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Preface to the Revised Edition

Two financial writers for the New York Times summarized the current situation in housing and in the economy this way:Real estate, which has traditionally brought the economy out of recession, seems increasingly likely this time to hold it back. The housing market’s epic boom early this decade has turned into an epic bust whose effects may take years to shake off.





How we got into this predicament, and whether what is currently being done in Washington is likely to make things better or worse, is the subject of this book.

Usually a revised edition of a book is an occasion for correcting some of the things that were said in the first edition. In this case, however, both the analyses and the inferences in the first edition have since turned out to be painfully accurate, so this new edition will primarily update the economic situation, bringing out new facts that have become available since the first edition last year, and analyzing misguided new policies, promoted by politicians of both parties. Perhaps, instead of a revised edition, this might more aptly be called a “reinforced” edition.

The finger-pointing that almost invariably follows in the wake of any disaster—economic or otherwise—has generated much political rhetoric and spin, much of it repeated in the media and some of it in academia. What is crucial is to separate the facts from the rhetoric, so as to understand what got us where we are. Otherwise, we may needlessly extend or even repeat a national trauma that is hard enough to get through just one time.

How complicated is the problem? The economics of the housing boom and bust are pretty straightforward. The politics of it include a lot of misleading statements, but these can be broken down with the help of facts—and the more facts we look at, the more the rhetoric clears away, like fog evaporating in the sunlight. We may sometimes  become disgusted at what we learn when we look at facts, but at least we are no longer confused by political spin.

The great Supreme Court Justice Oliver Wendell Holmes deplored “phrases that serve as an excuse for not thinking” and said, “think things not words.” This book will look at things, and try to cut through the words that obscure them.

 

 

Thomas Sowell 
Hoover Institution 
Stanford University






Preface to the First Edition

Scary headlines and scarier statistics tell the story of a financial crisis on a scale not seen in decades—certainly not within the lifetime of most Americans. Moreover, this is a worldwide financial crisis. Financial institutions on both sides of the Atlantic have either collapsed or have been saved from collapse by government bailouts, as a result of buying securities based on American housing values that eroded or evaporated.

This financial tsunami has been followed by a political flood of rhetoric, accompanied by finger-pointing in all directions. Who was really responsible? What set this off?

There was no single, dramatic event that set this off, the way the assassination of the Archduke Ferdinand set off the chain of events that led to the First World War or the way the arrest of political operatives committing burglary at the Watergate Hotel led to the resignation of President Richard Nixon. A whole series of very questionable decisions by many people, in many places, over a period of years, built up the pressures that led to a sudden collapse of the housing market and of financial institutions that began to fall like dominoes as a result of investing in securities based on housing prices.

This book is designed to unravel the tangled threads of that story. It also attempts to determine whether what is being done to deal with the problem is more likely to make things better or worse.

 

 

Thomas Sowell 
Hoover Institution 
Stanford University
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Chapter 1

The Economics of the Housing Boom

Staid was the last thing you could call mortgage lending during the housing boom. Frenzied might be a better term; and as the boom became a bubble, out of control  would be even more appropriate.

 

Mark Zandi

 

 

Few markets have had such a skyrocketing rise, followed immediately by an equally steep plummet to new depths, as the housing market has had in the early years of the twenty-first century. From 2000 to 2005, the median sales price of American single-family homes rose by more than 50 percent, from $143,600 to $219,600. In some places, the rise was even sharper. Over those same years, the median home price in New York rose 79 percent, in Los Angeles 110 percent and in San Diego 127 percent. In coastal California, the rise was especially sharp—and so was the later fall.

Who or what caused the housing boom and bust?

There was no single cause of the housing crisis, and there is certainly plenty of blame to go around, especially among Washington politicians of both parties, who have been strenuously looking for villains outside of Washington. During the housing boom there were some voices of sanity that warned against the risky way things were being done, both in Washington and in Wall Street. However, during that boom, warnings were brushed aside with clever phrases or with pious statements about the benefits of increased home ownership.

