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			INTRODUCTION

			Among economists (some of them, anyhow), there’s a rule of thumb that the longer-lived an economic expansion, the deeper the resulting recession. This makes intuitive sense, because the last stage of a boom is when people come to believe that the economic cycle has been abolished, and act accordingly. We buy things we don’t need with money we don’t have. We invest in—and take jobs at—companies that can only succeed in a perfect world. And the longer this goes on, the greater the mass of bad debts and untenable businesses that must be flushed from the system before growth can begin again.

			Because the expansion of the 1990s was the longest ever, and its last few years set records for sheer financial zaniness, you’d think the resulting recession would also be one for the record books. But it wasn’t. Instead, we got only a mild slow-down, and at this writing in early 2003, most forecasters seem to think a recovery is under way. What happened? In two words, real estate.

			As stock prices headed south in 2001 and 2002, Americans discovered that, thanks to falling interest rates, we could turn our rising home equity into cash through refinancing and home equity loans. Like a huge tax cut, this allowed us to keep spending, propping up the economy and causing us to build and buy homes at a record pace—just about the last thing you’d expect at this point in the economic cycle. As a result, home prices have continued to rise, gradually in some places and dramatically in others, but enough overall to maintain the illusion of continued prosperity.

			Unfortunately, the trends that produced the housing boom—falling interest rates, soaring mortgage debt, and plunging levels of home equity—have pretty much run their course. This virtually guarantees a real estate slowdown, and makes a crash, complete with plummeting home prices and mass foreclosures, quite possible. And because housing is the only thing other than the federal deficit that’s propping up the overall economy, a broader slowdown (perhaps the really nasty one that should have followed the Roaring Nineties) may also be in the cards. So the question today is not just whether home prices in Boston and San Francisco will fall by 30 percent over the next few years (though if you live there, that’s enough to worry about) but whether the bursting of the housing bubble will deflate the rest of the economy. If it does, the middle years of this decade will be tricky—but also exciting, if you take the right steps now. So let’s start by defining some terms.

			What Is the Business Cycle?

			The tendency of capitalist economies to grow for long periods of time and then crash has bugged theorists and policy makers for almost two centuries. Recessions seem so unnecessary, so obviously the result of policy mistakes or outside interference. Like doctors on the trail of a chronic disease, some of the best minds of their times have devoted careers to finding a cure. The great early-twentieth-century economist John Maynard Keynes concluded that an alert government could “fine-tune” an economy—pump it up by borrowing and spending when things were slow and restrain it by raising taxes and running surpluses when consumers and businesses got a little too exuberant. Later, Nobel laureate Milton Friedman suggested controlling the creation of money in order to give the system a steady supply of fuel, thus keeping it on a sustainable growth path. Both seemed reasonable, both were tried in Washington and elsewhere—and both failed miserably, leaving us, in 2003, with the job of cleaning up after the Wall Street/Silicon Valley frat party of the 1990s.

			What did the great minds miss? Perhaps they were looking for mechanistic solutions to a psychological problem. History (and common sense) teaches that we’re not the always-rational actors of economic theory. Instead, we’re highly adaptable, extremely social animals, capable of both caution and recklessness, depending on our experience and the economic environment. Put us in a crowded arena like a financial market, and we pass through predictable mood swings, leading us to act in ways that, in the aggregate, produce booms and busts.

			Coming out of a recession, for instance, consumers and entrepreneurs are shell-shocked, and understandably reluctant to take on new debt. This is fine with bankers who, haunted by still-fresh memories of their last batch of bad loans, are in no hurry to lend to any but the most rock-solid borrowers. So, for a while, the national balance sheet gets stronger as families and businesses pay down debt and banks cut back on low-quality loans. Gradually, this caution begins to pay off as fewer borrowers default. Lenders notice that their loan portfolios are profitable again, and start trolling for new customers, offering easier terms and better service.

