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Homeownership in a Bubble: The Fast Path to Poverty?
Executive Summary

Homeownership iswidely promoted in the United States as both an end in itself
and agood investment. The tax code has been deliberately tilted to favor homeowners
over renters, through items like the mortgage interest deduction. In addition, thereisa
wide range of initiaives & dl levels of government, and within the non-profit sector,
which are intended to promote homeownership among low and moderate income families
who might find it difficult or impossible to purchase a home without some assstance.

While homeownership may be indeed be desirable in normd times; it is not clear
that encouraging moderate income families to buy homes at present isagood strategy.
Thereis good reason to believe that the nation is experiencing a housing bubble very
amilar to the stock bubble of the late nineties. Nationwide, the rise in home prices has
exceeded the overd| rate of inflation by more than 30 percentage points since 1995. This
sort of run-up in home prices has no precedent in the post-war period. No economist has
been able to put forward a plausible explanation for such a sudden run-up in home prices,
gpart from a speculative bubble.

In metropolitan areas that have been especidly affected by the housing bubble,
the rate of price appreciation has been even greater. In the most affected areas (largdy in
Cdiforniaand the East Coadt north of Washington, DC), home prices have risen in regl
terms by more than 70 percent over the last five years. These areas are likely to see
especidly large price declines when the bubble burdts.

There is evidence that the bubble has affected home prices at al segments of the
market. In Los Angeles, one of the most affected bubble areas, the greatest home price
appreciation over the last four years has occurred in the zip codes with mid-range home
prices. Further, the increase in housing pricesin zip codes with the lowest median home
price is comparable to the increase in prices in zip codes with the highest median home
price. Thissuggeststhat the price of many relatively low cost homes has so been
inflated by the bubble.

This stuation implies that the price of many of the homes that moderate income
families may seek to buy at present are likely to tumble when the bubble collgpses. It is
entirely reasonable to believe that the price of some of these homes could fal 30 percent
or more, when the housing market returns to a more sustainable path. This sort of price
decline will leave many new homebuyers with negetive equity and could imply enormous
losses on the sdle of ahouse. Such losses will be especidly devadtating for familieswho
see homeownership as akey step in escaping poverty.



I ntroduction

Maost American families view homeownership as an important god. In generd,
ownership provides alarge element of security that is not available to renters. Tax laws
a0 srongly encourage homeownership, providing tax deductions for mortgage interest
and property taxes. In addition, owning a home has generdly proved a sound investment,
as home prices usudly risein step with the overal rate of inflation and capita gainson
sdling ahome are tax free for middle and lower income families.

However, homeownership is not always better than renting. There can be times,
when homes are sdlling at @bnormdly high prices, in which a home purchase will
virtualy guarantee aloss to homebuyers. In this case, the conventional wisdom — that
buying a home is olid investment — may not hold true, just as it was not true that stocks
were the best long-run investment for retirement savings, when the slock market was
hitting its bubble peaks of 1998-2000.

With home prices nationwide having outpaced the overal inflation rate by more
than thirty percentage points since 1995, it is likely that the housng market isnow ina
housing bubble smilar to the recert stock bubble. While individuds who sdl before the
bubble deflates will do very well, families who buy their first home at bubble-inflated
prices are likely to experience subgtantial 1osses. In many cases, especidly where homes
have been bought with very low down payments, the losses could be severd timesthe
Sze of the homeowner’s equity.

For dl but the richest families, ahomeis the family's most important asset, and a
largeloss on its sde will be painful. However, for moderate income families struggling to
escape poverty, bubble related losses on the sale of ahome could prove devadtating. In
many cases, these families will be far better off delaying home purchases until after the
real estate bubble has deflated.

The Basic Arithmetic of the Housing Bubble

Through most of the post-war period, housing prices have increased a
agpproximately the same rate as other prices. Table 1 shows the rental price component of
the consumer priceindex and the overall index at approximately ten year intervals?