When trying to get at the causes of any major social phenomenon, we are likely to find that these causes range across a wide spectrum. The causes of the housing boom and bust have been as general as the flaws and shortcomings of human beings and as specific as the effects of Federal Reserve System policy on interest rates or a change in mortgage loan eligibility standards by the Federal National Mortgage Association (“Fannie Mae”) or the Federal Home Loan Mortgage Corporation (“Freddie Mac”). The housing market is greatly affected by interest rates and credit eligibility rules, but there is much more to the story than that.

The record-breaking housing price rises that preceded the record-breaking housing market collapse were not evenly spread across the United States but were heavily concentrated in a relatively few places. Much confusion between local trends and national trends in housing markets contributed to counterproductive government policies. We need to understand what led to both kinds of home price trends during the boom before examining the causes and consequences of the housing bust—and the repercussions that spread, not only across the nation but internationally.




THE CAST OF CHARACTERS 

In order to follow the story of the housing boom and bust more easily, it may be worth pausing to briefly note the main cast of characters in the housing markets. While the individual home buyer may deal solely with a bank that provides the money to buy the house, in exchange for a mortgage to be paid off in monthly installments, behind that bank and over that bank are all sorts of other institutions, whose actions affect or control the housing markets.

Among the government agencies regulating various aspects of banking is the Federal Reserve System, which also has powers to take actions which affect interest rates and the money supply. Given the great importance of the level of interest rates in the home mortgage  markets, the Federal Reserve is a major player in that market, even though that is just one of the markets in which its influence is felt.

The Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac) are two government-created, but privately owned, profit-making enterprises that buy mortgages from banks. By selling these mortgages, banks get money from a 30-year mortgage without having to wait 30 years for monthly payments from home buyers to pay off their debts. With the proceeds from these sales to Fannie Mae or Freddie Mac, or to other financial institutions, the banks then have money to lend again to create more mortgages from which to profit.

More than two-thirds of the mortgages made in 2004, for example, were resold to some other financial institution, including Fannie Mae and Freddie Mac. These two government-sponsored enterprises bought more than one-third of all the mortgages in the nation that were resold by the original lenders. In order to qualify to sell their mortgages to Fannie Mae or Freddie Mac, banks must conform to the rules and standards prescribed by these mortgage market giants, including rules and standards that banks must in turn apply to people who seek loans to buy houses. One of the consequences, however, of reselling mortgages on a large scale is that the initial lender has fewer incentives to be meticulous about the financial qualifications of the people to whom mortgage loans are made.

The U.S. Department of Housing and Urban Development (HUD) is another major institution in the housing market. HUD exercises authority over Fannie Mae and Freddie Mac, and therefore indirectly over banks and home buyers, as well as directly influencing mortgage lending practices.

Other important players—and relatively new players in recent years—are Wall Street firms which buy mortgages, bundle thousands of them together and issue securities based on the value of the anticipated income from monthly mortgage payments. Wall Street firms have sold these bundles to investors across the country and around the world.

These and other organizations affecting the housing market are very different from one another and are responsible to very different constituencies. The Department of Housing and Urban Development (HUD) is a Cabinet-level agency directly responsible to whatever administration is in power in Washington. Although the Federal Reserve System is also a government agency, it is led by a board whose members’ staggered terms in office overlap different administrations, in order to make them independent of any particular administration.

Fannie Mae and Freddie Mac are responsible to their stockholders, as Wall Street firms are. But Fannie Mae and Freddie Mac are also what are called “government-sponsored enterprises”—meaning that they were created by the federal government, which has some continuing involvement in their policies. More important, that government involvement leads other financial institutions to lend to these two hybrid institutions at lower interest rates than they would to completely private enterprises, because of the implicit assumption that, in the event of a crisis, the federal government would not let Fannie Mae and Freddie Mac fail.

Investors also buy securities issued by these two government-sponsored enterprises with the same reliance on a federal guarantee that is nowhere explicit but is widely assumed to exist de facto anyway. Therefore, when Fannie Mae and Freddie Mac take bigger risks in pursuit of bigger profits, the market may continue to buy their securities because the federal treasury seems likely to make up losses that might result from these risks. As the Wall Street Journal put it: “Their profit is privatized but their risk is socialized.”