			Consumers and businesses, meanwhile, having paid down their debt and/or avoided taking on new obligations, are in pretty good shape. They begin to test the waters, borrowing a little for commendable purposes like job training and new factories. This works out nicely, and companies start hiring in anticipation of even better times. Individuals notice that they’re getting raises, as well as offers from other employers, and the memory of the last recession begins to fade. Maybe this year, thinks middle-America en masse, we can buy that new car and take a nice vacation, because next year’s raise will more than cover the interest.

			Then a new generation of players enters the game, made up of those either naturally risk-loving or too young to remember the last downturn. They fit the times perfectly and, by taking chances in a forgiving environment, make fortunes. (Think junk bond raiders in the 1980s and dot-com entrepreneurs and day traders in the late 1990s). The rest of us, seeing these once regular folks getting rich, gradually buy into the zeitgeist and start making career and financial choices that would have seemed crazy just a few years before. We leave safe jobs to join tech start-ups, buy growth stocks on margin, or borrow as much as possible for the biggest house on the block. Speculation displaces investment in the financial markets. “Hot” money begins to chase whatever is going up, and “bubbles” form in the prices of certain appealing assets. Go back through U.S. financial history and you’ll see this happening every decade or so, as a booming economy leads to a systemwide debt binge, which culminates in a buying frenzy in some can’t-miss asset: railroad stocks, radio stocks, 1960s tech stocks, the Nifty Fifty of the early 1970s, gold in the late 1970s, junk bonds in the late 1980s, and, of course, the tech stocks of recent, painful memory. This final, mad dance lasts until the sheer volume of bad decisions causes things to unravel. Growing numbers of people and businesses fail to pay their bills, banks find that the bad loans on their books are surging, companies stop hiring and start firing, and the economy sinks into a recession. Then, after a suitable period of wound licking, the game begins again.

			Think about why this is inevitable: If the government discovered a perfect mix of policies to keep the economy growing steadily, the risk takers would never have to stop. They could rationally borrow as much as possible because never-ending growth would always allow them to pay off their debts. They would become giants, and the rest of us would eventually see their point: that in a recession-free world, using other people’s money to buy what’s going up is a low-risk game. Borrowing would soar, and eventually something—a war, an oil shortage, or simply the weight of the accumulated debt—would cause the system to crumble. In other words, you’d get the last few years of a typical expansion when, even in sophisticated circles, the notion takes hold that the good times will never end. So it would seem that as long as there are markets, there will be booms, busts, and bubbles.

			What’s a Bubble?

			Because the theme of this book is that real estate—housing, to be specific—is the latest and in some ways the most dangerous in a long line of bubbles, now might be a good time to admit that serious people disagree about what the term really means. In the late 1990s, there was even a debate about whether tech stocks were a bubble (kind of amazing, when you think about it), with Federal Reserve Board chairman Alan Greenspan famously opining that you can tell such things only after the fact. Maybe so, but in retrospect, the bubbles that everyone now accepts as genuine share certain characteristics. Among them:

			
					
					The main indicators in the bubble sector—price, sales volume, employment—hit records and just keep on going.

				

					
					Newcomers enter the market with “revolutionary” innovations that look suspiciously like con games but, in the heat of the moment, are hailed as brilliant.

				

					
					Established players, in pursuit of enough new business to satisfy Wall Street expectations, begin to evade and eventually ignore their industry’s time-honored practices.

				

					
					Regular folks begin to make apparently easy fortunes by risking borrowed money on the proposition that the bubble will keep inflating.

				

					
					Experts reassure the anxious with logical justifications for rising prices, and promise that even if the current torrid growth doesn’t continue, the slow-down will be mild.

				

			

			Keep all of this in mind as we explore today’s housing market.

			A Few Words about What Follows

			The “financial engineering” parts of this book can be a little opaque. But don’t let them bog you down. When you come to something that makes you want to toss the book onto that growing pile in the corner, just skip to the last few paragraphs of the section where I promise you’ll find more or less plain English. And if along the way you become convinced that housing is indeed a financial bubble and want some ideas for profiting (or at least protecting yourself) from it, feel free to jump straight to chapters 9 and 10. You can always flip back if you need extra ammunition or moral support. But note that while this book mentions a lot of stocks, mutual funds, and other investments by name, these are not recommendations. The months that pass between the writing and publishing of this book can be a lifetime in the financial markets. By the time you read this, some of the companies mentioned will be in very different shape, and others may be gone. So use what follows as a framework for your own research, rather than a source of specific things to buy and sell. That said, here’s to the next interesting few years.

