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Why real estate prices are falling and the dream of homeownership has become a nightmare for many

By George Richards

The feeding frenzy that was part of the American real estate business over the last few years has come to a screeching halt. In describing conditions as they now exist to several newspa​per reporters calling to inquire about the volume of auctions being booked, I have told them it is as if someone in a distant galaxy turned off a light switch.

Many worried homeowners trying to sell their properties will seek the services of Auctioneers in coming months. I anticipate that next year we are likely to see lenders who are amassing large portfolios of real estate that no one is buying, leading these lenders to seek our services also.

Current conditions at this time are different from others created by special circumstances that will take time to correct. There is a genuine crisis in spite of the fact some financial writers, bankers, economists, government officials and politi​cians may not yet be ready to concede the point. There are many sellers facing financial ruin and from their perspective, a crisis exists right now. Many sellers who are desperate to sell are calling Auctioneers to learn more about the process. Even some real estate brokers unaccustomed to auctions are inquir​ing on behalf of sellers who desperately need to sell.

There have been many other times when conditions have been similar to these, however, this time around; there are spe​cial circumstances, which must be factored into the equation. In the late 1980s, real estate markets across America took a serious hit. While many explanations have been offered to explain what happened, the result was serious, leading to the failure and elimination of an entire industry: the Savings & Loan Association.

As with all economic downturns, many things contributed to the failure of so many Savings & Loans and commercial banks. With regard to the 1980s and 1990s, history reports that politics played a major role. An example can be found in legislated changes in accounting rules for Savings & Loans and commercial banks connected with recognition of income, depreciation of assets and valuation of assets.

After making required adjustments, many found themselves without any capital base: they were instantly insolvent or nearly so. A closer investigation revealed many failed because of industry-wide fraud, which contributed to unprecedented losses, charged off loans and red ink. Many books and articles have been written about abuses, which added to the misery and ultimate failure of so many institutions. Any Auctioneer who conducted auctions for RTC, FDIC or other govern​mental agencies were able to observe some of the abuses which contributed to the fall of so many. Of course, many historians connect many of the failures to the oil industry in Southwestern states, yet much of the blame squarely belongs in the category of shabby lending practices. On the other side of the coin, failures were also attributed to relaxed bank exam​ination procedures and short staffing of regulators.

Similarity now to 1980s

The similarities of present conditions with those in the late l980s are striking; however, it seems unlikely, at least at this point, there will be mass failures in the banking system. The problems resulting from the 1 980s and 1 990s led Congress to enact special legislation known as the Financial Institution Reform, Recovery and Enforcement Act of 1989 (FIRREA) which gave life to The Resolution Trust Corporation (RTC).

Since the sunset of RTC there have been many reforms in the manner in which banks are examined coupled with increased enforcement action and regulations. While most commercial and savings banks are not saddled with great port​folios of real estate owned at this time, many could find 2007 will not be a kind year as homeowners surrender control of their properties through foreclosures and/or abandonment.

Since many of the larger commercial and savings banks hedged their positions through selling mortgage portfolios to investor groups and large pools, some of the risk of lax lend​ing policies may not be evident immediately. Some of that paper is now aged sufficiently to avoid much, if any financial exposure, yet, it is really too early to know the true extent of the problems now in the foreclosure cycle.

Many Americans are struggling with increasing monthly mortgage payments trying to honor their commitments and fulfill the dream they pursued when they purchased their homes. As a side note, reforms to the bankruptcy laws which took effect in October 2005 make it more difficult for many homeowners to hold on and will no longer be able to seek protection from creditors. Since many investors purchased mortgage loans on the strength of the numbers and relied upon documentation including property appraisals, they may not know the true value of their portfolios. While many economists have been predicting a downturn, when market values fall 25% to 50% over a short time frame, there are likely to be many side effects.


After World War II ended, a stated goal for our country was fulfillment of the dream of home ownership. To enable this, many programs were developed, modified and enhanced over the years to allow the average person to have the ability to pur​chase a home. There have been many changes in laws which contribute to the current situation and marked the beginning of the problems now being faced.


Accordingly, many lenders changed their focus and primary markers. For example, there was a time when commercial banks focused their attention on lending to businesses, spe​cializing in mostly short terms loans. While they made resi​dential mortgage loans, it was not their primary business and most loans they made typically had short maturity dates.

Residential home mortgage lending was primarily the venue of savings & loan associations. Further, most commercial banks provided consumer financing and floor plan loans for automobiles, boats, motorhomes, airplanes and similar con​sumer-based inventories. When the IRS modified the tax code, interest paid by consumers on credit cards, automobiles and other similar things was no longer deductible. This change prompted commercial banks to develop programs which centered on residential home loans and consumer-based lending. With this change, the race was on to put money on the street. Suddenly, it became difficult to notice much difference between a commercial bank and savings & loan, which became known as a savings hank after FIRREA was enacted. In 2006, as a customer, there is really not much difference between a commercial bank and a savings bank.

