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Current Economic Climate
On November 12, 2008, U.S. Treasury Secretary Henry Paulson spoke on the current state of the global financial system and explained the government’s changed strategy for stabilizing the nation’s financial system.   Initially, the Treasury asked for $700 billion to purchase troubled assets from financial institutions.  Congress authorized the full $700 billion for Troubled Asset Relief Program (TARP), however it was later determined that the most timely, effective way to improve credit markets was to strengthen bank balance sheets quickly through direct purchases of equity in banks.  

In his remarks, Paulson emphasized that banks must begin lending again to credit worthy borrowers.  The market for commercial mortgage-backed securities has come to a virtual halt since mid-2007.  Adding to the problem, other major sources of commercial real estate credit such as banks, life insurers and pension funds, are not issuing new commercial real estate debt and are downsizing existing real estate loan portfolios.  Another issue facing commercial real estate borrowers is the challenge of refinancing maturing debt.  By the end of 2009, an estimated $400 billion in commercial real estate loans will mature from a variety of sources.  Currently, there is no credit available to refinance these maturities, which increases the threat of rising foreclosures and delinquencies for commercial properties.

On November 13, 2008, the Mortgage Bankers Associations issued its Quarterly Survey of Commercial/Multifamily Mortgage Bankers Originations.  According to the report, multifamily mortgage loan originations remained low in the third quarter, but increased slightly compared to the second quarter of 2008. 

During the third quarter of 2008, lending for commercial property types was down 53% compared to the same period last year.  Although multifamily property loans in the third quarter 2008 saw a year-over-year decrease of 30%, most other property types saw a year-over-year decrease of over 50%.  The decrease in loan originations was led by the drop in commercial mortgage-back security (CMBS) conduit loans and loans for commercial bank portfolios.  Year-over-year, conduits for CMBS saw a 93% decrease.  Additionally, loans for commercial bank portfolios decreased 71% and loans for life insurance companies decrease 27%.  The dollar volume of loans for Government Sponsored Enterprises (GSEs) increased 15%.  Compared to second quarter of 2008, commercial bank portfolios saw a decrease in loan volume of 55%.  Loans for conduits increased by 67% and loans for life insurance companies increase by 27%.  GSE loan volume also increased by 12%.

On November 17, 2008, the Wall Street Journal reported that the worst of the credit crisis is being felt in the financial markets.  Federal regulators have called on banks to not hold back on lending and have threatened to place conditions on funds given to banks if they fail to make new loans.  The downside to this is that the banks are now obligated to take on risky loans, which could crowd out making new loans to healthier companies.  According to one economist, many banks are short of capital due to the fact that they have been forced to write off bad loans already on their books.  The lack of capital may make it unrealistic for policy makers to expect banks to lend more aggressively.  Instead, economists suggest that regulators insist that institutions raise money from private investors in addition to taking public money.

On November 20, 2008, the Wall Street Journal reported that president-elect Barack Obama has promised an increase in government intervention in the auto, energy and banking industries.  Ultimately, the plan would pick some winners and losers while preserving entire industries.  Economist Jared Bernstein from the Economic Policy Institute said that the $700 billion Wall Street rescue plan has opened the door to other economic interventions, especially considering that the plan was crafted by the conservative Republican administration which historically has favored free-market policies. 

Under the Obama plan:  1) banks that receive government assistance would be forced to lend and implement a 90-day moratorium on foreclosures, 2) automobile companies would be pushed to manufacture more fuel-efficient vehicles, and 3) the federal government would invest billions of dollars to promote solar, wind and biomass energy.  The new administration would seek policies that would reduce greenhouse emissions to 1990 levels by 2020 and reduce them an additional 80% by 2050.  Additionally, Obama confirmed his intent to support a cap-and-trade emissions program.

On November 21, 2008, the Wall Street Journal reported that federal regulators are taking steps to more closely monitor 100 community banks with large exposure to weak commercial real estate loans in an attempt to stabilize the banking industry and hold off the next stage of the credit crunch.  Analysts estimate that the banking industry still needs $1 trillion to $1.2 trillion of capital pumped into the system (most of which would have to come from the federal government) in order to fully recover.

November 21, 2008 – Congressional Democrats had hoped to pass a broad economic stimulus package that included funding for infrastructure projects, state Medicaid costs, food stamp and nutrition programs before the end of the year.  However, they were unable to gain support from Senate Republicans and the White House, so it appears that the proposal is dead for this year.  

The Senate may still consider a bipartisan tax bill proposed by the leadership of the Health, Education, Labor and Pensions and Finance committees.  The legislation would extend business tax relief that was included in the first economic stimulus package for one year and allow companies to write off a greater percentage of their investments in business assets to free up cash for payroll and other expenses.  Additionally, the bill would extend for one year a provision that was included in the Economic Stimulus package passed earlier this year allowing small business taxpayers to elect to expense the cost of qualified assets (property up to $250,000) they purchase in the year when the assets are placed in service.  The bill also would delay implementation of a new provision requiring companies with underfunded pension plans to substantially increase contributions to their pension funds.
November 25, 2008 – The Federal Reserve and the Treasury announced the creation of the Term Asset-Backed Securities Loan Facility.  Under the program, the Federal Reserve will lend up to $200 billion to support the issuance of asset-backed securities.  The Treasury will also allocate $20 billion in TARP funds to support the initiative.  Additionally, the Federal Reserve announced it will purchase up to $500 billion in mortgage-backed securities that have been backed by GSEs.  It will also purchase up to $100 billion in GSE debt through a series of competitive auctions.