		

	
		
			PART 1

			A LITTLE HOUSING HISTORY

		

	
		
			CHAPTER 1

			FROM THE CAVE TO THE AMERICAN CASTLE

			The craving we all have for a place of our own probably dates back to the first hunter/gatherer who chased a bear from a cave and decided to settle in. And the other major theme of our relationship with real estate—the desire of government to control it—probably emerged that very night, when the tribal chief showed up and said, “Nice cave, Urg, but you understand that all the tribe’s possessions belong to the forest god, and as his chosen representative, I really own it. So enjoy it for a while, but when my oldest son captures a bride, he’ll be moving in.” And so the pendulum has swung ever since, back and forth between individual property rights and society’s prerogatives.

			According to some accounts, the earliest recorded private property dates from circa 2000 B.C. in Mesopotamia, where the ancestral home was cherished to the point that families sometimes sold their children to cover their property taxes. A little later, the Old Testament tells of Abraham’s dropping 400 shekels on some Hittite acreage, not far from what was to become Israel. Yet it wasn’t really his, or even his people’s, land. In Leviticus 25:23, Yahweh cautions, “The land shall not be sold permanently, for the land is Mine; for you are strangers and sojourners with me.”

			More familiar to the modern eye are the property laws that emerged in Greece and then Rome, where despite some archaic trappings (selling required a formal public ceremony, children and the mentally disabled were barred from land ownership, and slaves were often thrown in as part of the deal), homes were widely owned and passed from one generation to the next without much interference. Whether these relatively liberal property laws were a cause or a result of the success of those societies is a subject for another book—especially because it didn’t last. When Rome fell, so did the concept of widespread home ownership; and in the feudal system that followed, land and everything on it was once again the property of the local king, priest, or lord. Things came full circle with the Norman invasion of England in 1066, when William the Conqueror indulged in the ultimate megalomaniacal fantasy by decreeing that all of England was his by right of conquest. He then parceled out huge estates to his officers, creating the landed aristocracy that embarrasses the country to this day. But even those new dukes and earls owned their lands through “tenure” rather than deed. That is, like Urg the first cave dweller, they kept what they had only as long as the king chose not to take it away. In modern terms, the king was landlord, and the nobleman, tenant.

			European tenure laws, as they evolved, took on some truly medieval (in the Pulp Fiction sense) aspects. If a landowner was convicted of a felony, for instance, not only did his whole family lose their ancestral home, but the bloodline might be legally broken, preventing the felon’s kids from inheriting property from grandparents or uncles. And while a person who pled guilty to a felony lost his home to the local lord or church, if he died without a plea, his next of kin simply paid a fine and kept the property. Not surprisingly, this led to a fair number of pretrial suicides and “accidents.” At the risk of committing historical analysis, it’s safe to say that one reason for 11th-century Europe’s cultural and economic inferiority to Rome of 1,000 years earlier was the former’s lack of respect for property rights. Relatively few people had a stake in maintaining and improving their homes, farms, or shops. Large-scale enterprises were virtually impossible to organize privately. Innovation was all risk and no reward, so new inventions were scarce, and were greeted with hostility when they occurred.

			This eventually changed, of course. The Renaissance witnessed the rebirth of Classic architecture, with homes on a grand scale adorning the landscape. The Reformation followed, spawning the merchant class, a group eager for home ownership. And, finally, the Industrial Revolution created a wider distribution of wealth and an explosion of city development and growth.