Why today’s mess?

So what caused so many Americans to find themselves in the middle of such a mess? The answer is complex, yet at the same time, very basic. The underlying problem for many Americans who need residential products comes from inflated real estate prices. As the feeding frenzy started, investors moved money from bank deposits, the stock market and sim​ilar funds into real estate. Interest rates were low causing many to seek alternatives beyond what banks were paying for Certificates of Deposit and similar instruments.

Who would have ever thought the Federal Reserve Bank might increase interest rates? Low interest rates also caused there to be a steady supply of relatively cheap money with anxious lenders who needed to get it on the street in the form of loans. Prices shot up rapidly caused by the demand for product which was in relatively short supply. Innovation caused prices to shoot up as investors and sellers started offer​ing all kinds of property on the Internet. There were bidders for all kinds of properties with many people willing to pur​chase without ever truly investigating what hey were buying. Some people turned from gambling on ‘Wall Street and placed their bets on the real estate market. The side result is that many properties were ‘flipped’ from one owner to another which drove prices upward.

The point many have still refused to concede is there was real​ly no reason or support for steadily increasing prices. Further, from a practical standpoint, standards for establishing value such as reproduction costs of improvements and/or subdivisions were considered, however, greater emphasis was placed on compara​ble sales. Since comparable sales were a matter of fact, there was a sense of justification for increased pricing.

That did not change the fact the appraisal process had not changed even though prices kept climbing. The true effect of all this can be simply stated as an inflated market. That inflated market, like all others, is now in the process of correcting itself.

There are basically three other major contributing factors which have not been part of past financial declines but have added to the present debacle for many. These areas include the following:

Lax lending policies & practices

When the cost of automobiles went up and average costs exceeded $20,000, ownership of a vehicle for many became impossible. An answer was found through increasing the term of financing available from 36 months to ~0 months. In 2006, it is possible to obtain automobile loans for up to 72 months (this gives all new meaning to the phase upside down). The same principle has been applied to real estate lending through offering mortgage products with extended terms that include up to 50-year amortization schedules. This practice often allows people to purchase more than they real​ly can afford. Further, lenders offered mortgages requiring low down payments while others offered financing for 110%-125% of’ the purchase price and/or appraised value. Since interest rates have been stable during the past few years, many lenders offered Adjustable Rate Mortgages (ARM) which allowed many borrowers to qualify for loans (monthly pay​ments) that otherwise they could not obtain.

Other lenders took it a step further by offering mortgages without verification of anything (income, sources of income, verification of employment). There has also been an overall relaxation of the three C’s of credit; capacity to repay the loan, character of the borrower (credit rating) and value of the col​lateral being offered. Today, as many homeowners receive their monthly statements and take note of their new monthly payment which has been upwardly adjusted for an increased rate of interest, some will panic knowing what is now required exceeds their monthly income. With the return to stable pric​ing, most real estate will no longer allow the build up of equi​ty making many homeowners upside down.

Real Estate Taxes

One of the major costs of home ownership includes pay​ment of property taxes. As prices shot up, property values fol​lowed. Even though history of this time will ultimately report many prices were artificial and lacked basis, local and state governments quickly reacted by increasing taxes. In most places, real estate taxes are based upon the just value of the property. Since just value is determined by the amount paid for a property as reflected on the deed, it makes sense the amount someone is willing to pay for a property on a given day equals its value.

Some homeowners will see property taxes soar which increases their monthly payment. The dream of owning their own home will soon fizzle as reality sets in. Another closely connected problem is that property taxes will be reduced much slower than they escalated making this a long-term issue for many.

Homeowner’s Insurance

The devastation of the 2005 hurricane season has cost the insurance industry billions of dollars. Insurance companies typically lay off most of their risk through others who are called reinsur​ance companies. Reinsurance compa​nies set rates based upon perceived risk factors and historical losses. Losses in Florida, Alabama, Louisiana, Mississippi and Texas in 2004 & 2005 far exceed any others, which will almost surely cause rates to increase drastically. Some insurance companies might deter​mine not to write policies in high-risk areas making the market even more dif​ficult. Those who are able to purchase insurance are finding rates that are double or even triple what was; paid last year. People on fixed incomes or retired are going to find their monthly mortgage payments increased to a point they are no longer able to continue fulfilling what they thought was the American dream. Those with mortgages are required to have homeowners insurance, which will only add to the already heavy burden placed on many.

         The sad news for homeowners is there are few signs these conditions will change. Further, because of their complexity, changes will be slow in coming and by that time, many will no longer own homes. While it remains to early to know how this will get resolved, this year many panicked homeown​ers will be seeking our services even though some owe far more than their property is worth. And, as I mentioned at the beginning of this column, next year we are likely to see lenders who amassing large portfolios of real estate th2t no one is buy​ing. When all else fails, they will turn to Auctioneers. Sadly, many of those who need to sell the most will not be able to because of the amount they now owe on their homes. The dream of many will vanish into an incredibly Bad dream.