 November 26, 2008 – The Commercial Property News reported on the following economic indicators:
CONSUMER SPENDING – The U.S. Department of Commerce is reporting that consumer spending is down.  In October, personal consumer spending dropped 1 percent compared to the previous month, the largest decline since September 2001.  

DURABLE GOODS – Orders for durable goods also declined for the third month in a row by a total of 6.2%.  Excluding transit-related durables, orders decreased 4.4%.  Orders for commercial airlines were down 4.7 percent, while demand for automobiles decreased by 4.5%.  

EMPLOYMENT – According to the U.S. Department of Labor, jobless claims actually declined by 14,000 for the week ending November 22.  However, the four-week moving average of claims rose to 518,000 from 507,000, which is the highest it has been since early 1983.

December 5, 2008 – The U.S. Labor Department reports that the unemployment rate reached a 15-year high in November.  According to the report, 533,000 jobs were cut in November and the unemployment rate rose from 6.5% to 6.7%.  As of November, 10.3 million people were unemployed, an increase of 2.7 million since December 2007.  Employment rates declined in almost every industry, with most losses occurring in the professional and business services sectors.  In contrast, the health care industry added 34,000 jobs in November 2008.

December 5, 2008 – The Associated Press reported that stock purchased by the federal government as part of the bank bailout has lost nearly one-third of its value in the last month.  Under the plan, the government negotiated options to purchase up to 1.3 billion shares of common bank stock that was valued at $27 billion.  Now, the value of that common stock is worth about $19 billion.  If the government exercised all its warrants to purchase the stock today, it would lose money on 49 of its 53 agreements and taxpayers would be out $7.9 billion.  The government has ten years to exercise the warrants.

December 8, 2008 – The Wall Street Journal reports that the SEC will not suspend the mark-to-market accounting rule, but rather will discuss ways the application of the rule may be improved.  As part of the Emergency Economic Stabilization Act passed in October, Congress affirmed that the SEC had the authority to suspend the mark-to-market accounting rule.  The bill also ordered the SEC to issue a study on the role of mark-to-market accounting during the credit crisis.  A source “familiar with the matter” said that the study likely will not include new guidance on how to apply the accounting rule.  The study is due January 2, 2009.

Fannie Mae & Freddie Mac
BACKGROUND/
HISTORY

The Federal National Mortgage Association, nicknamed Fannie Mae, and the Federal Home Mortgage Corporation, nicknamed Freddie Mac, have operated as government sponsored enterprises (GSEs) since 1968 (Fannie Mae) and 1970 (Freddie Mac).  This means that, although the two companies are privately owned and operated by shareholders, they are protected financially by the support of the federal government.  These government protections include access to a line of credit through the U.S. Treasury, exemption from state and local income taxes and exemption from SEC oversight.  
Fannie Mae was created in 1938 as part of Franklin Delano Roosevelt's New Deal.  The collapse of the national housing market in the wake of the Great Depression discouraged private lenders from investing in home loans.  Fannie Mae was established in order to provide local banks with federal money to finance home mortgages in an attempt to raise levels of home ownership and the availability of affordable housing. 

Initially, Fannie Mae operated like a national savings and loan, allowing local banks to charge low interest rates on mortgages for the benefit of the home buyer.  This lead to the development of what is now known as the secondary mortgage market.  Within the secondary mortgage market, companies such as Fannie Mae and Freddie Mac are able to borrow money from foreign investors at low interest rates because of the financial support that they receive from the U.S. government.  It is this ability to borrow at low rates that allows Fannie Mae and Freddie Mac to provide fixed interest rate mortgages with low down payments to home buyers.  Fannie Mae and Freddie Mac make a profit from the difference between the interest rates homeowners pay and foreign lenders charge. 

For the first thirty years following its inception, Fannie Mae held a veritable monopoly over the secondary mortgage market.  In 1968, due to fiscal pressures created by the Vietnam War, Lyndon B. Johnson privatized Fannie Mae in order to remove it from the national budget.  At this point, Fannie Mae began operating as a GSE, generating profits for stock holders while enjoying the benefits of exemption from taxation and oversight as well as implied government backing.  In order to prevent any further monopolization of the market, a second GSE known as Freddie Mac was created in 1970.  As of 2008, Fannie Mae and Freddie Mac owned or guaranteed about half of the U.S.’s $12 trillion mortgage market.
GSEs such as Fannie Mae and Freddie Mac, with their combination of private enterprise and public backing have experienced a period of unprecedented financial growth over the past few decades (until recently).  However, the combination of rapid growth and over leveraging has lead to the current dismal financial conditions.