As can be seen, renta prices shown in column 2 of the table have generdly risen &
gpproximately the same pace as the overdl consumer price index (CPI) shown in the
third column. For the whole period from 1951 to 1995, the overall price index actudly

2 The years shown were selected because they were years in which the consumer expenditure survey was
issued in order to determine the relative weights of consumption itemsin the consumer priceindex. While
the survey is now conducted annually, this was not the case in thefifties, sixties, and seventies.



rose dightly more rapidly than the renta price index, dthough the differenceis
aufficiently smal that it could well be attributable to measurement error. There were
some periods in which there was some divergence in inflation rates, for example in the
seventies, when renta prices grew somewhat less rapidly than other prices, but this
followed a twenty year period in which they had grown somewhat more rapidly.

Housing Share of Consumption and Relative Price Changes

Housing Share  Rental Price Overall Price
of Consumption Index Index

1951 13.9% 100.0 100.0

1961 16.6% 126.9 114.8

1971-72  17.4% 160.4 154.6

1982-84  25.2% 323.6 349.6

1993-95 26.8% 498.4 501.8

Source: Bureau of Labor Statistics and Baker 2002.*

The left column shows the share of household consumption spending that goesto
pay rent or owner’s equivalent rent — the implicit value of the rent for an owner-occupied
home. The share of consumption going to rent did rise sharply over the post-war period,
nearly doubling between 1951 and the 1982-84 period. However, the growth in the share
of consumption going to rent has dowed sharply since the early eighties, increasing by
just 1.6 percentage points over the following decade. This point isimportant in assessing
the evidence for a housing bubble, because it shows that very large increases in the
demand for housing in the seventies, associated with baby boomers forming their own
households, did not lead to a substantia run-up in housing prices Therefore, the much
gamaller increases in the relaive demand for housing of the last two decades should not be
expected to have had a substantial impact on housing prices.

Figure 1 shows the path of rea home prices and rentd prices from 1975 through
the first quarter of 2003.° It isimportant to note that these are redl prices — the price of
homes and rent has been adjusted for the rate of inflation in other items. This means that
if rent and home prices had just increased in step with the overdl rate of inflation, the
indexes would remain flat at 100.

3 Rental prices and ownership pricesin general have moved at largely the same pace. Any factor that
affected one (e.g. land scarcity) would generally be expected to affect the other in approximately the same
way. Changesin real interest rates could be expected to |ead to some divergence between the two, but there
has been no trend in long-term interest rates in the post-war period.

* This table along with a full explanation of its construction can be found in “The Run-Up in Home Prices:
Islt Real or IsIt Another Bubble?’ by Dean Baker, Center for Economic and Policy Research, 2002,
[http://www.cepr.net/Housing_Bubble.htm].

® Thisfigure beginsin 1975 because this is the first year in which the Office of Federal Housing Enterprise
Oversight’s Home Price Index is available. Thisindex is very useful for assessing the rise in home prices,
because it tracks re-sal es of the same home through time. This removes the problem that prices may be
rising because the mix of homesis changing.



Figurel

The Real Cost of Owning and Renting
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Source: OFHEO, BLS, and author’ s calcul ations, see Baker 2002.

As can be seen, both home and rent prices somewhat outpaced the overdl rate of
inflation through the eighties. However, the most siriking feature in thisfigure isthe
sharp run-up in rea home prices since 1995. In the period from 1995 through the first
quarter of 2003 (the most recent quarter for which the home price index [HP1] is
avalable), the rise in the home price index exceeded the increase in the CPI-non-shelter
index by more than 33 percentage points. This meansthat if home prices wereto again
have the same relationship to the price of other goods and services as they did in 1995,
they would haveto fal on average by 25 percent from ther current leve.