What all this means is that, with such very different organizations having a major influence on the housing markets, there is no inherent reason to expect them to coordinate their actions, so as to produce some consistent policy in those markets. They each have their own incentives, their own agendas and their own constituencies.

Other organizations of various sorts can also play a role in the housing markets, including in some cases the U.S. Department of  Justice, as we shall see in Chapter 4. But, for now, the organizations just described can be considered the main players.




THE COST OF HOUSING 

Housing is special in a number of ways. It is special to homeowners, for most of whom their house is their largest financial asset and, at the same time, their greatest financial liability. Census data show that home equity—the value of the home, over and above what is owed on the mortgage—is by far the largest single asset in the average household, accounting for 42 percent of the household’s total net worth. Meanwhile, a study by the Federal Reserve System found that mortgage debt was 82 percent of the total debt of homeowners.

Whether people are buying or renting, monthly housing costs are often also the largest single item in their current budgets. In some places with especially high housing prices, such as parts of coastal California, either rent or monthly mortgage payments have taken one-half of the average person’s income. An extreme example is Salinas, California, where the monthly mortgage payment on a median priced house has taken 60 percent of new home buyers’ median income. That of course severely limits what kind of standard of living home buyers can afford with what is left.


Interest Rates 

Housing is also special because a house is something that can seldom be bought and paid for immediately in cash. Because borrowed money is what usually pays for houses, the interest rate on that borrowed money is crucial—and that interest rate varies greatly with circumstances in the economy as a whole, in addition to varying considerably over time and from one borrower to another. While some factors affect housing prices in local areas, other factors operate nationwide. Interest rates are set nationwide by the Federal Reserve  System, through the interest rate it charges to lenders, who in turn lend to the general public, including people buying homes.

The interest rate on a conventional 30-year mortgage was about 8 percent in 1973, 18 percent in 1981 and 6 percent in 2005. At any given time, the interest rate also varies from person to person, depending on the financial condition and credit record of each individual. Those individuals whose credit ratings are below par may be denied loans at the prevailing interest rates, but granted “subprime” loans, which charge higher interest rates to offset the greater risk of lending to people who have lower incomes or a history of credit problems.

In general, not only are people with lower credit scores charged higher interest rates for mortgage loans, people charged higher interest have higher rates of late payments, defaults or foreclosures, suggesting that the market has accurately assessed the risks. All this means that the cost of buying a given house can vary greatly with the times, with the individual and with the various “creative”—and risky—ways of trying to make the monthly mortgage payments affordable, especially in markets with high home prices.

Just a difference of a percentage point or two can significantly change the cost of buying a home. When buying a house by taking out a 30-year mortgage for $400,000, the monthly payment will be less than $2,200 when the interest rate is 5 percent, but more than $2,600 when the interest rate is 7 percent. That is a difference of more than $5,000 a year.

Another way of saying the same thing is that a monthly mortgage payment that would cover the cost of a 30-year mortgage for $400,000 when the interest rate is 7 percent would cover a 30-year mortgage of nearly $500,000 when the interest rate is 5 percent. In short, declining interest rates not only enable more people to be able to afford to buy a house, they enable the same person to buy a more expensive house without a higher monthly mortgage payment. In both cases, lower interest rates increase the demand for housing and thereby drive up home prices.

During the early years of the twenty-first century, the interest rates that the Federal Reserve System charged financial institutions were brought down to extremely low levels. Between the beginning of 2001 and the spring of 2003, the Federal Reserve System brought down its interest rate from 6.5 percent to one percent. Moreover, these rates were not only lower than they had been in decades, they remained at these low rates for years. Competition among financial institutions in turn brought down the interest rates they charged, including interest rates on mortgage loans. Mortgage interest rates fell to their lowest level in decades. Not surprisingly, housing prices rose to record high levels. This helped set the stage for the housing boom.


Down Payments 

One of the biggest hurdles to becoming a homeowner has been the traditional substantial down payment required—often 20 percent of the price of a home. That has been an especially large hurdle where home prices are highest. People who already have a home can often sell that home, even if it is not yet paid for, paying off the mortgage from the sale price and using the money left over—their equity in the house—as a down payment for a new house. That has usually been the primary source of a down payment for California homeowners buying another home, their savings usually being secondary. But, after the housing boom turned to bust, savings became the primary source of down payments in California, as homes no longer sold as fast or for as much money as before.