			Now let’s fast forward to early-twentieth-century America, where private property rights were about to reach their zenith. The Federal government had spent the previous century offering free homesteads to anyone willing to work them, and millions of new immigrants were, for the first time, owners of the beds on which they slept. Yet home ownership—or, more accurately, the financing of home ownership—was primitive by today’s standards. Mortgage interest was deductible, as was all interest, and interest rates were low. But mortgages ran for only 3 to 5 years, often with a balloon payment at the end. Down payments were as high as 60 percent, which presented would-be home owners with the choice of scrimping for years to accumulate a big pile of cash or taking out second and third mortgages at very high rates. Too many, especially in the Roaring Twenties, chose the latter, and when the Great Depression arrived, it sent nearly half the outstanding mortgages into default. So in the 1930s, Washington made home ownership even more of a priority, and in the decades since, the time and legislative creativity our government has devoted to the project has been breathtaking. The sheer number of real estate acts, regulations, loan guarantees, and tax breaks would make a complete accounting incomprehensible, so, with apologies to the economic historians out there for the many omissions, here are a few of the highlights.

			In the depths of the Depression, Congress created the Federal Housing Administration (FHA) to funnel federal dollars to at-risk home owners, with the goal of keeping them in their homes and out of the tent cities then spreading across so many public parks. The FHA offered shell-shocked banks a guarantee that certain mortgages they wrote would be repaid. This eased bankers’ anxieties, lessening the market’s distress in the late 1930s and helping World War II veterans settle into suburban homes in the 1940s and 1950s. Along the way, the FHA helped mortgages evolve into the 30-year self-amortizing wonders we’ve come to know and love. (Today the FHA’s mortgage insurance has become a fixture at the low end of the housing market, while its use of federal dollars to smooth out regional housing recessions has saved thousands of families from eviction.)

			In 1965, Washington kicked it up a notch, folding the FHA into the newly created cabinet-level Department of Housing and Urban Development (HUD), and expanded the effort to put a roof over every citizen’s head. And now HUD, with its $31 billion annual budget, has a finger in just about every part of the housing market. It offers discounts to police officers and teachers willing to move into low-income neighborhoods. It subsidizes the construction and renovation of affordable housing. It runs programs for the disabled homeless, homeless AIDS sufferers, homeless veterans, and just about everyone else in demonstrable need. On the structural side of the market, HUD regulates interstate land sales and sets standards for loan documentation and mortgage issuance. It is automating the mortgage underwriting process by developing statistical tools for assessing borrowers’ creditworthiness, and making the resulting data available online.

			HUD is still administering all those FHA loan guarantees. The list opposite is just a sampling of what’s available. Not surprisingly, all these guarantees have helped HUD become one of the country’s biggest property owners, because at any given time it has a huge portfolio of homes whose owners have defaulted on their HUD-insured mortgage payments. HUD buys the properties from the repossessing banks and puts them on the open market—hence the “HUD homes” that show up in real estate brochures

			While HUD was funneling federal money into its myriad insurance guarantees and grant programs, the government-sponsored enterprises, or GSEs, were working the mortgage market. Federal National Mortgage Association (known as Fannie Mae, or just Fannie) and the Federal Home Loan Mortgage Corporation (Freddie Mac or just Freddie) were created by Congress—Fannie in 1938 and Freddie in 1970)—to buy mortgages from local banks, giving the banks a source of fast cash with which to make new loans. Both still retain a connection to the federal government (though its nature and extent is a subject of some debate), while operating as private-sector firms with stockholders and actively traded shares. HUD regulates the GSEs through the Office of Federal Housing Enterprise Oversight (OFHEO), monitoring their financial soundness and directing them to use their capital for socially useful goals like increasing minority home ownership and encouraging low-cost housing. To say that Fannie and Freddie have thrived under this arrangement—and that home ownership as a result is up—would be understating both counts. But because they play a central role in the premise of this book (see chapter 6, Derivatives, Fannies, and Freddies), suffice it to say that they’ve grown beyond anyone’s expectations. Just to pique your interest, their combined total debt now exceeds a trillion dollars (that’s right, a trillion), and they’re the most important players not only in today’s housing market but possibly in the entire U.S. economy.