While many perceive both Fannie Mae and Freddie Mac as primarily in the secondary single-family mortgage market, both companies help finance multifamily real estate.  Fannie Mae and Freddie Mac seek to manage their investments in multifamily mortgage loans in order to generate positive returns while providing stability and liquidity for the financing of rental housing nationwide.  The companies’ multifamily portfolios include certain equity investments in various limited partnerships that sponsor low- and moderate-income multifamily rental apartments.  Both companies work with their lender customers to securitize multifamily mortgage loans into mortgage-backed securities (MBSs) as well as make debt and equity investments to increase the supply of affordable housing.     

As of September 30, 2008, Freddie Mac’s total mortgage loans (includes single-family and multifamily mortgage loans) were listed at $100.3 billion and its multifamily mortgage loans totaled $68.3 billion or 68% of its total mortgage loans.  Although this percentage may lead many to think that multifamily mortgage loans were a large portion of Freddie Mac’s portfolio, multifamily mortgage loans were actually a very small percentage of the company’s portfolio.  In fact, the majority of Freddie Mac’s portfolio was in MBSs.  Freddie Mac’s total mortgage portfolio (includes both single-family and multifamily mortgages, PCs, securities, and mortgage related losses) was $2.2 trillion and its multifamily mortgage loans consist of roughly 3.1% of the company’s total portfolio.
As of September 30, 2008, Fannie Mae’s total portfolio totaled $3.1 trillion (includes both single-family and multifamily mortgage loans, securities, and any adjustments such as market value adjustments) and its total multifamily portfolio was over $112.8 billion or roughly 3.6% of its total portfolio.  Like Freddie Mac, Fannie Mae’s biggest segment in its portfolio was MBSs.

START OF MORTGAGE CRISIS  

In 1999, Fannie Mae came under pressure from the Clinton administration to expand mortgage loans to low and moderate income borrowers.  At the same time, institutions in the primary mortgage market pressed Fannie Mae to ease credit requirements on the mortgages it was willing to purchase, enabling them to make loans to subprime borrowers at interest rates higher than conventional loans.  During this time, many financial publications as well as the New York Times speculated that with the corporations’ move towards the subprime market, both Fannie Mae and Freddie Mac were taking on significantly more risk, which may not pose any difficulties during flush economic times.  However, these two entities may run into trouble in an economic downturn, prompting a government rescue similar to that of the savings and loan industry in the late 1980s.  

In 2000, due to the reassessment of the housing market by HUD, anti-predatory lending rules were put into place that disallowed risky, high-cost loans from being credited toward affordable housing goals.  In 2004, these rules were dropped and high-risk loans were again counted toward affordable housing goals.

In 2003, the Bush administration recommended significant regulatory overhaul of Fannie Mae and Freddie Mac.  However, many Democrats opposed that proposal, fearing that tighter regulation could sharply reduce financing for low-income housing, both low and high risk.  

THE MORTGAGE CRISIS FROM LATE 2007 TO PRESENT

Following their mission to meet HUD’s housing goals, GSEs such as Fannie Mae and Freddie Mac have strived to improve home ownership of low and middle income families, underserved areas, and generally through special affordable methods such as the ability to obtain a 30-year fixed-rate mortgage with a low down payment.  Then in 2007, the subprime mortgage crisis began.  An increasing number of borrowers, often with poor credit that were unable to pay their mortgages – particularly with adjustable rate mortgages (ARMs), caused a steep increase in home foreclosures.  As a result, home prices declined as increasing foreclosures added to the already large inventory of homes and stricter lending standards made it more difficult for borrowers to get mortgages.  This depreciation in home prices led to growing losses for the GSEs, which back the majority of U.S. mortgages.  

In July 2008, the government attempted to ease market fears by reiterating their view that Fannie Mae and Freddie Mac play a central role in the U.S. housing finance system.  The Treasury Department and the Federal Reserve took steps to bolster confidence in the corporations, including granting both corporations access to Federal Reserve low-interest loans (at similar rates as commercial banks) and removing the prohibition on the Treasury Department to purchase the GSEs’ stock.  Despite these efforts, by August 2008, shares of both Fannie Mae and Freddie Mac tumbled more than 90% from their one-year prior levels.  

On September 7, 2008, the U.S. government announced the biggest bailout in the country’s history as it took Freddie Mac and Fannie Mae into temporary public ownership to save them from collapse.  Under the government’s plan, the U.S. Treasury Department would buy up shares in the two companies and underwrite their ballooning debt, which rose to around $800 billion each.  Treasury Secretary Paulson committed to provide as much as $100 billion to each company to backstop any shortfalls in capital.  The two companies have lent or underwritten about $5.3 trillion of the total $12 trillion of outstanding mortgage debt in the United States.  The recent collapse of these mortgage giants meant the two groups racked up a combined $14 billion of losses from January 2008 to September 2008.   
As published on NAR’s website on Government Sponsored Enterprise Reform, under this bailout, the Director of the Federal Housing Finance Agency (FHFA) , James B. Lockhart, placed Fannie Mae and Freddie Mac into conservatorship, as authorized by the Housing and Economic Recovery Act of 2008 (HERA).  Lockhart now has all the powers of the GSEs' directors, officers, and shareholders, and has appointed new chief executive officers who report to him.  Lockhart explained that he was taking action "to help restore confidence in Fannie Mae and Freddie Mac, enhance their capacity to fulfill their [housing] mission, and mitigate the systemic risk that has contributed directly to the instability in the current market."

