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PREFACE
Some of today’s hot residential real estate markets are beginning  to cool down a bit. As predicted in my first edition, for the  nation as a whole, the boom is winding down to a healthy real  estate expansion. There will continue to be great opportunities to build  wealth in real estate for the remainder of this decade. Some in the  media and elsewhere claim there is a housing bubble, and that it will  eventually burst, similar to the stock market bubble debacle in 2000.  As I demonstrate throughout this book, their reasoning is flawed, a  point I have driven home time and again on major business television  networks like CNBC and CNN in recent years. Nonetheless, each year  the naysayers come back sounding further alarms. Fortunately, given  the reaction from the marketplace, few are paying attention.
I am not suggesting that real estate prices will post double-digit  growth as they have in so many of our nation’s local housing markets  the past several years. That is not a healthy market situation in the  long run. Demand for homes needs to come more into balance with  the supply of homes. The frenzied local real estate markets with 20 to  30 percent price appreciation over a couple of years’ time, and with  multiple bids on a house that result in a sale price significantly higher  than the price for which the house is listed, is neither sustainable nor   desirable. One should not equate the word “boom” with this kind of  frenzied market environment. Simply stated, a real estate boom is a  healthy real estate expansion. And for a variety of compelling reasons I  outline in this book, this healthy expansion has endured for about thirteen years and promises to continue for the remainder of this decade.  Do not think that a slowing in price appreciation (from double digits)  signals the demise of the real estate expansion. The fact is that residential home sales could even have a down year without indicating an end  to the expansion. You can’t post a record-setting performance year in  and year out. From 10,000 feet in the air, a one-year dip is just a blip in  the long-term expansion path. Stick with real estate investing for the  remainder of this decade and into the next, and you will experience  substantial and satisfying wealth gains.
The contents of this book are based on my twenty-plus years as  a real estate/banking economist. You’ll find simple and easy-to-use  information on how to successfully purchase, invest in, and maintain  real estate. For those of you who want to actively monitor local real  estate markets across the nation, I urge you to visit my new Web site:  
www.intelligentrealestate.com. This site will assist real estate investors  in identifying value in local real estate markets while building substantial wealth in the process.
Perhaps the most important message of this book is that real estate  doesn’t even need a boom to roar. Even when property sales and price  appreciation settle back to more normal levels of activity, property  returns still offer benefits that more traditional investment vehicles  such as stocks and bonds cannot. I’m talking about the leveraging  power of your real estate investments as well as the tax and other government benefits bestowed upon property. Such benefits give real  estate a “competitive edge” over stocks and bonds and other investment rivals as long-term investments, even in a slower real estate market. In a boom, such benefits are even more powerful.
In my view, there has never been a better time to make real estate a  bigger part of your long-term financial future.