			
				HUD MORTGAGE INSURANCE PROGRAMS

				Mortgage Insurance for One- to Four-Family Homes

				Insurance for Adjustable Rate Mortgages

				Single-Family Mortgage Insurance for Disaster Victims

				Single-Family Mortgage Insurance for Outlying Areas

				Mortgage Insurance for Low- and Moderate-Income Buyers

				Graduated Payment Mortgage Insurance

				Growing Equity Mortgage Insurance

				Mortgage Insurance for Members of the Armed Forces

				Mortgage Insurance for Older, Declining Areas

				Rehabilitation Mortgage Insurance

				Energy Efficient Mortgages Program

				Single-Family Cooperative Mortgage Insurance

				Home Equity Conversion Mortgage Program

				Mortgage Insurance for Condominium Units

				Mortgage Insurance for the Construction or Rehabilitation of Condominium Projects

				Manufactured Home Loan Insurance

				Manufactured Home Lot and Combination Loan Insurance

				Property Improvement Loan Insurance

				
					Source: Housing and Urban Development Web site ￭

				

			

			While Washington’s agencies were greasing the housing market’s wheels, they were pressuring banks to lend money to the less well-off. The Community Reinvestment Act of 1977 required banks to use affirmative action in lending to “help meet the credit needs of their entire community, including low-and moderate-income neighborhoods.” Failure to do so incurred the wrath of banking regulators, and banks have generally adapted by shedding their former reluctance to lend to residents of less affluent communities (though there is some controversy about the extent of this change). And a new, aggressive generation of mortgage lenders discovered the “subprime” market and began offering low-down-payment mortgages (much more about this in later chapters), making home ownership available to people who would otherwise be forced to rent.

			Then there’s the tax code, in which housing has a place of honor. Unlike credit card and car loan interest, which no longer garners year-end tax breaks, mortgage interest is still deductible. And capital gains on the sale of a home are tax-exempt in most cases, turning home ownership into sort of a real estate IRA, with a tax break on ownership costs and tax-free withdrawals. The annual savings to home owners from these breaks exceed $90 billion. And it’s not over. In his first budget, President Bush proposed—and in some cases even offered to fund—a long list of new programs designed to make housing more accessible. The American Dream Down Payment Initiative, for instance, provides $200 million each year for down payments on homes for an estimated 40,000 low-income families. Of that, $45 million goes to housing counseling, to teach people how to become home owners, and $65 million supports “sweat equity” programs, where people earn the chance to own homes by renovating them. There’s more—a lot more—but the point is clear: As a society, we really want families to own homes, and we’re willing to do whatever it takes to make it happen.

			Has it worked? Absolutely! When the world’s richest country subsidizes a basic human drive, it tends to get results. So, despite welcoming about a million new immigrants a year, we’ve managed to build more than enough new homes to accommodate everyone with a job and a desire for a place of their own. Drive through the suburbs of Richmond, Virginia; Fort Collins, Colorado; Spokane, Washington, or any other good-size town, and the similarity is apparent: endless subdivisions full of either newly built homes or construction crews working on the next batch. As you’ll see in part 2, by just about every measure, housing is enjoying a golden age. The question is where do we go from here.

		

	
		
			CHAPTER 2

			BOOM AND BUST

			Real estate is everywhere. It’s your home, your office, the mall where you shop, and the countryside through which you drive while getting from one place to another. And as a whole, it’s immensely valuable. The Bureau of Economic Statistics estimates that the private structures in the United States are worth about $18 trillion, a ninefold increase in the past 30 years. In financial terms, that makes real estate a far bigger part of the economy than stocks, bonds, or cash.

			VALUE OF ALL U.S. PRIVATE STRUCTURES

			
				
					[image: ]
					Source: Bureau of Economic Analysis

				

			

			Because buildings and parcels of land are big and expensive, they must be financed. With the possible exemption of farmland, which marches to a different drummer, this makes real estate one of the most cyclical parts of the economy. That is, its value rises when the economy is strong (and people are willing to borrow to buy big things) and falls when it’s weak. With the end of the 1990s boom, you’d expect the price of office buildings, factories, and houses to be way down. And two out of three of them are. The glaring exception is housing. So let’s compare the market for office buildings, which is behaving pretty much as it normally does after a long boom, with housing, which isn’t.