People who are buying a home for the first time, however, have had to come up with the hard cash, which many found difficult or impossible—again, especially in places with very expensive housing. While first-time home buyers were about half of all home buyers in California in the mid-1990s, that proportion fell to about a third during the housing boom in the early years of the twenty-first century. Down payments from first-time buyers in California were  much less than down payments from repeat buyers—less than $30,000 compared to more than $100,000 for repeat buyers in 2008, for example.

Lenders are, of course, well aware that requiring substantial down payments limits the number of people who can afford mortgage loans—and therefore limits the total amount of business they can do and the profit to be made from making mortgage loans. Obviously, there must be some offsetting advantage to having such a requirement for it to continue, despite its restriction on the number of business transactions to be made. That advantage is reducing the risk of default. A home buyer with a substantial investment in the home from the outset is less likely to someday simply walk away from the mortgage and the house, leaving the lender in the lurch.

In exceptionally expensive housing markets, first-time buyers have had to pay an especially high proportion of their incomes for monthly mortgage payments, since they have often made the minimum down payment possible. First-time buyers have also more often than others resorted to various “creative”—and risky—methods of financing the purchase of a home.




EXPENSIVE HOUSING MARKETS 

Although the financial repercussions of the housing boom and bust have been national and even international in their scope, many of the problems that provided the impetus for these economic disasters were local in origin. The national and even international market for local mortgages has meant that the repercussions of housing crises in various localities can spread far beyond those localities. Moreover, a confusion between the local and the nationwide availability of “affordable housing” has contributed to government policies that led to the boom and bust. To understand all this, we need to start at square one, the scattered localities around the country where housing prices have been some multiple of the national average, and were  rising much faster than the national average, during the housing boom.

California—and especially coastal California—has been the largest of these exceptionally expensive housing markets. It has also been the most expensive and with the fastest rising home prices. At the height of the housing boom in 2005, the top ten areas with the biggest home price increases over the previous five years were all in California. Yet California home prices were once very similar to home prices in the rest of the nation. It was only after the decade of the 1970s that home prices in much of coastal California became far higher than home prices in the country as a whole.

In the San Francisco Bay Area, for example, the median-priced home in 2005 cost more than three times the national average. In the city of San Francisco, the median home sales price that year was $765,000. In March of the same year, home prices in San Mateo County (adjacent to San Francisco) rose at a rate of $2,000 a day and later peaked at just over one million dollars in 2007. This price was paid for homes averaging less than 2,000 square feet.

San Mateo was by no means unique among California communities in having modest-sized houses that were selling for what would be charged for large luxury homes elsewhere. For the state as a whole, including its interior valleys where housing prices were lower, the median sales price of homes peaked at $561,000 in 2006, when the median size of the houses sold was 1,600 square feet. Most Californians were not living in mansions, but many were paying what would be mansion prices, in some other places, for modest middle class homes.

Although the housing boom and bust is a national problem in terms of its repercussions, its origins tended to be concentrated in particular places with unusually high housing prices and unusually volatile changes in those prices. For example, while home prices rose 13 percent nationwide in a single year, from 2004 to 2005, the range was from a 4 percent rise in Michigan to a 35 percent rise in Arizona.  As already noted, California housing prices have long been some multiple of prices in the country as a whole.

What is different about such places?

Certainly the cost of building a house does not vary anywhere nearly as drastically as the prices of houses in different places. Nor does the quality of the houses vary that much between the high-priced states and the lower-priced states. Although San Francisco has some of the highest home prices and apartment rents in the country, the houses are often rather modest and built close together. As for apartments, the San Francisco Chronicle reported a graduate student looking for a place to rent in San Francisco, who was “visiting one exorbitantly priced hovel after another.”