CHAPTER 1
THE OPPORTUNITY OF  A GENERATION
The recent U.S. real estate boom has made money for an incredible number of households in America. In fact, in 2001 and  2002, many economists (including me) claimed that real estate  was the only sector propping up the economy and keeping it from a full-blown free fall. Even as stock prices tumbled and businesses faltered, the  real estate market continued to soar, with home prices rising steadily in  most areas of the country. For most home owners, their house is far and  away their biggest investment. This great rise in real estate values meant  that home owners saw their household wealth increase substantially.  Moreover, the savviest real estate investors have discovered how to profit  from the boom in ways other than just owning their own home—  through home improvements or renovations, buying rental properties,  vacation houses, Real Estate Investment Trusts (REITs), and more. The  performance of real estate as a financial asset has been astounding.
What you may not know is that opportunities still abound in U.S. real  estate markets. And those opportunities will continue to exist throughout this decade and into the next. What we are seeing today is a phenomenon that takes place only once every other generation: a long-term  expansion of the real estate market. And that is why you need to take  advantage of this once-every-other-generation opportunity now.
Those of you who are home owners are already participating in the  real estate boom to an extent. During the first four years of this  decade (2000–2004), home owners and investors in residential real  estate collectively enjoyed a $4.6 trillion increase in the value of their  properties! That means, on average, each home owner experienced a  $42,700 gain on their home in just a four-year period. And, of course,  some home owners saw an even greater increase—as much as 70 to  150 percent of the value of their house. In some high-priced areas  such as Anaheim, California, households earned more than $200,000  over this period. That is a lot of wealth.
But not everyone benefited from this rise in value. Too many households do not own any real estate property. And of those who do, most  do not realize the many ways they can leverage their investment and  increase their stake in the real estate boom. Most home owners view  their home as a place to live and have an emotional attachment (justifiably) to their homes. It is often difficult for these individuals and  families to make sound, objective financial decisions about their  homes. To them, home is a security blanket, a safe haven from an outside world plagued with crime and terrorism. From a financial perspective, they view their home as a large, tangible, appreciating asset,  one that most expect to eventually sell and use the proceeds to purchase another home or to add to their retirement nest egg.
But there is so much more you can do to profit from real estate during a boom period. It does, however, require changing old habits.  Home owners need to learn to separate their emotions from economics. What do I mean by that? Most home owners make home improvements that satisfy them emotionally but do not increase the value of  their house (i.e., the pink carpet in a daughter’s bedroom, or the wet  bar in the basement). Modernizing a kitchen or installing central and  energy-efficient air-conditioning, on the other hand, can be effective  investments that yield a substantial increase in the long-term value of  your home.
In most cases, real estate is the largest financial purchase a household  ever makes. It needs to be treated as an investment similar to stocks  and bonds. Property ownership should be integrated into the goals and   objectives of one’s long-term financial planning. And the returns from  property ownership need to be thought of as a primary component of a  household’s investment and retirement portfolios. Real estate can  improve your ability to take care of your financial health. Think of real  estate as a dynamic asset, generating monthly and/or annual returns.  Home owners need to factor in these returns as they review the performance of their investment and retirement portfolios.
I will argue that over the next decade, some funds currently earmarked for stock and bond investments should instead be earmarked  for real estate: home renovations/additions, second homes, rental  properties, real estate investment trusts (or REITs), and real estate  mutual funds. In the current boom, the benefits of real estate investing  vis-à-vis stocks, bonds, and other income-generating assets should be  obvious. First, the stock market (as of this writing) experienced a 10-percent negative return as measured by the S&P 500 Index over the  past four years. Because real estate investments are usually far more  leveraged than stock/bond investments (you pay a down payment,  usually a small percentage of the full price), they generate much  higher returns on average per dollar invested. Real estate also creates  wealth more quickly through the combination of amortization schedules, tax deductions, rental income, and price appreciation, as I will  show in the chapters that follow.
Why do I believe that the real estate boom will continue into the  next decade? While many real estate watchers like to attribute the  boom to low mortgage rates, that is only part of the story. And even if  mortgage rates notch up a percentage point or two, they will still  remain historically low. What are the other factors at work? First, technological advances such as automated underwriting and Internet-driven  home listings have reduced home ownership costs and simplified   the process with which houses are bought and sold. Most important, a  continued high level of demand for homes by baby boomers, their children, and new immigrants buying their first homes helps to ensure that  the boom will continue into the next decade. There is no real estate  “price bubble.” The long-term fundamentals for housing remain excellent into the foreseeable future.
I believe that in years to come historians will see the beginning of  the twenty-first century as the “golden age” of real estate. And I want  to persuade you to take advantage of this historic opportunity. In the  first part of this book, I will paint a clear picture of today’s real estate  boom and explain why the boom will continue well into the next  decade. In the second part of the book, I will show how you can profit  from real estate with or without a boom. I spell out the financial benefits of owning real estate and offer specific strategies for investing  available funds into real estate opportunities. In the final part of the  book, I present the tools, information, and analysis you need to become  a savvy real estate investor, and show how you can integrate your real  estate investments into your overall investment strategies and financial  planning goals and objectives.