At the same time, Treasury Secretary Henry M. Paulson announced three additional steps under the GSE stabilization powers granted by HERA:

1. The Treasury Department has entered into agreements with the GSEs giving it the right to buy their senior preferred stock, as needed, to make sure they maintain a positive net worth.  The agreement includes an initial $1 billion issuance of senior preferred stock with a 10 percent dividend.

2. The Treasury Department has set up the structure for the GSEs to borrow from Treasury if needed to maintain their regular business activities.

3. The Treasury Department will purchase GSE MBSs to support the mortgage market.  GSE MBSs are pools of mortgages structured as securities with a GSE guarantee of the prompt payment of principal and interest.  The GSEs either sell the MBSs in the financial markets or retain them in their portfolios. 

On November 15, 2008, Freddie Mac asked the government for an initial injection of $13.8 billion in aid after posting a $25.3 billion third quarter loss – a loss mainly because of a $14.3 billion charge to reduce the value of tax assets, but also was driven down by $9.1 billion in write-downs on mortgage securities, and $6 billion in credit losses because of soaring mortgage delinquency rate and foreclosures.  This was the company’s first request to tap the $200 billion promised by the Treasury Department to keep it and Fannie Mae afloat after the two were seized by federal regulators more than two months ago ($100 billion for each company).  Freddie Mac is expected to receive its monetary request by November 29, 2008.  While Fannie Mae posted a $29 billion loss in the third quarter (took a tax-related charge), the company said it might seek the government’s help in the coming months, but has not yet done so.

On November 25, 2008, the Federal Reserve, the nation’s central bank, announced it will purchase up to $500 billion in MBSs that have been backed by Fannie Mae, Freddie Mac, and Ginnie Mae.  It will also buy another $100 billion in direct debt issued by those firms.  The government’s goal of starting this program is by the end of the year. 

On December 1, 2008, the Treasury Department announced that it will buy as much as $600 billion worth of debt and mortgage-backed securities issued by Fannie Mae and Freddie Mac over the next several quarters.  

POSSIBLE SOLUTION & CHANGE TO FANNIE MAE AND FREDDIE MAC

In addition, the general consensus among both Republicans and Democrats on Capitol Hill is that the current setup of Fannie Mae and Freddie Mac is flawed.  There are a number of options that could fix or change the current structures of both companies.  One suggested way is to turn both companies into cooperatives owned by lenders that sell mortgages to them.  These new cooperatives would bundle mortgages up into securities and then sell them on Wall Street.  However, unlike the current structure of Fannie Mae and Freddie Mac, these cooperatives would not own large amounts of loans and securities on their books.  In order to make the securities more attractive to investors, the Treasury Department would receive fees for agreeing to cover any losses on the securities above a certain level.  This explicit backing from the Treasury Department would be different from the current system where investors assumed the government would back the losses of Fannie Mae and Freddie Mac.  This assumption of an “implied” guarantee has made many investors lose confidence in the securities currently offered by Fannie Mae and Freddie Mac.

Status of Troubled Asset Relief Program (TARP)
October 7, 2008 – There are a number of issues that have been brought to the surface from the $700 billion bailout of the U.S. financial system and the subsequent program approved by Congress and signed by the President, the Troubled Assets Relief Program (TARP).  Some portions of this issue are uncertain, however, at this point.   
This entire issue is in its infancy - and things can change quickly.  We want to assure you and the other officers that we will be monitoring/tracking this issue to assure our members' interests are recognized.  But any discussions about what our members can do may be premature.
As of today, here are some of the issues... 

1. The Resolution Trust Corporation (RTC) structure, from the late 1980s, is an option for the bailout structure, but the government may be leaning toward the current financial institutions holding the real estate and the federal government buying, holding and selling the security, for example, the CMBS, and not actually holding the asset as was done with the RTC program. This could mean that the brokerage and management of the real estate may be handled by the many lenders not the federal government. This issue has not yet been resolved. 
2. Much of the real estate, addressed in the bill, appears to be single family homes and a much smaller portion is commercial property. Sources do not have a firm percentage, dollar or size breakdown available. 
3. There will be two oversight committees keeping track of TARP. The first, a Financial Stability Board, is made up of the Federal Reserve chairman, the Securities and Exchange Commission chairman, the Federal Home Finance Agency director, the Housing and Urban Development secretary and the Treasury secretary. 
The second, a congressional oversight panel, to which the Financial Stability Board will report, will have five members appointed by House and Senate leadership from both parties. This panel has not yet been appointed. 
4. Treasury Secretary Paulson is expected to appoint Neel Kashkari, a key Treasury advisor and former Goldman Sachs Group employee, to oversee the program. This position will assist in selecting asset managers to hire, which securities to purchase and how to purchase them.  There may be conflicts of interest because it may be likely that asset managers hired may have direct experience with mortgage assets that are troubled. Word is that the Treasury plans to hire asset managers with expertise in types of securities the government likely will buy, in particular mortgage-backed securities and residential mortgages. 
The bottom-line is that any or all of this may again change because final decisions have not been made.   

