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Foreword 

REAL ESTATE SOARED and real estate plunged. The summer of 2007 saw the nation’s highest rate of foreclosures in the forty-four years recorded by the national Mortgage Bankers Association. According to the association, 5.06 percent of mortgage customers in the United States are delinquent and 1.4 percent are in foreclosure.

As one newspaper headline read, “We’re not out of the woods yet.” Headlines similar to this are appearing all over the nation. They were a long time coming. The recent historic real estate boom originated in a very long period of low interest rates (by recent standards). The Federal Reserve began an historic drop of short-term interest rates in mid-May 2000. They continued to reduce these rates (sharply after the September 11, 2001, terrorist attacks) until interest rates reached their low point in late June 2003. On July 1, 2004, the Federal Reserve began the first of seventeen quarter-percent interest rate increases, continuing through late June 2006. Rates held at that level until the September 18, 2007, half a percentage point reduction. The Great Real Estate Boom was a lagging but highly powerful response to low interest rates. The Great Boom began at various dates in various markets but was raging in most real estate markets by 2003. The Great Fall likewise became apparent at different dates in different markets but was widespread by mid-2005, later in some markets. The boom was fueled by widespread availability of subprime and nonconventional loans and a general consensus that real estate values would continue to soar. Home ownership in the United States reached a historic high in 2004 when 69 percent of the population owned their own homes.

The end of the real estate boom actually had its origins with that first of seventeen consecutive actions over the next two years by the Federal Reserve Open Market Committee. Those rising interest rates finally induced first a slowing housing market, then the Great Fall, aided and again accompanied by a mass psychological swing, this time against real estate acquisition and investment.

The lightning-fast collapse in early 2007 of much subprime lending was reinforced by a negative real estate market in most of the country. Some local real estate markets have held up quite well, with relative price stability and even price increases. Places in the Northwest like Portland and Seattle, some of the Carolinas, and the oil-boom town of Casper, Wyoming, come to mind. In other places, such as San Diego and much of the rest of California; Las Vegas, Nevada; much of Florida; Arizona; and large portions of Michigan, Ohio, and Indiana, real estate values have dramatically gone the other way.

With academics, trade-association economists, and government number-crunchers tossing off figures left and right, no one can be absolutely certain how many single-family properties in the United States will see foreclosure. Most experts do agree that the rate of financially distressed properties or foreclosures is unlikely to decline any time soon.

The ripples of the real estate crisis continue to spread. On September 11, 2007, the Wall Street Journal reported that Bear Stearns, a large Wall Street firm much in the headlines because of its large subprime lending involvement, had seen its share price drop 34 percent since the start of the year. Over the next two weeks, the Federal Reserve cut both discount and Fed funds rates by half a percent, and by September 23, Bear Stearns’s share price had edged back to roughly a 28 percent drop undoubtedly aided by the September 18, 2007, half a percentage point interest rate cut.

These events have struck especially hard at the mortgage industry. In August 2007, several large mortgage firms that together had been responsible for the annual purchase of $118 billion in mortgage loans ceased operations. During a single week of that same month, six mortgage or financial firms cut 13,000 jobs, virtually all of them mortgage related.

Countrywide Financial Corporation, the nation’s largest mortgage lender (or second-largest, depending on when or how the ranking was calculated) was once also a large subprime loan producer. In the late summer of 2007, Countrywide announced that for the time being, it was reducing its production of subprime mortgage loans. From that point onward, the only subprime loans it would produce were those mortgage loans that could be sold to either the Federal National Mortgage Association (Fannie Mae) or the Federal Home Loan Mortgage Corporation (Freddie Mac) or that could be insured by the Government National Mortgage Association (Ginnie Mae).

Countrywide’s action came at a time when the entire secondary market for subprime and Alt-A mortgage loans (both discussed at length in Part One of this book) was in an unprecedented contraction, with hundreds of mortgage firms going under.

Wells Fargo Home Mortgage, another huge mortgage lender, made another important announcement in August 2007, saying its decisions on how the way it looked at pricing or even the availability of Alt-A mortgage loans would be made on a day-to-day basis. And the best source of information about mortgage-broker lending and mortgage-broker companies has said that by the end of 2008 the number of U.S. mortgage-broker firms is expected to decline by roughly one third. Over the past decade, mortgage-broker firms have made approximately 55 to 66 percent of the nation’s mortgage loans.