CHAPTER 2
WHY THE REAL ESTATE BOOM  HAS WINGS
I believe the real estate boom or expansion will continue into the  next decade, generating trillions of dollars of additional household wealth. Usually in the forecasting business, the best we can  hope for is to be fortunately right or intelligently wrong. Most of us  are usually intelligently wrong. No one can predict the future with any  regularity and accuracy. But I have a great deal of data and market  observations to support my case.
The Japanese have a proverb: “He who can see three days ahead  will be rich for 3,000 years.” That is why I feel compelled to tell the  story of a sleeping industry that awoke in the early 1990s and has been  spreading its wealth ever since. It is the story of the Great Real Estate  Boom of the twenty-first century.
A Boom Was Born
In the early 1990s, the real estate markets were just recovering from  the housing contraction of 1990–91. Home sales were sluggish. Home  price appreciation was relatively weak. Mortgage rates were hovering  above 10 percent—double-digit territory. Mortgage origination volume (i.e., the dollar amount of mortgage loans) averaged a relatively  modest $500 to $600 billion per year.
People purchased homes to live in—pursuing the American dream  of home ownership. Homes were viewed as large assets that were not  easily transferable but provided shelter, security, and a roof over one’s  head. Purchasing a home leads to pride of ownership, which in turn  generates social benefits such as reducing crime and improving the  quality of life in communities across America.
Real estate was rarely mentioned in the same sentence as investments such as stocks and bonds. Earning a competitive return and  building meaningful wealth was just an afterthought for most households purchasing real estate. Only the wealthy—the real estate  moguls—made serious money in the real estate markets. But even they  had incurred large losses in the early 1990s, as a consequence of the  1986 Tax Reform Act, which literally crippled the commercial real  estate marketplace and sent commercial real estate values plummeting.
But something happened in late 1991 that changed the face of the  real estate markets forever. Mortgage rates began to drop. Some households called their lenders to “refinance” their mortgage loans to the  lower rates. The idea was to take advantage of the lower interest rates  and lower their monthly mortgage payments. If you were paying 10  percent interest on a $100,000, 30-year mortgage loan, your monthly  payment was about $877 per month. If you could refinance the mortgage loan at 8 percent, the monthly payment would drop to $733 per  month, saving you $144 per month or $1,728 per year. Lenders were  very receptive to the increased refinancing volume, since they earned  fee income for providing the “refi” opportunity in a low-interest-rate  environment. By early 1992, the real estate markets were experiencing  a major refinancing boom.
Falling interest rates also made homes more affordable, increasing  home buying across the nation. Existing home sales grew a robust 10  percent in 1992 and 9 percent in 1993. Mortgage origination volume,  consisting of both refinancing mortgage loans and purchasing mortgage loans (taking out a mortgage to purchase real estate), totaled   $800 billion in 1992 and reached the astounding $1 trillion origination mark in 1993.
But the events behind 1992 and 1993 were not solely the result of  people refinancing and purchasing homes in record numbers. The other  part of the story was that the mortgage lending companies, settlement  service providers (e.g., title insurance companies), and real estate agents  were able to process the record refinancing and home purchase volume  without significant delays and bottlenecks. Somehow the real estate  markets had evolved under the radar screen to service double and  triple the volume of just one to two years prior. Moreover, the costs of  purchasing and/or refinancing a home dropped precipitously, permitting the housing markets to expand in unprecedented proportions.
As they say, the rest is history. Some ten years later (2003), the real  estate market found itself in uncharted, record-breaking territory.  Mortgage originations, which began at a modest $560 billion in 1991,  totaled almost $4 trillion in 2003! Similarly, existing home sales grew  from a modest 3.1 million homes sold in 1991 to over 6 million homes  sold in 2003, a 100 percent increase in the number of existing homes  sold in the nation in just over a decade’s time. Our nation’s largest sector of the economy doubled in size in just over a decade. Imagine the  manufacturing sector doubling in size, or the automobile industry producing 32 million vehicles rather than the 16 million vehicles it produces today. It was an astounding accomplishment.
How did this real estate boom happen? How did it get started? There  were six major developments influencing the real estate markets during  the past decade that jump-started the boom: 
Mortgage rates dropped to generational lows.
Housing finance innovations lowered home ownership costs.
Home listings were centralized on the Internet.
Minority home ownership became a government priority.
Demographic influences (e.g., the maturing of the baby boom  generation) strengthened housing demand.
Real estate became a safe haven for household wealth.