October 8, 2008 – The Treasury is expected to begin buying assets within a few weeks through auctions and needs to show results quickly. If the market continues to deteriorate, the Treasury may make use of its ability to invest directly in troubled companies instead of buying securities. The core of the Treasury's plan is to conduct auctions as quickly as possible to buy bad loans and other distressed securities from financial institutions. 
The Treasury is aiming to hire asset managers as early as this week. Yesterday, Tuesday, October 7, the Treasury announced that it is giving two days for financial institutions to submit proposals to work as asset managers to assist in the U.S. bailout. Firms have until 5:00 pm today, October 8, to submit proposals. 
The request makes it clear that the Treasury wants large, established firms who manage at least $100 billion and they must currently oversee at least $25 billion in mortgage-backed securities and other loans and the capacity to handle that size of portfolio. This requirement, of course, drastically limits the number of firms that could handle this size of portfolio. Several firms that are interested or could handle the portfolio are Allianz SE's Pacific Investment Management, Blackrock, Legg Mason, J.P. Morgan Chase and Morgan Stanley. 
The selected firm will have significant powers. They will need to adhere to Treasury guidelines while buying, holding and/or selling assets. Criteria for selecting the manager are ability to minimize conflicts, moving quickly and performance. The portfolio may reach several hundred billion dollars. The Treasury expects the manager to hold the asset until the market improves/stabilizes and holding times will fluctuate from months to years. 
Another search the Treasury will conduct is for institutions, which have at least $500 billion under management, to provide custody and cash accounts and have the ability to confirm trades. 
The Treasury is aware that there will be conflicts of interest, and realizes it will not be able to eliminate the conflicts, because of the high dollar requirements and the limited number of financial firms that can qualify.   

Again, this is an update as of today and the entire program is in constant flux. 

October 28, 2008 – The Treasury Department’s plan to begin buying assets and securities has been delayed. 
Several roadblocks have occurred, including concerns over the government fees to be paid to the asset managers and the lack of Treasury manpower. There is some question as to how effective the rescue plan will be. 

Treasury is expected to hire asset managers from bond expert Allianz SE’s Pacific Investment Management (Pimco). 

The hiring of asset managers could restart the credit markets by purchasing troubled assets/securities that are currently held by financial institutions. The asset managers will determine which assets to buy, when to buy them and whether to hold or sell them. There are conflicts of interest with the asset manager candidates and Treasury is attempting to address those conflicts. 

The asset managers will be closely scrutinized by the Government Accounting Office (GAO). 

A current area of concern is the fee the government will pay to the asset managers. They are not expected to be as high as the firm could get with private assets. Treasury does not want to overpay but they are offering .15% to .20% while the asset managers are getting .35% for managing typical institutional stock assets. 

The equity stake that the Treasury has taken, by buying bank preferred stock, has delayed the asset manager program described in this memo. 

November 13, 2008 – Secretary Henry Paulson officially abandoned his original plan to buy (via auctions of securities), troubled assets (which may or may not have included commercial and multifamily housing mortgages; it was never clearly decided by Treasury). The federal government will continue to invest in financial institutions but will now focus on the struggling consumers. Treasury had felt that by reducing or eliminating bad debt from bank balance statements, banks would be encouraged to start lending again. 
The government will continue flooding financial institutions with cash while, in the second phase, also targeting student loans, auto loans and credit cards. 

This current administration’s second phase is being implemented weeks before the new administration takes over in Washington, DC. The Treasury only has $60 billion left in the TARP funds and has already committed $350 billion of the original $700 billion congressional commitment. The remaining $290 billion will be closely scrutinized by Congress. 

Initially, the original Treasury plan had stated that it would use the financial leverage, after it controlled the loans, to address the problems in residential loans and mortgaged back securities but now an alternative plan may or may not be proposed. The Treasury had been stating that the asset-purchase program was on its way to being implemented and had discussions with Wall Street firms on how to structure, price and manage the mortgage assets and loans. According to sources, Paulson realized that asset purchases would not be enough to turn the markets around. Other complications dealing with hiring managers, deteriorating market conditions, fee structure for asset managers, how to resolve the conflicts of interest in hiring  managers, lack of  treasury manpower and the likelihood that the purchased securities would record further losses all lead to the change in the Treasury’s plan from troubled assets to focusing on consumer loans. 