Whatever views people may currently have about trends in residential real estate prices, it’s clear that public perception of residential real estate prices in most of the United States has undergone a dramatic shift from “Of course they’re going up” to “Whatever prices are doing, they sure aren’t going up”—all of this in less than three years.



Buying foreclosures is an art. It is not the perfect job for everyone, but it is for some, and it might be for you. It is not easy, but the same can be said about almost anything else that’s worth doing. Plus, for those who work to understand and master them, all tasks become easy after a while.

Many people will lose real estate to foreclosure. Many will acquire foreclosed real estate. This book will make you a stronger buyer of real estate, all real estate, and it will make you a more successful seller of real estate. It will also give you the background information you need to feel comfortable during those times when it’s best to simply stand pat.

Who should read this book? Anyone who wants to make a profit or continue making a profit through the process of buying foreclosed real estate.

This book is the creation of three authors. In 1995, the late Ted Dallow wrote the highly successful first edition, which he revised and rewrote for a second edition published in 2000.

Don Ayer, a career real estate broker in Wisconsin, and Dick Pas, a mortgage banker and attorney, edited and updated this revised edition. In creating this third edition, the current authors have organized the book for three different types of readers. First, many readers have a serious interest in the genesis of the real estate boom and the subsequent collapse of the subprime lending market. These readers will learn more in this book about the powerful effect of the Federal Reserve and its policies on the supply of foreclosed and distressed properties, now and in the future.

The second group includes those readers who may have a limited interest in the forces controlling the real estate market; they are primarily interested in the best way to buy foreclosed and distressed real estate. Finally, the third group is comprised of the numerous readers with a desire to learn as much as they can about both of these subjects and to figure out what they need to do to make good economic decisions.

This “go to” book provides information on these crucial topics: 



• It identifies the influential market factors that a foreclosed-property buyer must know; these are the same things the pros already know and use to make a profit buying foreclosed properties.

• It provides an overview of the real estate market in the United States and explains how real estate market conditions evolved into their current state. It describes the conditions to watch for in order to make good real estate decisions today. This book also describes what to watch for so you’ll know where the real estate market will be next quarter, next year, and five years out.

• It explains the fundamental role that the Federal Reserve plays in the real estate market and how it contributes to good times and to bad times. Included in this discussion is an explanation of how lending functions.

• It outlines foreclosure procedures, which vary among states and locales within states, describes how buyers of foreclosed properties can quickly come up to speed in the jurisdictions that interest them, and explains the process known as short sales. This book also covers the topic of sales options and the best way to make good purchase decisions.

• It provides comprehensive, inexpensive information about the start-to-finish process of buying foreclosures. On any weekend day, in any city, the local papers feature big advertisements for seminars on how to buy foreclosures. This book is an inexpensive, effective alternative. It explains the structure and purpose of such seminars and how to deal with them.

• It provides a clear, easy-to-understand explanation of tax sales, information that most readers will be surprised to find is not only useful to the prospective buyer of foreclosed properties but interesting to boot.

• It provides plenty of information about a wide range of real estate topics—from inspections to foreclosure options to the inside scoop on those late-night television ads that promise to show the quick way to riches through real estate, even for people who don’t have two quarters to rub together.

• It describes a smart way to make money in real estate for readers who may not have a lot of money to start. This book also provides readers with the means to protect their investments with the goal of helping them avoid losing tons of money.

This short book has all this information and much more. It gives you the science and art of making money buying foreclosed real estate. It takes you on an inside tour of the mortgage lending industry. You’ll be treated to a VIP ride in the Fed limo, getting the information you need to know whether to tighten your seatbelt or sip champagne. After reading, you’ll feel better about greed. And even fear. Promise.

As you read, you will see why all this information is here and why it’s necessary for the foreclosed-property buyer to understand. You’ll see that all of it in combination gives you an understanding of the big real estate picture, the full background to help you make the right decisions.

Our best regards to you. And pass them on.

T.D.

D.A.

D.P.


DISCLAIMER 
This book is not legal advice.

It is recommended that you seek legal counsel in all of your real estate dealings. We certainly do. In our writings, we touch upon subjects that can and do vary in different parts of the United States. Because of the differences in foreclosure practices and procedures from state to state and even among various localities within a particular state, this book is not legal advice. Before taking action in any real estate matter, check with your attorney.




PART ONE
How Did We Get Here?


CHAPTER 1 
If 75 Million People Lose, Say, 
 $35,000 Each, Is That a Good  
Day at the Office?