Mortgage Rates Dropped to Generational Lows
For a typical household, monthly mortgage payments represent by far the  greatest cost of purchasing a home. Everyone wants to buy that “bigger”  or more appealing house when shopping for a home, but eventually  everyone must decide what the maximum monthly mortgage payment  they can handle is, and then focus their search on houses selling at prices  they can afford. However, this past decade, America experienced, and  continues to experience, a prolonged period of single-digit mortgage rates  for the first time in more than four decades. We have to go all the way  back to the 1950s and 1960s to identify such a golden age for the financing of real estate property. Compare that with households purchasing real  estate in the 1970s and 1980s; they faced rising mortgage rates throughout the 1970s, and double-digit mortgage rates throughout the 1980s.
Double-digit interest rates are now a distant memory. The last time  the U.S. real estate markets experienced a double-digit 30-year mortgage rate over the course of a year was in 1990, posting a 10.13 percent  average for the year. With only a few minor exceptions, mortgage rates  have tumbled ever since, dropping down to a 5.82 percent average in  2003. It doesn’t take a rocket scientist to make the connection between  falling mortgage rates and increased home buying. Low rates make  homes more affordable for everyone—first-time home buyers and current home owners looking to trade up or purchase a second home.
Lower mortgage rates also allow home buyers to get more “bang”  from their buck, enabling them to purchase higher-priced homes without raising their monthly mortgage payments. In 2000, 30-year mortgage rates were hovering around 8 percent. A typical home buyer  purchasing a $250,000 home with a 20 percent down payment would  pay $1,467 per month on a $200,000, 30-year mortgage loan. In 2004,  with mortgage rates hovering around 5.5 percent, the same home  buyer could now purchase a $323,000 home at the same monthly  mortgage payment by taking out a $258,000, 5.5 percent mortgage  loan. With the lower mortgage rate, home buyers can get almost  30 percent more house (i.e., $323,000 versus $250,000)!
During the past two years (2003 and 2004), mortgage rates averaged   around 5.85 percent, the lowest level in more than forty-five years.  There is also a psychological lift when mortgage rates approach generational lows. They are noticed by all: consumers, the media, home owners, and housing analysts. It’s like a snowball rolling downhill, becoming  larger as it gathers more snow. As mortgage rates tumbled downhill  during this past decade, more and more households were encouraged  to refinance or purchase with each 1 percentage point additional drop.
[image: image]
Housing Finance Innovations Lowered Home Ownership Costs  Most home buyers need to borrow a great deal of money from a mortgage lender or bank to purchase real estate. Applying for, qualifying  for, and eventually closing on a mortgage loan can be an intimidating  and costly process, sometimes inhibiting households from purchasing  a home. But innovations swept the housing finance markets during the  1990s, reducing costs and simplifying the processes of loan application, loan underwriting, loan approval, and loan closing.
Mortgage lending companies, with assistance from the large secondary mortgage market players—Fannie Mae and Freddie Mac—  computerized almost every aspect of the lending business, from loan  application to underwriting to generating the paperwork required for  a closing. Fannie Mae and Freddie Mac simplified the loan approval/  underwriting process by creating automated, computerized underwriting systems that enabled loan officers to input a home buyer’s  credit history into their laptop computers and receive credit approval  in a matter of minutes rather than days or weeks, as was the case in the  past. The cycle time from application to closing was shortened considerably, reducing the labor costs as well as paper costs for companies  serving customers. Industry consolidation among the large mortgage  companies also reduced the costs of mortgage originations and servicing through economies of scale—that is, productivity levels improved.
The real estate financing process became simple, quick, and relatively inexpensive, enabling people from all walks of life to participate  in the home buying process. Fannie Mae and Freddie Mac also opened  up new funding sources for the mortgage markets by tapping the  global capital markets via debt issuance. Their ability to raise funds   both domestically and globally helped expand access to credit among  households while exerting downward pressure on U.S. mortgage rates.
As a result of the new funding sources and innovations in housing  finance, a long and varied menu of mortgage products was created.  Home buyers seeking ways to finance their home had lots of choices:  30-, 20-, and 15-year fixed-rate loans, 1- and 3-year adjustable-rate  loans, balloon loans, FHA loans, VA loans, conventional (Fannie, Freddie) loans, low-down-payment loans, jumbo loans, and subprime loans  (offered to households with blemished credit histories).
Greater choice of mortgage product made it infinitely easier for  households to purchase homes in the 1990s. Households purchasing a  home for the long term locked into a long-term fixed-rate mortgage  product, while households purchasing homes for the shorter term  (expecting to sell their house and buy another in five to seven years)  took advantage of the lower-rate adjustable mortgage loan. Households with little savings for a down payment but a steady income  could take out a low-down-payment loan, and so on.
Home Listing Advertisements Were Centralized on the Internet  Perhaps the greatest technological advancement was the displaying of  home listings by the multiple listing services on the Internet. A multiple listing service, MLS, is an organization that gathers real estate brokerage company home listings for a local area. In the mid-1990s,  Homestore began to operate and manage what is now called the  
REALTOR.com site, which became the centralized source for most  brokers to advertise their listings nationwide. A potential home buyer  visiting this site would have access to virtually every home for sale in  the United States (over 2.2 million listings as of this writing).

REALTOR.com, as well as other smaller listing Web sites, empowered  home buyers across the nation, giving them a wealth of home search  information. Potential buyers could begin their home search without  leaving their homes—during a wintry blizzard day or late at night when  their children were asleep. This was a huge information coup for consumers. Home buyers were able to gather as much information as they  wanted about homes—prices, house characteristics (e.g., the number of   bedrooms and bathrooms), school district, and so on, with a click of a  mouse. Real estate on the Internet reduced search costs substantially,  while making the buying and selling of real estate simpler and faster.