Thereis one obvious explanation for this extraordinary run-up in home prices— a
red estate bubble that was triggered by the stock bubble of the same period. Thelogicis
graightforward. Many families that hed large capitd gains from the stock market began
moving into bigger and better homes. The supply of housing isrelatively fixed in the
short-run, so the increased demand pushes up the price of homes. After aperiod of time,
people become willing to pay more for homes because they see pricesrising, and believe
that they will continue to rise®

The comparison of the movements of the HPI and the rentd index is informative.
Therisein the HP outpaces the rental price index throughout the period, but therisein
both indexes subgtantidly exceeds the overdl rate of inflation. The explanation for the
gap in the two indexes is that homes are sold in a spot market — the buyer and sdler have

6 Japan had the same experience in the eighties as a stock bubble and areal estate bubble moved side by
side. Their collapse has led to more than a decade of stagnation.



aone-time transaction. These prices will reflect the supply and demand conditionsin the
market at that point in time. However, many renters have long-term leases and stay in the
same renta unit for long periods of time. A landlord cannot raise rental pricesto adjust to
the spot market if aleaseisin effect, and even if alease has expired, alandiord may be
reluctant to raise rents as much as may be justified by red estate prices, for fear of losing
agood tenant. For this reason, it may be expected that rental prices will follow sae prices
upward, albeit at a somewhat dower pace.

However, the figure shows a somewhat different pattern. In the last year and a
hdf, the rate of rentd inflation has dowed sharply, with renta prices actudly fdling in
red termsin the lagt year. Thisdeclinein rentd prices can be readily explained by the
fact that the nationwide rental vacancy rate is currently a arecord high.” Thisis entirely
consistent with the housing bubble scenario. Soaring home prices led to argpid growth in
the supply of housing units. While people are till buying ownership units a prices that
are near bubble peaks, an enormous glut of rental units has developed. Thisis putting
downward pressure on rentd prices. Eventually, declining rental prices will feed back
into the ownership market as potential owners opt to take advantage of low rents and
landlords with high vacancy rates convert their rentd units to condominiums. Intime,
this process will burst the bubble, unless other events, like risng mortgage interest rates,
bring the bubble to an end sooner.

The Implications of a Collapsing Housing Bubble

Red estate markets are locd, not nationd. The HPI gives a nationwide average
for home prices, but there are many areas, mogily in the south and Midwest, in which
there has not been a substantia run-up in home prices. However, the fact that some areas
have not seen substantia run-ups in home prices means that the price increases in the
aress affected by the housing bubble have been considerably larger than indicated by the
HPI. The areas that have seen the largest run-up in home prices — primarily dtiesin
Cdiforniaand in the areas surrounding Boston and New Y ork City -- have experienced
price increases of more than 80 percent over the last five years. Table 2 showstheten
metropolitan areas with the largest increase in home prices over the last five years (these
are nomina increases — the inflation rate has been approximately 12 percent over this

period).

7 According to the Census Bureau’ s Housing Vacancy Survey, the vacancy rate hit 9.6 percent nationwide
in the second quarter of 2003. The highest vacancy rate on record, prior to the recent run-up in home prices,
was 8.5 percent in the fourth quarter of 1965
[http://www.census.gov/hhes/www/housing/hvs/q203tabl.html].



Table?2

AreasWith Most Rapid 5-Year Housing Price I ncreases

Metropolitan Area 5-Yr.Increase| 1-Year Increase
Barngtable- Y armouth, MA 97.69 13.74
Santa Barbara- Santa Maria-L.ompoc, CA 89.09 14.96
San L uis Obispo-Atascadero-Paso Robles, CA 87.1 13.16
Vadlgo-Farfidd-Napa, CA 86.11 12.45
Sdinas, CA 85.34 7.63
San Diego, CA 84.7 15.2
Santa Rosa, CA 82.53 7.05
Santa Cruz-Watsonville, CA 82.2 5.41
Oakland, CA 81.9 7.69
Nassau- Suffolk, NY 81.74 14.97

Source: Office of Federal Housing Enterprise Oversight, 2003.

While some of the extraordinary run-up in pricesin these areas may be red, reflecting the
fact that they have become more desirable places to live in the last five years, it islikely
that much of this price increase amply reflects the psychology of the housing bubble. In
many of these bubble markets, most of the price appreciation of the recent past islikdy
to disappear when the bubble burgts.