THE FEDERAL GOVERNMENT estimates that there are 75 million single-family homes in the United States. For these homeowners, their home and other real estate holdings (typically a second home, a recreational property, or a small number of rental properties) constitute a significant portion of their net worth.

Equity in real estate is calculated according to the following formula: current market value, minus expenses of sale, minus debt against it (either purchase-money mortgages taken out to buy the property, or refinance loans or home equity loans). That equity can increase, stay flat, or decline. Remember those 75 million single-family homes? What happens to their value has huge implications, not only for the families that live in them but for the nation’s economy.

For example, if a good portion of those 75 million properties now have, say, an average market value of $35,000 less than in mid-2005, the height of the last boom (a working estimate of the decline in the value of American single-family homes since the beginning of the decline in the real estate market), any calculator needs many digits to compute the total impact.

Sad to say, many homeowners might be relieved to learn that their homes had suffered a decline in market value of “only” $35,000. Many homeowners have seen the value of their real estate tumble to far lower depths than this.

Common sense would suggest that along with such widespread drops in real estate values, U.S. consumers were curtailing their retail spending by a proportionate amount. Surprisingly, through mid-2007, the huge decline in real estate equity in many markets has failed to seriously curtail consumer spending, which has been remarkably strong in the face of these numbers. MasterCard, whose revenues are a significant measure of consumer spending, reported in mid-2007 that its first-quarter profits had soared by 70 percent, led by an almost 20 percent jump in the number of credit card and debit card transactions.

What has been going on? Do employment rates outweigh the impact of home values when the consumer decides whether or not to spend? Apparently so. It seems that consumers are adjusting to their changed circumstances, or at least had done so through mid-2007. Here’s why consumer spending initially remained so robust. The fact is that it’s hard to break previous spending patterns and habits, even if we want to. The majority of Americans spend a lot of time traveling in their cars, along American roadways lined on both sides with business establishments whose goal is to make them stop their cars, get out, and spend money without regard to their discretionary budgets.

Is it possible to make a discretionary real estate purchase when the conventional wisdom is that the local real estate market is flat or declining? Yes, but the large majority of people will not.

As economic beings, we are predominately creatures of habit, strongly influenced by conventional wisdom. If we understand that conventional wisdom can be self-fulfilling, we have very valuable information. By absorbing this and being aware of our own and others’ habits, we can help make our own best economic decisions.


CHAPTER 2 
Moving on to Mortgage Lending

OLD WESTERN MOVIES and some holiday movie classics may leave the impression that foreclosure actions arise from greed, heartlessness, and even pure malevolence. These movies make colorful tales, but there can be plenty of other reasons that properties go into foreclosure.

These days, mortgages have become big business. In this nation’s retailing of everything from groceries to consumer electronics, appliances, home-improvement items, and gas for the car, the large firms now dominate. The same is true in the mortgage loan business. If you’re in the market for a mortgage loan, you will find that the large mortgage loan servicers dominate.

Usually the source of a consumer’s mortgage loan is a lender with a local office (such as a bank, savings bank, mortgage broker, mortgage banker, or credit union). The most aggressive lenders— that is, those most willing to lend—are mortgage brokers, who in recent years have made roughly two-thirds of all residential mortgage loans. Clearly, mortgage brokers have been leading the way in making loans to borrowers who were previously unqualified to acquire a home.

The vast majority of all these loans made by all lenders are now sold in the secondary market. And many of these mortgage loans are funded and purchased right “at the table” as the loan closes. This enables the local lender to have plenty of funds for the next borrower. Loans funded “at the table” use money from the next lender up the line so the local lender actually uses not even a dime of its own money.

Once mortgage loans have been made and sold, they are likewise “serviced.” That is, they are administered in all aspects, including collecting payments, paying taxes and insurance (for loans with escrow accounts created to hold the funds to pay those items), collecting late fees, and dealing with delinquent borrowers—up to and including referring for foreclosure and even administering foreclosure. These mortgage loan administration activities are done by or on behalf of institutional investors who are almost always in a town or city other than the one where the real estate is located.

Even loans made by the local office of a multi-office bank chain and serviced by that bank chain have in all probability been sold and are being serviced for the institutional loan owner according to its directives, procedures, and requirements, including delinquency, default, and foreclosure aspects. And in many cases, the foreclosure processing, legal work, and property sale are handled by specialist firms serving a number of institutional investors (though the institutional loan servicer or loan owner retains some or all of policy- or final decision-making control).

