Presentation Notes
So, what has been the effect on housing prices?  It is as you would expect--increased supplies are negatively impacting prices.  This chart reflects the S&P Case Shiller Composite Index for 20 MSAs around the country.  Comes out monthly on a two month data lag.  The index (20 MSAs) declined 16.6% year over year for August—largest decline in the history of this index.  Has been declining since January 2007.  Every MSA in the index reflected a YOY decline.



Some of the worst performing areas in this index (YOY):  Phoenix:  - 30.7%, Vegas:  -30.6%, Miami:  -28.1%, incidentally-  DC was –15.4% YOY.







According to a recent report from the Center for Economic and Policy Research, a Washington, D.C. think tank, the collapse of house prices that started in 2006 has wiped out more than $4 trillion in home equity, putting a sizable dent in the net worth of millions of baby boomers. 



Compare OFHEO with S&P Case Shiller index…..OFHEO August 26, 2008 news release with 4.8% yoy decline 2q08.....

How does the HPI differ from the S&P/Case-Shiller® Home Price indexes?

Although both indexes employ the same fundamental repeat-valuations approach, there are a number of data and methodology differences. Among the dissimilarities: a. The S&P/Case-Shiller indexes only use purchase prices in index calibration, while the all-transactions HPI also includes refinance appraisals. OFHEO’s purchase only series is restricted to purchase prices, as are the S&P/Case-Shiller indexes. b. OFHEO’s valuation data are derived from conforming, conventional mortgages provided by Fannie Mae and Freddie Mac. The S&P/Case-Shiller indexes use information obtained from county assessor and recorder offices. c. The S&P/Case-Shiller indexes are value-weighted, meaning that price trends for more expensive homes have greater influence on estimated price changes than other homes. OFHEO’s index weights price trends equally for all properties. d. The geographic coverage of the indexes differs. The S&P/Case-Shiller National Home Price Index, for example, does not have valuation data from 13 states. OFHEO’s U.S. index is calculated using data from all states.
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Virginia House Prices – Mixed Performance
June 2008 March 2008 December 2007 June 2007

Virginia -2.60 -0.17 0.68 3.53

Blacksburg/Chris- 
tiansburg/Radford 

1.71 4.55 2.86 5.33

Charlottesville -0.43 1.13 4.83 4.34

Lynchburg 3.26 3.72 6.17 10.00

Richmond -0.39 2.25 3.68 6.83

Roanoke 2.52 4.45 4.08 7.68

Va. Beach/Norfolk/
Newport News

-0.70 1.48 2.59 5.40

Washington, D.C./ 
Arlington/Alexan. 

-9.14 -5.35 -3.42 0.88

Winchester -9.80 -4.49 -4.56 -2.48

Source: www.ofheo.gov

Not all Virginia MSAs are experiencing declining house prices.

Presenter
Presentation Notes
Virginia has reflected mixed performance.  Unfortunately, the CASE Shiller index only covers one Virginia MSA (DC metro).  To get more data, we turn to the OFHEO house price index report.  OFHEO now the Federal Housing Finance Agency 



This table reflects the YOY changes in house prices for these periods for the state and the MSAs their index covers.  Virginia first started experiencing a YOY decline in March 2008, and that has deteriorated further in June.  Despite the overall decline, it is still not that bad, given what is happening in other parts of the country.  The majority of the housing depreciation is concentrated in Northern Virginia and along the coast.  Many areas are still experiencing price appreciation, albeit at reduced rates.      



New OFHEO data (third quarter) likely out later this month.   



Confidential Information 7

U.S. Mortgage Credit Quality – Rapidly Rising 
Delinquencies

Major subprime problems, but prime loan quality also deteriorating. 

Residential Mortgage Delinquency Rates 
Seasonally Adjusted Data (1998:Q2 - 2008:Q2)
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Presenter
Presentation Notes
New MBA data likely out early december



Let’s turn to credit quality.  As you have probably heard, residential mortgage credit quality has deteriorated.  The first chart I want to show you depicts the trend of delinquencies by loan type from the Mortgage Banker’s Association National Delinquency Survey.  Before I get into specifics, a couple of general observations.  First, as you can see from the chart, subprime loans (red and blue) generally perform worse than prime loans.  Second, ARMS (prime and subprime) perform worse than their fixed rate counterparts.  