Minority Home Ownership Became a Government Priority
As healthy and as vibrant as the U.S. housing markets were in the  1990s, there continued to be a wide gap in home ownership rates  between minority groups and non-Hispanic whites. Overall, the home  ownership rate for the nation is roughly 69 percent. However, the  home ownership rate for non-Hispanic whites is about 75 percent,  while the home ownership rates for African Americans and Hispanic  Americans are 48.4 and 48.7 percent, respectively.
To bridge the home ownership gaps, the government launched a series  of initiatives to expand home ownership opportunities for minority  groups, substantially increasing the number of minority households purchasing homes in the 1990s and into the twenty-first century. With the  government setting the tone, most housing organizations—Fannie Mae,  Freddie Mac, the Mortgage Bankers Association, the National Association  of Realtors®, large and small lenders, large and small real estate brokerage  companies—participated in home ownership opportunity programs.
Capital became far more readily available in low-income and minority communities. Home ownership counseling programs, housing fairs  for minorities, and brochures on how to purchase a home or how to  qualify for a mortgage loan were made available. President Bush  announced in June 2002 that he wanted to boost the number of minority home owners by at least 5.5 million by the end of the decade.

Demographic Influences Strengthened Housing Demand
Fueling the home buying fever were healthy increases in the overall  population and household formation. Demand was particularly high  among baby boomers and immigrants.
Population Growth
Population growth directly influences the demand for housing—the  more people living in the United States, the greater the demand for   homes. So high population growth rates are good for housing, while  low population growth rates are bad. Of course, people don’t purchase homes until they become adults. So we need to look at population growth within age groups to explain this past decade of housing  activity. For example, the population over age fifty-nine, dubbed the  “traditionalists,” is about 75 million. It has one of the highest home  ownership rates, approaching 80 percent (versus 69 percent for the  nation as a whole). Over the past fifty years, the number of people  who fall into this basket of older Americans has continually expanded  due to improved health care and prolonged life expectancy.
Next, from 1946 to 1964 there was a tremendous increase in births  in the United States—the so-called baby boom generation. It is not  coincidence that the baby boomers entered their peak earning years in  the 1990s and home sales exploded. There are about 82 million  boomers, fueling the purchasing of larger homes and second homes.
After 1964, there was a leveling out in birth rates, creating what  economists sometimes call the baby bust period (1965 to 1976). This  population group, sometimes called Generation X, because it is a relatively small population group (about 46 million), has not made a significant contribution to the high-growth home buying market. But  immigration growth surged during the 1980s and 1990s, filling the  population void left by Generation Xers. Immigration totaled 7.3 million in the 1980s and 9.3 million in the 1990s, compared to only 4.4  million immigrants in the 1970s. Most arriving immigrants to the  United States fall between the ages of sixteen and thirty-five years,  matching the age range of the Generation Xers.
Finally, the children of the boomers, dubbed the “echo generation,”  born in 1977 and after, entered the home buying marketplace in the  late 1990s as first-time buyers. This population group (76 million) is  almost as large as the boomer group and promises to spur the housing  markets for years to come.
Household Formation
Actual home purchases are determined by what we call household  formation. A married couple is considered one household. If they   divorce and live separately, they create two households out of one. This  is important because social trends such as marriage rates, divorce rates,  and the age that children leave home determine the number of households, which in turn determines the level of demand for home buying.
The 1990s delivered us the greatest economic expansion in the history of the nation. And a favorable economic climate provides more  opportunities for people to become their own head of household and  purchase a home.

Real Estate Became a Safe Haven for Funds
September 11, 2001, changed the world for all Americans. We have a  new set of priorities and a new set of challenges. People are more  frightened about possible terrorist attacks. In this uncertain environment, families justifiably are seeking a safe haven for their funds. During the twentieth century, gold served as that safe haven. As we begin  the twenty-first century, it appears that real estate may be serving that  “safe haven” need, because it is tangible—something you can touch  and feel secure in. The values of stocks and bonds are subject to the  sways of the terrorist pendulum. Investors are uncomfortable with  uncertainty. Should another 9/11 type of terrorist attack take place in  the United States—and I fervently hope it never does—I believe we’d  see that even more funds would flow from the equity and bond markets into harder assets such as gold and real estate.