The Treasury’s goal is to create confidence in the banks and making certain that the banks are well capitalized. 

November 19, 2008 – What remains of the $700 billion bailout funds, Paulson states, is unlikely to be used but rather kept in reserves to fund emergencies and to preserve flexibility in the Obama administration. He further stated that a troubled-asset purchase program would need a massive commitment of TARP funds to be effective. Paulson stated that dropping the asset-purchase plan has the affect of clogging the financial lender with assets that need to be written down, the financial institution will need to sell them over time and take losses.  He is working with the Fed to develop a lending facility that would encourage investors to buy some of these assets. 
The Treasury, using TARP money, has provided $158.6 billion in capital to 30 financial institutions. 

An interesting situation is evolving in the state regulated insurance industry. The government funds are available only to financial companies that are federally regulated and generally not to insurance companies. Insurance companies seeking TARP funds that aren’t already federally regulated holding companies must first apply for that status. One option, that the insurance companies have, is to buy a thrift institution. Once they make the thrift institution purchase, all of the insurance companies’ holdings could qualify for TARP funds. Some insurance companies have implemented this strategy. 

November 26, 2008 – Yesterday, Secretary Paulson officially announced that TARP funds would be focused at consumer lending, including student, auto and credit card loans. Also the Treasury would buy, up to, $100 billion of debt issued by Fannie Mae, Freddie Mac and the Federal Home Loan Banks. In addition, it will buy up to $500 billion of mortgage securities, which is considered corporate paper, backed by Fannie Mae, Freddie Mac and Ginnie Mae. The intent is that these purchases will result in a short-term reduction in spreads on these obligations and additional liquidity, which can provide a much-needed credit in the housing market. 
December 4, 2008 – If market conditions continue to deteriorate, Paulson will request the remaining $350 billion from Congress. Paulson wants to steer the funds to financial institutions while congress wants to help the auto industry and troubled homeowners. 
The Government Accounting Office (GAO) states that Treasury has not assured them that they are complying with limits on dividends and executive pay which was part of the original deal. GAO further states they are not certain that the $250 billion that has been placed in the banking system is achieving the intended goal. The new administration is not yet interested in how the next installation will be used but they have stated that the money be directed to homeowner mortgage assistance. 

Congress is not interested in releasing the $350 billion because they are critical on how the first installment was used. 

The Treasury must submit a detailed report, indicating how the money will be used, before Congress will release the funds. Congress must pass a resolution denying the funds within 15 days or, if Congress doesn’t act, the funds will be released. 

Recent Status Updates on the Commercial Real Estate Market
On November 17, 2008, the Wall Street Journal reported that DBSI Inc., a large privately held real estate firm with nearly 240 commercial properties valued at $2.5 billion, filed for bankruptcy the prior week.  DBSI primarily dealt with small investors.   This was a recent example of how the “commercial real estate industry is entering its worst period since the early 1990s.”  While public companies such as mall operator General Growth Properties Inc. (has $900 million of mortgages due next week – granted a two week extension, $58 million in bonds due Dec. 1, and $600 million in bonds due in March and April) and warehouse owner ProLogis have seen their stocks significantly drop (General Growth lost nearly 99% of its share value this year) on credit uncertainties and declining rents, DBSI’s collapse shows the problems that can face many small real estate owners who fly below the radar of public markets.  General Growth and Prologis were among the largest equity REITs at the end of the second quarter, but now both aren’t in the top 15.  

DBSI was a leader in the tenant-in-common or TIC transactions.  The company operated under names such as Spectrus Real Estate and For 1031 LLC and made a name for itself by guaranteeing returns that investors would receive from properties, even if the property did not produce a profit.  Under the DBSI business model, if one property wasn’t performing well, DBSI could use profits from another to make up the difference.  It also used fees and markups on new TIC deals to compensate for older and underperforming properties.  However, when the market began to slump, there wasn’t enough money for DBSI to pay all its guarantee returns to investors.

On November 18, 2008, according to the Wall Street Journal, the market plunged due to fears that the rise in defaults for commercial mortgage-backed securities (CMBSs) had commenced, possibly leading to the subsequent stage of the financial crisis.  Wall Street analysts speculated that two big commercial mortgages which were packaged into securities would likely default.  J.P. Morgan Chase & Co. issued both loans – a $209 million mortgage backed by two Westin hotels in Arizona and South Carolina and a $125 million loan to a retail center called Promenade Shops at Dos Lagos, in Corona, CA.  The swift decline of these loans led to fears on Wall Street “that the weakening economy and higher unemployment rate would drag down the $800 billion market for commercial-mortgage-backed securities, which so far has withstood the credit crisis with low delinquency rates.” 

On November 19, 2008, the Wall Street Journal reported the commercial-mortgage-backed securities (CMBSs) market is beginning to show some vulnerability.  This was due to a recent report which showed the overall number of CMBSs that are 30 days or more past due rose to 0.64% in October 2008 from 0.39% at the end of 2007.  Although these numbers are historically low, they do mark the largest delinquency rate in two years.  This jump in delinquency rates was mainly due to the lack of financing and buyers.