Now, some specifics—first the rise in delinquencies is not a new phenomena—they actually started rising in late 2005.  Second is the level of delinquencies for subprime loans.  21% of subprime arms and 16% of subprime fixed loans delinquent.  Significant deterioration over the past year:

Subprime arms up 24%

Subprime fixed up 46%



also, it is important to note that this is NOT just a subprime story:

Prime arms up a whopping 81%

Prime fixed up 36%   



Finally, with the exception of subprime fixed, delinquencies have surpassed levels seen in the 2001 recession.
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Virginia Mortgage Credit Quality – 
Delinquencies

Virginia Residential Mortgage Delinquency Rates 
Data Not Seasonally Adjusted (1998:Q2 - 2008:Q2)
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Deteriorating trends, but levels are generally lower than the nation.

Presenter
Presentation Notes
Turning to loan performance in Virginia, we again rapid increases in delinquencies. And, like the nation, Virginia delinquencies are above levels seen at the last recession (except subprime fixed mortgages).  



And, over the past year, delinquencies increased at a faster pace in Va compared to the nation. Prime ARM trend was also noteworthy in Virginia. 

But with the exception of subprime ARMS,  delinquency levels for the other categories are below those for the country as a whole. 
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U.S. Mortgage Credit Quality – Unprecedented 
Foreclosures

Record foreclosures with subprime leading the way.

Residential Mortgage Foreclosure Rates 
Data Not Seasonally Adjusted (1998:Q2 - 2008:Q2)
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Presenter
Presentation Notes
Turning to foreclosures, we see a similar story.  This chart represents MBA data for foreclosures started during the quarter for each loan type.

As you can see, like delinquencies, subprime arms are leading the way, with subprime fixed next.  According to data we obtained from LPC, subprime represents 12% of mortgages nationally and around 53% of total foreclosures



Also important to note here is the increase in prime foreclosures over the past year.  Prime ARMS have increased 214%!!!!  Granted, that is coming from a much smaller base than for subprime loans, but it is still a noteworthy increase and merits watching closely.  



Not surprisingly, California and Florida and other states hit hard with price declines are leading the way.  According to realtytrac, 36 states recorded an increase in foreclosures YOY in August.  
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Virginia Mortgage Credit Quality – 
Foreclosures

Rapidly rising foreclosures, but still better than the nation as a whole.

Virginia Residential Mortgage Foreclosure Rates 
Data Not Seasonally Adjusted (1998:Q2 - 2008:Q2)
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Presenter
Presentation Notes
With regard to foreclosures in Virginia, we are seeing roughly the same thing.  A dramatic spike in foreclosure starts.  Again, very high levels of subprime ARMS.  Despite this, foreclosure starts for all loan categories still below those for the nation.  



According to realtytrac, virginia foreclosures were up 39% year over year.  As Steve will discuss, this is for the most part a Northern Virginia phenomenom. 
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How Did We Get Into This Mess?
Cumulative Default Rates by Vintage
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Weaker performance at the peak of the housing bubble:  Underwriting.  

Presenter
Presentation Notes
So, how did we get into this mess? What happened with housing?  I think this graph is very telling.  It shows defaults by vintage of mortgages from the date of origination.  



Look at how rapidly the 2005-2007 vintages started going delinquent—much more rapidly than historical patterns.  To me, this points to a significant deterioration in underwriting late in the housing boom cycle likely due to intense competition in the industry and investor demand for all things mortgage related.    
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Underwriting:  Documentation and Loan-to-Value

Percent Full Documentation ABS 2_28
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Documentation requirements went down at the same time LTV’s went up.

Source: Federal Reserve Board calculations using Loan Performance data

Presenter
Presentation Notes
The next slide illustrates this point further.  This graph depicts changes in two particular underwriting characteristics:  the level of loan documentation required and allowable loan to value ratios for groups of subprime ARMS.  As you can see, at the same time documentation requirements were declining allowable loan to values were increasing dramatically –to almost 90% LTV.  For this particular type of loan, these two particular underwriting characterizes were at their lowest in 2006.   
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Underwriting - Where did the “C’s” go wrong?
• Character

“Willingness to pay.” A strong credit history demonstrates prudent 
financial management.