It is aso worth noting that the housing bubble gppears to have affected dl
segments of the market. There have been many accounts from redtors suggesting that the
most expensive houses have experienced the largest run-up in prices (e.g. “Housing
‘Bubble’ May Not Exist, but the Market Could Still Teeter,” Washington Post,
September 20, 2002, Page E1).2 Figure 2 shows the movement in home pricesin Los
Angees over the lagt eight years. The figure shows the change in home price by zip
codes, with zip codes with the ten lowest, ten median, and ten highest median home
prices grouped together.® As can be seen, the zip codes with home prices at the median

8 |t isworth noting that much of the run-up in prices of high end homesis not captured in the HPI. The HPI
excludes homes with mortgagesin excess of $322,000. Thiswould be an 80 percent mortgage on a
$403,000 home. In areas like Boston and San Francisco, the median home sells for more than $500,000.

® This data was obtained from Rand California, http://ca.rand.org/stats/economics/houseprice.html , which
collects home sale price and number of transaction data from the California Association of Realtors. The
data reflects the price of homes sold over the year. Since only monthly median data was available, the
annual median is an approximation based on the monthly medians. Each column in the low category
represents one of the ten City of Los Angeles zip codes with the lowest median home price in 1995, which
ranged from $68,000 to $112,000. Each column in the medium category represents one of the ten zip codes
with the median medium home price in 1995, which ranged from $144,000 to $164,000. Each columnin

the high category represents one of the ten zip codes with the highest median home pricein 1995, which
ranged from $296,000 to $745,000. Each column represents the real increase in home price between 1995
and 2002. This data has been adjusted for the rate of inflation of all other itemsin Los Angeles-Riverside-




have experienced the sharpest increase in prices over this period. Pricesin the zip codes
with the least and most expensive homes have seen price increases that are comparable to
each other, with both considerable less than medium-price homes. This suggests that even
poorer parts of the Los Angeles metropolitan area have been affected by the housing
bubble. This can be good news for long-time homeownerswho arein a postion to sl
their home at present; however, it can be very bad news for firg time homebuyers who
buy into this bubble-inflated market.

Figure 2

Median Home Price Increases by Zip Code from 1995 to 2002
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Source: Authors' calculations, see footnote.

L ow Income Homebuyersin a Bubble Market

In keeping with awiddy shared god of promoting home ownership, there are a
variety of programsat dl levels of government, in addition to initiatives from the non
profit sector, which are designed to facilitate home ownership among low and moderate
income families. These programs offer assstance in a variety of forms— such as low-
interest mortgages, mortgage guarantees for less than standard down payments, and
meatching support for down payments. They al have the intention of assisting moderate
income families in moving from being renters to homeowners.

Orange county , so that if housing prices had stayed constant with the overall rate of inflation, the bar
would remain at 100.



However, in a bubble-driven housng market, it is not clear that thisis a desirable
outcome. In some of these markets, home prices could very easily decline by 30 percent
or more. Something like this happened in the Los Angeles housing market between a
bubble peak in 1990 and a subsequent trough in 1996. Housing prices fell by 20.5 percent
over this period — before adjusting for inflation.'° If afamily had bought a home for
$150,000 at the bubble pegk, this price decline implies that it would have been worth just
$119,250 a the trough six years later. If this family had placed a down payment of just 5
percent — asis alowed in some cases — it would have been in a Situation where it owed
nearly $132,500 on a home that was worth $119,250. In this case, the mortgage payments

would be a huge abatross dragging down this family. The temptation to walk away from
such amortgage — turning over the home to the mortgage holder -- would be enormous,
athough the implications for its access to credit in the future could be severe. Since
transaction costs on home sdes are typically in the neighborhood of 7 percent, the
implied lossin this Stuation is just under $50,000, an enormous blow to afamily with a

moderate income.