			The Office Market: Weak as It Ought to Be

			Because only about 20 percent of office space is occupied by its owner, and glitzy office towers are fun to build, the office market tends to be a highly volatile business. And just as you’d expect, the boom of the 1990s was a wild ride. By late in the decade, there were so many new companies forming in fast-growing cities that available office space had pretty much disappeared. As the Boston Globe put it in a 2000 article, “The Space Race: Dot-Com and Other Firms Compete for Dwindling Offices”:

			
				The Internet land rush is a landlord’s dream, even as it threatens to become a nightmare for growing firms with dwindling options on where to set up shop…. The emphasis is on choosing the right space and moving in fast. They are in a rush to beat their rivals to market and to establish their brands.

			

			This is the type of situation that drives builders and their bankers into a frenzy, and office construction in the late 1990s surpassed that of even the frenetic 1980s.

			Landlords weren’t completely immune from doubt, though, which makes the latter part of the Globe article such a perfect example of late-cycle thinking:

			
				On the strength of the overall economy, there is not much cause for worry, participants at a seminar held by Spaulding & Slye on the space needs of technology companies were told last week. “We are on the edge of an unprecedented growth period,” said an upbeat (name deleted out of sympathy). He went further, saying the strength of knowledge-based economies like Greater Boston’s will go a long way toward “ridding us of the business cycle.” Even the extreme tightness of the labor market should not derail the expansion, he said in response to a question, predicting the economy would slow in 2001 and 2002 without slipping into recession. As the U.S. economy becomes more capital-intensive, productivity gains are allowing it to stretch its limited labor supply, he argued.

			

			Thus reassured, developers lined up backing and broke ground on new projects as fast as they could. Then the boom went bust, just as mountains of new office space hit the market in 2001 and 2002. Now most of that space is unoccupied. In a nice piece of media bookending, Business Week magazine ran a story in November 2002 titled “The Great Race from Office Space,” which noted that tenants were paying penalties to escape from their leases, giving landlords a onetime windfall while saddling them with empty space that the market didn’t want.

			Equity Office, the nation’s biggest owner of office buildings, reported that tenants returned 1.8 million square feet of floor space in the third quarter of 2002. Escaping tenants included Inktomi, a once high-flying Internet firm that paid $50 million to walk away from a never-occupied building in Silicon Valley, and tech icon Sun Microsystems, which forfeited $85 million when it shed some San Francisco office space. The resultant surge in so-called sublease space, combined with all the new space coming on line, has driven down rents while pushing vacancy rates to their highest levels since the 1990–91 recession. After bottoming out at about 9 percent in 1997, office vacancies nationwide hit 18 percent in 2002. But that’s just the average. Markets as diverse as San Francisco; Columbus, Ohio; Dallas/Fort Worth; and Atlanta ended 2002 with vacancy rates over 20 percent. Rents were down by 60 percent in San Francisco and 30 percent in Boston, and the rate of return on office space investment was down from the 1996 average of 19 percent to less than 3 percent.

			U.S. OFFICE VACANCY RATE
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					Source: Mortgage Bankers Association

				

			

			Now “the office markets appear to be in a state of suspended animation,” said real estate firm Cushman & Wakefield in a 2002 report. New construction is dwindling as builders and banks lick their financial wounds and as landlords struggle to pay their debts. And a recovery is a long way off. In San Francisco, for instance, 1 million square feet of office space was rented in the boom year of 1999. But in 2001, tenants abandoned more than 5 million square feet, leaving about 9 million available from a total stock of 42 million. Even if demand returns to 1999 levels, it will take 5 years just to nudge the vacancy rate below 10 percent. More likely, that space will be taken up at a rate of 500,000 square feet per year, bringing the vacancy rate down by mid-decade to only the high teens—still very bad for landlords and their bankers.

			In most recessions, as you’ll see in part 3, housing acts much like office space. In good times we get a little overexcited and build too many homes. And when things turn down, we stop building and buying, prices fall, and we look elsewhere for excitement for a
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			It Was Different Then, Too: Real Estate Bubbles of the Recent Past

			
			New England: The Short-Lived Miracle
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			Southern California: Golden Age of the Golden State
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			Japan: The Mother of All Real Estate Bubbles
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