Conceivably, rising incomes or rising populations might explain why some places have higher or faster rising housing prices than others. But, in fact, incomes were rising less in California than in the rest of the country during the decade of the 1970s, when California housing prices became a multiple of the national average. Nor have population increases usually been what has driven home prices up in some places so much faster than the national average. Population increase on the San Francisco peninsula during the 1970s was virtually identical with population increases nationally—11.9 percent versus 11.5 percent, respectively. Housing prices in Palo Alto, California (near Stanford University), nearly quadrupled during the decade of the 1970s, when that community’s population actually declined by 8 percent.

What then does distinguish the places with skyrocketing housing prices from other places?

Studies of housing prices across the country show that what varies drastically from one place to another is the price of the land on which houses are built. Economists at the National Bureau of Economic Research estimated that the cost of a quarter-acre lot added about $140,000 to the price of a house in Chicago, over and above the cost of constructing the house itself. In San Diego, a quarter-acre lot added about $285,000 to the cost of the house itself, in New York  City the same size lot added about $350,000, and in San Francisco nearly $700,000. The extraordinary cost of the land in San Francisco helps explain why modest but very expensive homes in that city are often jammed close together.1

While great variations in the price of land from one place to another help answer some questions, these variations raise other questions. Why are there such great variations in the price of land from one place to another, in the first place? Moreover, why did the price of housing suddenly become radically more expensive in California in the 1970s, when it was not before? Surely the amount of land in California did not change radically during that decade.

In a sense it did. It changed politically.

The decade of the 1970s saw a rapid spread of laws and policies in California severely restricting the use of land.2 Often these laws and policies forbade the building of anything on vast areas of land, in the name of preserving “open space,” “saving farmland,” “protecting the environment,” “historical preservation” and other politically attractive slogans. Moreover, these restrictions were extended to more and more land over the years.

The normal transfer of land from one use to another over time was often stopped by such laws and policies, so that a farmer who quit farming was not allowed to sell the land to someone who might build   houses on the site. Instead, the former farmland could be forced to become “open space” by various restrictions placed on its use. In this and other ways, large and growing amounts of land in many coastal California communities became “open space”—more than half of all the land in San Mateo County, for example. This artificial scarcity of land of course drove up the price of the remaining land in the county, creating the conditions in which modest-sized homes became literally million-dollar homes in that county.

While California was different from most of the rest of the country in the extent and severity of its land use restrictions, it was not unique. The same kinds of land-use restrictions which spread through many coastal California communities during the 1970s spread through various other places around the country, either during that decade or in other years. But, in whatever years building restrictions were tightened in various localities, those were usually the same years in which housing prices skyrocketed.

A study of the dates that marked the takeoff of home prices in various communities across the country found that those times “in which housing markets became unaffordable closely followed the approval of state growth-management laws or restrictive local plans.” An international study of urban areas with “severely unaffordable” housing likewise found that 23 out of 26 such areas around the world had strong “smart-growth” policies. The consequences contrast painfully with the self-congratulatory phrase. As a former governor of the Reserve Bank of New Zealand put it, in another international study of home prices, “the affordability of housing is overwhelmingly a function of just one thing, the extent to which governments place artificial restrictions on the supply of residential land.”

In addition to prohibitions on building, land use restrictions in some places have also taken the form of requiring that each home be built on a lot no smaller than an acre, or several acres, in contrast to the usual middle-class home on a quarter-acre lot. Loudoun County, Virginia, for example, enacted laws in 2001 which restricted the building of homes to one house per 10 acres in some places, 20 acres  in others and 50 acres in still others. Fayette County, Kentucky, has set minimum lot sizes at forty acres.

Minimum lot-size laws ensure that the land costs of building a house will be vastly greater than otherwise, and housing costs correspondingly beyond the reach of most Americans. It is a way of surrounding upscale communities with a wide buffer zone, keeping less affluent people at bay. The resulting high costs of housing do not adversely affect homeowners already living in the upscale community. Most of these existing homeowners either have mortgages negotiated before the land use restrictions were enacted or else own their homes outright. In either case, the values of their homes shoot up after the restrictions, so that they gain financially as well as by keeping out less affluent people and thereby preserving the character of the community as they like it.