Also, a new report shows that when bank loans are sold to other investors, they underperform loans held exclusively by issuing banks.  The study suggests that banks are either selling off subpar credits or that syndicated-loan (typically sold to dozens or hundreds of buyers) buyers can’t monitor loan quality.  The study, which was presented to the Fed on November 25, 2008, could change the bank lending market, forcing banks to keep more loans they make.

On November 19, 2008, CoStar Group reported that Steve Schwarzman, chairman and CEO of The Blackstone Group, and Joe Robert, founder, chairman and CEO of JER Investors Trust Inc., said their companies are in the process of recession planning by “deleveraging and improving their capital positions.”  Both men made names for themselves during the last major capital crunch in the late 1980s and early 1990s.  Although both believe the economy’s short-term outlook is grim, both see many parallels to the savings and loan crisis as well as similar opportunities.  Both executives said they will continue to focus on managing liquidity and credit and do not want to have to sell in the current market because their companies’ real estate assets are still generating excess cash flow.  Additionally, Schwarzman and Robert believe that there will be many holders of large real estate portfolios who will not be able to refinance and will need to sell assets, which would give an opportunity for both companies to buy these assets.  In other words, The Blackstone Group and JER Investors Trust will be buying these properties at remarkably low prices and holding them until their values increase. 

On November 20, 2008, Commercial Property News reported that although prices in the commercial real estate industry are down from a year ago, they increased in September 2008 up 2.5% from the month before.  According to Moody’s, in the third quarter office prices in the top ten cities saw a 2.2% increase from the prior quarter.  However, third quarter results revealed that nationally, office prices decreased 1%; industrial and retail prices were nearly flat; and apartment prices were up 2.3%.  Additionally, compared with September 2007 results, apartment prices decreased 7.2%, industrial prices fell 10.1%, office prices were down 8.3%, and retail prices plummeted 9.9%.  

On November 21, 2008, according to the Wall Street Journal, as news surfaced about the possible default on a couple major commercial real estate mortgages, there was a sharp selloff in the stocks of real estate investment trusts (REITs).  “Shares of publicly traded REITs are down in value due to shocks in the commercial real estate mortgage securities market, where spreads widened and the cost of insurance against default rose on worries of rising defaults.  Many REITs depend on the continuing availability of financing, and troubles in the debt market don’t bode well for an industry that is also, like other economic sectors, facing economic headwinds.”  Moreover, massive layoffs in the financial services industry and a slump in retail sales are damaging two major commercial real estate segments: shopping centers and office buildings.  

On November 24, 2008, the Wall Street Journal reported that there were brief signs of stability in the financial system as banks received badly needed capital from the government.  In turn, the credit market showed improvement, especially in areas such as lending between banks.  However, these signs of hope were quickly erased by fears that the “commercial real estate market has cracked.”  Dismal retail sales and high unemployment is likely to cause more bankruptcies, especially in the retail sector.  Many financial experts do not expect any sort of economic recovery until the second half of 2009.

On December 1, 2008, according to Multi-Housing News, Jon Southard, principal director of forecasting for Torto Wheaton Research, recently gave an analysis of the recent financial bailout.  Specifically, Southard felt there is currently a lack of trust in the financial system.  This has resulted in spreads that have leaped out of proportion to their risks, and interest rates have been as high as 9% even on low risk mortgages backed by collateral.  Further, he explained “spreads are higher than justified by the real estate fundamentals also because the securities market is concerned about a potential fire sale of commercial mortgage paper by Lehman Brothers, and other banks and institutions such as AIG.”  Additionally, Southard explained that it may be very difficult to refinance maturing loans in 2009. 

On December 3, 2008, CoStar Group announced the meltdown of another major real estate company that primarily dealt with 1031 exchanges.  LandAmerica Financial Group Inc. closed its doors and filed for bankruptcy, leaving at least 450 pending transactions.  In previous 1031 exchange transactions, LandAmerica Financial Group would act as an exchange accommodator by holding the money in escrow from the sale of the first property and then releasing it for the purchase of a replacement property.  The company ran into trouble when it started using these funds to invest in auction rate securities.  LandAmerica Financial Group would make investments in securities rated A or stronger.  Although these securities had strong grade ratings, LandAmerica Financial Group faltered when the securities market froze this year.
Solutions to the Financial Crisis
While the government searches for solutions to fix the current financial crisis, a number of proposals have been made.  Listed below in chronological order are a number of realistic proposals made by the government and various organizations.  