Just What Is a Real Estate Boom?
A real estate boom or expansion doesn’t necessarily mean that home  sales post record numbers every year. For example, existing home sales  recorded an all-time record in 2004, 6.5 million homes sold (estimate).  I project that number to drop to 6.3 million homes sold in 2005. Does  that mean real estate is in decline? Absolutely not. The 2005 number  will be the second-best year ever for existing home sales.
Let’s take a look at some major measures of housing activity since  the last housing contraction in 1990–91 to paint a clearer picture of  today’s real estate expansion.
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Highlights of the 1992–2004 Real Estate Expansion/Boom
The tables on this page and the next paint a clear picture of the ups  and downs of the housing markets during a contraction and an expansion. The last contraction in the housing markets occurred in the  1989–1991 period. Both existing and new home sales and housing  starts fell in 1989, 1990, and 1991, while housing starts were also down  in 1988. The fact that housing starts fell a year prior to home sales is  not unusual, since builders cut back production in anticipation of a fall-off in home purchases. Notice that existing-home sales make up about 80 percent of total home sales, while new home sales comprise the  remaining 20 percent. The number of existing home sales is also a more  stable measure of housing activity, since the ups and downs of existing  home sales are a great deal smaller than both new home sales and housing starts. Double-digit swings in growth rates (positive or negative) are  common for new home sales and housing starts, while existing home  sales experienced double-digit growth only in 1998.
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What is particularly revealing in the housing data is the fact that the  real estate boom has not exhibited steady, high positive growth rates  every year. Existing home sales posted negative growth in 1995 and   2000. Similarly, new home sales posted negative growth in 1994 and  1999, and housing starts turned negative in 1995 and 2000. Despite  these temporary setbacks, from a longer-term perspective, the housing  markets never strayed from their expansion path. That is just the nature  of this housing beast—the trend line is up in a real estate expansion,  although there are fluctuations around the trend from time to time.
Notice in the housing data that home prices never fell. Even in  the 1989–90 contraction, when there was an oversupply of homes  (i.e., 9 months’ supply), prices never retreated. At the worst of times,  home prices flattened to a 0.2 percent appreciation rate. By the end of  the period, 2004, the supply of homes (as measured by the months’  supply) tightened to roughly half—4.5 months’ supply. Based on historical data, it would be difficult to concoct a scenario in which home  prices retreat under such lean housing supply conditions.

Recent Unsustainable Pace
In recent years, the real estate boom has been on an unsustainable  pace. Real home price gains have averaged 5.4 percent during the  2002–2004 period, compared to a historical average of 1.5 percent  during the past 35 years. Similarly, existing home sales growth averaged 7 percent during the past 3 years compared to a 4.6 percent historical average. These numbers will eventually come back to earth as  the boom softens but continues in a more healthy manner.

Why the Boom Will Continue
During the past decade, real estate has come to be seen as a relatively  safe, wealth-building asset. The so-called real estate boom has leaped  over many economic obstacles and is still moving steadily ahead. It  absorbed a soft landing (very sluggish growth) in the economy in  1994, an international finance crisis in 1998, a recession in 2001, and  significant job losses in 2002 and 2003. For most of the real estate  expansion, home prices rose and sales were strong.
Looking forward, expect more of the same—this real estate boom  has got wings. Don’t be fooled by any temporary pullback from the   record-setting housing numbers of 2004. I predict no major contraction in the housing markets in the foreseeable future. In other words,  there is no national real estate bubble. Even if mortgage rates rise, the  long-term national expansion will continue.
Why do I say that? Because the market fundamentals I discussed earlier  that gave birth to the real estate boom of the 1990s will still be in play for  the remainder of this decade and into the next. Although there are no  sure bets, a compelling case can be made that this boom will continue for  another five to ten years. Nor am I alone in my predictions. Last year, the  chief economists of the five leading real estate organizations in the nation  (yes, I was one of them)—Fannie Mae, Freddie Mac, National Association  of Homebuilders, National Association of Realtors®, and America’s Community Bankers Association—provided ten-year housing projections that  clearly forecasted continued healthy expansion in the housing markets for  the next decade. The study projected that existing home sales throughout  the 2005 to 2014 period would average 5.93 million sales per year, a 17  percent gain over the 5.06 million annual average from 1995 to 2004. The  study also projected that annual home price appreciation would hover in  the healthy 5 to 6 percent range during the next ten years.
The reasons for projecting a continued real estate boom are plentiful:
Today’s economic expansion is expected to create healthy job and  income gains over the remainder of this decade, boosting home  buying activity.
Mortgage rates are expected to hover in the 5.5–8.5 percent range  for the remainder of this decade because of low inflationary pressures, providing relatively low-cost financing for home buying.
Home price appreciation will continue at a healthy pace due to a  lean inventory of homes across the nation.
New projections based on the 2000 Census suggest stronger  household growth than anticipated, raising estimates for future  home sales.
The baby boomer population will continue to age into their peak  earning and retirement years throughout the next decade, creating an even greater demand for first and second houses.
The high growth of immigrants over the past twenty years will  start to pay dividends as they purchase homes in record numbers  during the next ten years.
The baby boomers’ children—the echo generation—will be entering home buying age in dramatic fashion, significantly boosting  first-time home buying.
The large retiree (seniors) population will live longer due to  advances in health care. Combined with the boomer population,  they will create an even greater demand for retirement homes and  second (vacation) homes.
Led by a number of government- and industry-sponsored housing opportunity (affordability) programs, minority home ownership rates are expected to rise significantly during the next  decade.
Home ownership costs (e.g., loan underwriting, approval, and  closing activities) are expected to continue to fall during the next  decade, making it possible for thousands of renters to afford to  buy a home.
For the foreseeable future, Americans will continue to live in a  terrorist-sensitive environment. Concerns about future terrorist  attacks and the economic repercussions from any such attack  likely make many investors favor the safe haven of tangible,  income-generating assets such as real estate property over stocks,  bonds, and other more economically volatile income-generating  assets.
Let me elaborate on these trends.