• Capacity
“Ability to pay.” Income verification and monthly cash flow establish 
a basis for sustainable home ownership.

• Collateral
Honest, not aggressive, appraisals provide a foundation for home
ownership.

• Capital
Even a small down payment helps.

Presenter
Presentation Notes
Character—Difficult to assess.  But, documentation such as tax returns, credit reports and payment history helps.  Also, there is no replacement for knowing the borrower.



Capacity—documentation such as pay stubs and tax returns, along with prudent debt service coverage ratios important.  Nontraditional mortgages were clearly used as a “get around” here. 



Collateral:  provide an independent valuation of collateral



Capital:  the lower the downpayment, the less skin the borrower has in the game.  Downpayment requirements relaxed 
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Where Are We Headed – Housing Prices

The market says it will take some time for housing prices to bottom out.

CME Futures on S&P/Case-Shiller Index
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Presenter
Presentation Notes
So, looking forward, housing price stability is very important.  While we don’t have a crystal ball, the consensus view in the markets says we have a ways to go before housing price hit bottom. This graph depicts Chicago Mercantile Exchange futures contracts on the S&P Case Shiller 10 Index.  As you can see, the market consensus is that prices will likely not begin to rise nationally until at least late 2009. 



I think you will continue to see a drag on housing prices until the inventory situation stabilizes.     
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Where Are We Headed – Foreclosures
Source: Bloomberg

Such deterioration would likely involve more prime loans. 

Presenter
Presentation Notes
This chart depicts the trend of total U.S. foreclosures along with projections from Oppenheimer that go through next year.  As you can see, they are projecting rapid acceleration in foreclosures through next year.  For  this to occur, you will have to see a significant deterioration n ALT-A and prime mortgages well beyond what we have seen thus far.  Obviously, if this type scenario bears out, it will have ramifications on housing prices.  
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Spillover - The CRE/RRE Link

Construction & Land Development higher than the early 1990’s. 

Source: Consolidated Reports of Condition and Income

Construction and Land Development (CLD) Grows as a Portion of CRE
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Presenter
Presentation Notes
Next, we are concerned about spillover from residential mortgage to other forms of credit.  First is commercial real estate, which has become a very significant portion of the asset mix at small banks.  These banks primarily originate to hold, vs the large banks which originate to sell.   



This matters because CLD has become a large piece of the CRE pie—larger than it was in the early 1990’s (the last period of significant CRE issues in banks).  If residential suffers, it would stand to reason that this stuff would suffer as well.
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Deteriorating CRE Performance

CLD fared the worst previously and performance is deteriorating again. 

Source: Consolidated Reports of Condition and Income

National Commercial Real Estate (CRE) Chargeoffs
1991:Q2 - 2008:Q2
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Presenter
Presentation Notes
And that is exactly what we are seeing.  This graph depicts bank CRE performance over time. As you can see, CLD performed much worse than other forms of CRE in the late 1980’s-early 1990’s and it is doing the same thing now.  



It is important to remember that we are coming off a period of prosperity with regard to CRE loan performance, so we are moving up from a very low base.  And, performance is nowhere near that of the prior period.  Still bears watching very closely.  



At the most recent Federal Reserve senior loan officer survey (July) –approximately 80% of respondents reported tightening of CRE lending standards over past three months. 
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Recap
• The housing market is characterized by oversupply and 

falling prices.
• U.S. mortgage loan performance has deteriorated 

significantly and now has surpassed levels seen at the last 
recession.

• Virginia’s performance a mixed bag—it has deteriorated 
significantly, but still compares favorably to the nation.   

• Weakened underwriting standards were a major factor.
• Spillover into commercial real estate (construction and 

land development) and home equity evident.
• Still not out of the woods yet.

Presenter
Presentation Notes
So, to conclude my piece:  



Michael L. Riddle 
mike.riddle@rich.frb.org

A Survey of Real Estate Conditions

George Mason University – November 7, 2008 

Questions?
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