In October 2008, CCIM Institute and IREM staff solicited their respective legislative committees regarding their thoughts on a possible second economic stimulus package.  Members of both committees felt three key provisions should be included in the next stimulus package in order to keep the commercial real estate market stable.  These recommendations include:

1. Availability of small business loans

2. Short-term loans for capital improvements

3. Refinancing for mortgages

On October 29, 2008, the Securities and Exchange Commission (SEC) held a roundtable forum on mark-to-market accounting, which is seen as contributing to the stagnant CMBS market and overall credit crisis.  Moreover, the SEC is currently conducting a study of mark-to-market accounting pertinent to financial and depository institutions and will issue a report to Congress with its findings in early 2009.  In order to help restore the financial markets, the Roundtable feels it is essential to reduce the inadvertent consequences of mark-to-market “pressure” caused by fair-value accounting through the formation of different valuation methodology for CMBS.

On November 13, 2008, the Real Estate Roundtable sent a letter to Senate Banking Committee Chairman Christopher Dodd with a list of five suggestions to help address the credit crisis facing commercial real estate.  Below are the Roundtable’s five suggestions as written by www.kintera.org.  
1. Creating a new credit facility for commercial real estate debt.

2. Encouraging foreign capital investment in U.S. real estate by modifying the Foreign Investment in Real Property Tax Act (FIRPTA) and overturning a 2007 IRS ruling on FIRPTA that has had a dramatic chilling effect on such investment over the last two years.

3. Modifying accounting rules, mainly “mark-to-market” and “consolidation” rules that are artificially devaluing CMBS assets, hurting financial institutions and exacerbating the credit crisis.  

4. Amending real estate mortgage investment conduit (REMIC) rules to facilitate reasonable modifications to the terms of commercial mortgage loans that have been securitized in CMBS.  This step would help avoid unnecessary foreclosures on commercial properties.

5. Rejecting new anti-real estate investment taxes (e.g., the tax hike on partnership “carried interest” proposed in the House this year as a revenue-raiser for Alternative Minimum Tax (AMT) relief).

November 21, 2008 – The Basel Committee on Banking Supervision is laying out plans to eliminate the Basel II capital framework for global bank regulation.  This proposal stems from the belief by many financial analysts that the current Basel II framework contributed to the financial crisis by allowing banks to operate with low capital reserves.  The Basel Committee plans to make banks hold more capital in their reserves as well as limiting the amount they can borrow.

November 2008 – Peter Linneman, Ph.D. wrote in Commercial Property News that the lack of financial transparency has created uncertainty in every loan as well as several equity investment opportunities, which has caused a stand still by banks and investors.  Linneman believes “the goal should be improved transparency: unconditional disclosure of all assets and liabilities by any firm with access to the Fed window, federal deposit guarantees or state insurance guarantees.  If regulators press for greater and more rapid disclosure, the return of a normal capital market will be under way by early 2009, although the real economy will struggle forward at a 1 to 1.5 percent growth – basically, zero per capita.”  

December 2, 2008 – The Federal Reserve has extended several programs intended to bring stability to the credit crisis and volatile financial markets until the end of April 2009 (programs were originally to expire at the end of January 2009).  The extended programs include the Fed’s emergency lending to various companies as well as a program that allows financial institutions to exchange slumping investments such as mortgage-backed securities temporarily for Treasuries.

Chairman Bernanke also indicated more short-term interest rate cuts are a possibility in the near future.  However, this has prompted concern that cuts to the current 1% benchmark rate would bring the rate dangerously close to zero, leaving the Fed with fewer options to fight the recession.  Bernanke mentioned other steps the Fed is considering in order to help turn the economy around.  This includes purchasing Treasury notes and bonds in an attempt to bring down long-term interest rates.  Lower mortgages costs and other borrowing costs for businesses and individuals would be a direct result of a lower long-term interest rate.              
December 2, 2008 – President-elect Obama hopes to have a major economic stimulus plan waiting for his signature when he takes office on January 20, 2009.  Although stimulus plans are usually considered to be short-term fixes, Obama and his team are laying out the groundwork for a much more comprehensive and long-term stimulus plan.  His plan is expected to include hundreds of billion in spending on infrastructure (e.g. roads, bridges, schools) and green energy, aimed at creating 2.5 million jobs.  Obama also hopes to include a massive tax cut for lower and middle income Americans.  Obama also suggested he may not raise taxes on the two highest tax brackets until 2011 because he is mindful that a tax increase during a recession might do more harm than good.  

Some economists feel that tax cuts for the middle class is a great way to create or save millions of jobs; however, others believe tax cuts for the middle class would be a mistake because it is aimed at increasing the already excessive consumption.  These economists would rather see a plan that would encourage consumer savings in order to put consumers on sounder financial footing and free up resources.

December 7, 2008 – There is more talk on Capitol Hill in regards to President Obama’s economic stimulus plan.  Many believe the President’s plan will cost at least a half-trillion dollars over the over the next two years.  The plan is likely to include tax rebate checks, infrastructure programs, and a variety of green energy programs.  This assortment of programs is an effort by the Obama’s administration to trigger a rebound across all major markets of the economy.  

Green-technology advocates are lobbying for their part of the potential stimulus package.  These industries want provisions such as a multiyear extension of tax credit for investment in wind as well as another credit for solar power producers.  Presently, the Obama economic team is split on how much money to allocate to each to green technologies, tax credits, and infrastructure projects.
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