The widespread institutionalization of mortgage lending in recent decades was launched by Congress with its creation of the following government-sponsored entities (GSEs): the Federal National Mortgage Association (FNMA), the Federal Home Loan Mortgage Corporation (FHLMC), and the Government National Mortgage Association (GNMA). These entities are known respectively as Fannie Mae, Freddie Mac, and Ginnie Mae. These GSEs were created to guarantee and purchase mortgage loans from local lenders so there would be sufficient funds for local lenders to continue lending in furtherance of the national goal of encouraging home ownership in the United States. Fannie Mae, Freddie Mac, and, to a lesser extent, Ginnie Mae have become household words because of the huge number of mortgages these entities purchase.

The GSEs play a huge role in providing liquidity (that is, plenty of funds) for mortgage lenders and borrowers. With their loan purchase requirements (or underwriting standards) and their automated loan-underwriting systems, the GSEs also play a huge role in establishing the borrower characteristics needed for approval of the loans they are purchasing. In the years before subprime or nonconforming loans were made on such a wide scale, a nonapproval by the underwriting system used by these entities meant the end of the road for a loan applicant at many local lenders. Some lenders still operate in that manner. However, the majority of lenders will now agree to lend if the GSE approval (agreement to guarantee/purchase a particular loan) is at a lower price to the lender (meaning the lender will charge the borrower a higher interest rate), or if another wholesale lender (such as a wholesale lender specializing in subprime loans) agrees to purchase that particular loan from the local lender. Local lenders very often require a favorable decision to purchase a particular loan before they will agree to “close that loan.”

The Good Old Days?

Prior to the creation of the GSEs, before the widespread availability of funds for mortgage lending, and predating Congress’s earlier creation of the Veterans Administration (VA) and Federal Housing Administration (FHA) low- or no-down-payment mortgage-loan guarantee programs, local lenders previously often had little or absolutely no money for mortgage lending. The Good Old Days of mortgage lending were hardly good in the eyes of most observers.

In the last decades of the nineteenth century and the first decades of the twentieth century, most buyers found that their home acquisition options were limited. They could chop logs or dig sod to build a house. They could pay cash for a house. Or they could hope they knew a banker who would agree to lend perhaps 50 percent of a home’s purchase price if the banker liked them and was willing to lend them some of the bank’s limited (often very limited) funds for a mortgage loan.

When all was said and done, about the only group that could be assured of mortgage loans was the group that played cards with the banker or the group whose spouses played cards with the banker’s spouse. Mortgage lending was almost that tight.

The government determined that more widespread home ownership was in the public policy and financial interests of the United States, and it created low- or no-down-payment mortgage-loan guarantee programs for the FHA and the VA. The FHA program was initiated in the 1930s. The VA loan program was authorized for World War II vets in 1946. At this time, the government also created the Freddie Mac, Fannie Mae, and Ginnie Mae entities. The purpose of these GSEs was to guarantee other (non-FHA and non-VA) mortgage loans and to purchase those loans from local lenders to further assure that mortgage funds were readily available throughout the country. The GSEs also gathered the mortgages they purchased from local lenders into bundles or pools, which institutional investors then bought as passive investments.

These investments were passive because other entities serviced the mortgage loans (collecting payments and so on), an arrangement that continues to this day. The GSEs are not technically government agencies, but their guarantees are treated in the marketplace as if they were.

This all means that any particular mortgage loan is most likely part of a pool or bundle of mortgage loans. It is owned as part of that group of loans—that “bundle or pool”—by a large financial institution or investor. That institution or investor could be a bank, life insurance company, pension fund, college endowment, or even one of the new investment funds or so called hedge funds.

Wall Street firms first acted as sales agents for the GSEs, another role they still perform. These Wall Street firms then became highly creative in the use of the mortgage loans. Increasingly, these bundles or pools of mortgage loans backed up or became the collateral (the asset) behind new “mortgage backed securities.” These new “mortgage-backed securities” became additional highly sophisticated offerings that appealed to institutional investors.

From the late 1990s through 2005, some of these investment options—dazzling in their complexity—fueled the rapidly expanding growth of subprime and nonconforming loan products available to lenders and borrowers at the local level. This also contributed to the run-up in real estate prices at that time.

Mortgage funds thus became increasingly available to an ever-expanding range of potential owner occupants and real estate investors. These mortgages were supplied by a mix of traditional and highly aggressive local lenders.
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