Prospects for Economic Growth Are Expected to Remain Favorable
The U.S. economy is projected to grow at a healthy pace into the next  decade. Given that the economy just experienced a recession in 2001,  it is likely that the expansion will continue for some time. A growing  economy means job and income gains and rising consumer confidence,  providing consumers with the financial wherewithal and confidence  to purchase homes.

Single-Digit Mortgage Rates Expected to Continue
I believe the U.S. economy will remain in a low, single-digit interest rate  environment for the remainder of this decade. Again, inflationary pressures  remain low, and there is little indication of any serious future inflation. The  only potential time bomb for the interest rate outlook is the nation’s  swelling budget deficit. If the federal government does not address the  deficit problem in the near future, interest rate pressures will surely rise.
As the current economic expansion continues to gain strength,  mortgage rates could rise a bit, but according to most forecasters, mortgage rates should hover in the range of 7 to 8.5 percent at most, providing historically low-cost financing for home buying. If the expansion  slows or stalls, mortgage rates could drop back to the 5.5 to 6 percent  range, as they did in the fall of 2004. Expect mortgage rates to hover in  the 5.5 to 8.5 percent rate range for the remaining years of this decade.
In addition, the housing industry is less interest-sensitive to rising  mortgage rates than in the past. During the past decade, adjustable-rate mortgages, or ARMs, have become very popular. Historically,  adjustable-rate mortgages are roughly 2 percentage points below 30-year, fixed-rate mortgages. Looking forward, if mortgage rates were to  move up considerably, there would be a significant number of households moving to ARMs to “blunt” the negative impact of a rate rise.

Lean Housing Supply Bodes Well for Home Prices
Today’s real estate market boasts the leanest inventory of homes in  recent memory. Nationally, tight housing supply has been associated  with very strong home price appreciation. The inventory of homes, as  measured by the months’ supply, has hovered in the 4.3 to 5.0 months  range for the past two years, tight by historical standards (5.5 to 6.0  months’ supply is considered normal). A 4.5 months’ supply means  that at the current sales pace, the inventory of homes would be  exhausted in 4.5 months’ time. In the fourth quarter of 2003, there  were nineteen major metropolitan areas in which the months’ supply  was less than 4. It is not mere coincidence that most of these metro  areas also experienced double-digit price appreciation.
Housing construction is behind rather than ahead of housing  demand, helping to exacerbate the tight supply of homes in the market. There are simply not enough homes to meet demand over the  next 10 years. I have estimated that demand from new households  will fall within the 16 to 20 million range, while the supply of homes  will fall short of demand, projected to be in the 15 to 18 million range  during the 2005–2014 period. And government-imposed growth  restrictions in many areas across the nation have inhibited housing  construction. The fact is, homebuilders got caught with their financial  pants down in the last housing contraction (1989/90) and have been a  bit more conservative this time around. The months’ supply of inventory in 1989/90 was about 9 to 9.5 months, double the months’ supply today. Because inventories are very lean, even with a serious drop  in home buying, upward pressures on home prices are expected to  persist. Tight housing inventories is one of the most significant fundamentals at play in today’s marketplace. It gives me a high level of comfort in predicting that home price appreciation will continue at a  healthy pace into the foreseeable future.