Thisgtuation isoutlined in table 3. It shows total home ownership costs including
some additional assumptions. The table assumes that the mortgage payment is based on a
30-year, 6 percent mortgage; that annua property taxes are 1.0 percent of the originaly
assessed vaue, and that maintenance costs average $40 per month or $480 per year. In
this case, thetotd cost over six years for afamily who bought a home at the peak of the
earlier Los Angelesred estate bubblein 1990, and was forced to sdll a the trough in
1996, was $111,573, gpproximately $18,600 per year. In other words, if this family could
have found comparable rental housing for less than $1,450 per month, it would have been
better off renting over this period.

Table3

Costs of Homeowner ship in a Bubble

Monthly payments | One-time payments | Total
Purchase Price $150,000 $150,000
Sales fees (7%) $10,500 $10,500
Mortgage (6% interest) | $369 $62,568
Taxes (1%) $125 $9,000
Maintenance $40 $2,880
Sale price ($119,250) gain ($119,250) gain
Commission (7%) $8,348 $8,348
Principal paid ($12,473) gain ($12,473) gain
Down payment ($7,500) (7,500)
Total $104,073

Source: Authors' calculations, see text.

10 This data comes from the OFHEO HP! for the Los Angeles metropolitan area.




While this Stuation is highly stylized, many families would have likely ended up
aslosersif they purchased homes at the peak of the 1990 bubble, even if they did not end
up sling at the very trough. Prices had dready falen sharply by 1994, so even people
who had sold before the absolute bottom would have suffered large losses. It isaso
important to note that current bubble is considerable larger in many metropolitan areas
than the 1990 bubble was in Los Angdles, possibly setting the stage for considerably
larger losses.

The Los Angeles housing market did bounce back from the 1996-97 trough and
homes prices are now higher, adjusted for inflation, than they were at the 1990 peak.
However, this should be viewed as grounds for caution rather than seen asabasisfor
reassurance. The one-day stock market crash in 1987 could be contained and eventudly
reversed by effective action by the Federa Reserve Board. However, the Fed could not
sustain the record price to earnings ratios that the stock market hit at the peak of the
bubble in 2000. In the same vein, the fact that alate eighties housing bubble was
succeeded by alate nineties housing bubble is not a guarantee that a third bubble will
come along to rescue victims of the second bubble. Thereis no reason to expect that
bubble-driven prices will ever return to their bubble pesks — except over avery long
period as inflation gradualy drives prices upward. Homebuyers in a bubble — especidly
low and moderate income home buyers-- are putting their economic security a serious
rsk.

Conclusion

There has been an extraordinary run-up in home sdes pricesin the years since
1995, with the rate of increase in home prices exceeding the overdl rate of inflation by
more than 30 percentage points over this period. There is no obvious explanation for this
unprecedented run-up in housing prices, except that the wedlth created by the stock
market bubble spilled over into area estate bubble, as happened in Japan in the eighties.

The bubble has not been even across the country. Many areas in the mid-west and
south have seen little red increase in home prices. By contradt, the areas most affected by
the bubble, which are largely on the west coast and the east coast north of Washington,
have seen home price increases that exceed the overdl rate of inflation by more than
Sxty percentage points. In at least some of these bubble areas, the bubble appears to have
affected adl segments of the housing market. For example, in Los Angeles, zip codes with
average home sde prices have actudly experienced the largest run-up in home prices
over the last four years, and the increase in prices in zip codes with the lowest home
prices has been comparable to the increase in prices in zip codes with the highest home
prices.

The fact that many homes in bubble aress -- including those thet could potentialy
be purchased by moderate income families — are salling at prices that are far higher than
the levdsthat will likely be sustaingble in the long-run, means that many families could
lose large amounts of money by buying ahomein the bubble-infected markets. Efforts by
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the government or nonprofit organizations to promote homeownership in this
environment could prove counter- productive, as families may see wedth accumulated
through years of sacrifice disgppear quickly with the bursting of a housing bubble. While
homeownership may till be adesirable god for moderate income families, in many aress

they may be best served by delaying their plans until redl estate prices have returned to
more normd levels.
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