Strong Demographic Influences Are Expected to   Push Home Buying to Higher Levels
The long-term prospects for real estate depend to a very large degree  on the underlying demographics of the nation. New projections based  on the 2000 Census suggest stronger household growth than anticipated. A greater number of households means greater demand for  housing. In addition, the baby boomer population will continue to age  into their peak earning and retirement years throughout the next  decade, creating an even greater demand for houses. Immigration is  expected to continue at the strong pace set in the 1980s and 1990s,  which also bodes well for future housing demand. The boomer children—the echo generation—will be entering home buying age in dramatic fashion, significantly boosting first-time home buying. And  finally, both the traditionalist (retirees) population and the boomer  population will combine to create an even greater demand for retirement homes, trade-up homes, and second homes.
Household Growth Has Been Revised Upward
The Census Bureau’s newly revised population counts imply that  household growth over the coming decade will be as much as 1.5 to  2.0 million more than previously anticipated!
Baby Boomers Will Be a Stronger Buying Force Than Ever
The baby boomers were the primary “home buying” force behind  the 1991–2004 real estate boom, and they promise to be an even  stronger force for the remainder of this decade and the next. Born  between 1946 and 1964, boomers were between 28 and 58 years old  during the 1992 to 2004 period. A significant number of boomers  entered their peak earning years—45 to 54 years old—recently, creating a greater demand for home buying. For the remainder of this  decade and into the next, boomers will be between ages 41 and 68,  possessing greater income and wealth potential, and creating an even  greater demand for home buying.
This 41- to 68-year-old generation will be by far the most active  home buyers in the nation from 2005 to 2014. Home ownership rates  are positively correlated with age; as households grow older, their  home ownership rates rise, as seen in the table below.
Immigrants’ Propensity to Purchase Homes Is Expected to Rise 
Immigration is expected to continue at the strong pace set in the  1980s and 1990s, boding well for future housing demand. Immigration has been and will continue to be an important driver of home  sales. Immigrants have accounted for more than one-third of household growth since the 1990s. More significant, a large number of  immigrants of the 1980s and ’90s probably have children who will be  approaching home buying age in the next ten years. While immigrants  have lower home ownership rates than do native-born Americans of  comparable races, ethnicities, and ages, the immigrant home ownership rate is expected to rise throughout the next decade thanks to  greater emphasis on home ownership counseling
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Existing and New Homes, Housing Starts

HOME SALES ACTIVITY

Bising % New % Housing %
Home Sales Change  Home Sales Change Starts  Change
1988 3510000 22 4000 08 1488000 87
1989 339000 46 653000 31 1360200 71
1990 326000 37 533000 184 1208000 129
1991 3167000 18 509000 -44 1009000 162
1992 3473000 97 614000 205 120000 191
1993 3778000 88 4000 99 1292000 75
1994 3926000 39 67000 -l 1446000 120
195 3882000 -1 610000 03 136100 59
1996 Lm0 77 756000 129 1469000 79
1997 4390000 50 806000 67 1415000 04
1998 4963000 131 89000 103 16200 99
1999 5193000 46 900 12 167000 16
2000 5158000 07 880000 02 1573000 45
2001 5090000 26 07000 31 16000 18
2002 5593000 57 o700 17 L0 69
2003 6098000 90 106700 113 1868000 80
2004° 6540000 72 L7000 76 199400 46

Soutce: Nationl Assaioion of Rshos?, .. Census Bureau

“Al do in 2004 oe esimales.
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HOME PRICE APPRECIATION AND SUPPLY
Existing Homes

Home Price  Months’ Mortgage 30-year

Appreciation  Supply  Originations (S billions)  Mortgage Rates (%)
1988 12 86 [0 1034
1989 02 84 M 103
1990 27 89 58 1013
1991 54 90 562 925
1992 30 82 893 840
1993 30 64 1019 3
1994 0 54 76 836
1995 27 57 639 796
19% 52 61 785 781
1997 51 60 833 7.60
1998 54 55 1656 694
1999 39 48 1379 8
2000 2 45 13 806
201 58 4 43 697
200 75 a7 83 654
203 76 47 3800 58
2004 70 45 270 59

‘Sousce: Mortgoge Bankers Asscotion; Freddie Moc; U . Censs Bureaw, Notional ssaioion of Reabors®
“Bll dot in 2004 are estimotes.
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THIRTY-YEAR MORTGAGE RATES

Yoar 30-Year Rate
1972 73%
1973 809
1974 919
1975 904
1976 88
971 884
1978 985
1979 1y
1980 1377
1981 166
1982 1608
1983 1323
1984 1387
1985 14
198 018
1987 1020
1988 1034
159 032
1990 013
1991 923
1992 840
1993 3
1994 83
1995 796
1996 781
1997 760
1998 694
1999 74
20 806
20 697
0 654
208 1]
2004° 590
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