Because these were usually local laws and policies restricting building, such restrictions have not been uniform across the country. Instead, there have been extremely expensive enclaves here and there with extremely restrictive land use laws, with most of the rest of the country having much more modest housing prices. A study of housing prices across the nation concluded:Today, a family in an American city without growth-management planning can buy a very nice “middle-manager’s” home, with about 2,200 square feet, four bedrooms, two-and-one-half baths, and a two-car garage, for $150,000 to $200,000. In cities that have had growth-management planning for ten to fifteen years, that same home costs $300,000 to $400,000. In cities that have had it for twenty-five years or more, the same house costs from $500,000 to as much as $1.5 million.





These estimates are consistent with estimates made by the nationwide real estate company Coldwell Banker, comparing the price of the same house in Houston and San Jose. Houston has been a city at the opposite pole from various California cities like San Jose, in terms of laws affecting the use of land. Houston has not even had zoning laws, much less the vast array of other government constraints common in San Jose or other places with severe land use restrictions.  Coldwell Banker has estimated that a house that costs $155,000 in Houston would cost more than a million dollars in San Jose.

Instead of comparing the price of the same house in different places, we can compare what a similar amount of money will buy in different places. For example, on March 1, 2009, a six-bedroom “executive style” house with a four-car garage, located on 5 acres of land, was advertised in the St. Louis Post-Dispatch for $668,999. That same day, a 1,300 square foot, two-bedroom condominium was advertised in the San Francisco Chronicle as “PRICE REDUCED” for $699,000.

We can also compare what happens to housing prices over time in different places. Even rising incomes and growing populations in places without severe land use restrictions have seldom produced housing price increases at all comparable to those in places with severe land use restrictions. While housing prices skyrocketed in California during the 1970s, even though incomes in California were not rising as fast as incomes nationwide, in Houston incomes were rising faster  than the national average and yet Houston continued to have some of the most affordable housing in the nation. Dallas likewise has long had family incomes above the national average and housing prices below the national average.

Open space laws are not the only laws or policies that drive up home prices by restricting the building of houses. Among the arsenal of weapons available to those who want to prevent development are zoning laws, height restrictions, minimum lot size laws, historical preservation laws, building permit limits and farmland preservation laws. In some jurisdictions, planning commissions have arbitrary powers to grant or deny permission to build, which means that they can impose costs by requiring the builder to make whatever modifications they wish, at whatever costs these modifications might require, in addition to the accumulating costs of delay as more and more hearings are scheduled in a building approval process that can go on for years before permission is finally granted to actually begin building—if that permission ever comes.

In some communities, private citizens or groups can make objections to building plans, and the adjudications of such objections take more time, regardless of the merits or lack of merits of the objections. While these costs are initially imposed on the builder, those who buy or rent the housing can end up paying for all these things.

It is not only in the building of single-family homes that the presence or absence of these impediments affects the costs of housing, both directly and by preventing or discouraging housing from being built in the first place. Conversely, when and where there are few impediments to building, even a growing demand for housing can be met without forcing up prices the way they are forced up in more restrictive environments. In Manhattan during the 1950s, for example, tens of thousands of new housing units were built without apartment rents or condominium prices increasing in real terms—that is, money prices adjusted for inflation. But, in later years, after new building restrictions began to be imposed in the 1970s, a later study found “skyrocketing prices” (in real terms) in Manhattan, while the total housing stock there increased by less than 10 percent in a quarter of a century.

It was much the same story in Las Vegas, where the population almost tripled between 1980 and 2000, but the median price of housing did not change in real terms, that is, correcting for inflation. However, since 90 percent of the land in Nevada is owned by the federal government, the supply of land for building depends on the government’s willingness to continue to sell land to be developed. After environmentalist groups raised objections to such sales in the twenty-first century, land use restrictions were followed by rapidly rising housing prices in Las Vegas, as has happened elsewhere under stringent land use constraints.

Much of the impetus for severe land use restrictions comes from individuals and groups who create an impression that they are trying to prevent the last few patches of greenery from being paved over. In reality, less than 10 percent of the land area of the United States has  been developed. Trees alone cover more than six times the area of all the cities and towns in the country put together. But, for political decision-making, impressions can carry more weight than facts. As former Congressman Dick Armey put it: “Demagoguery beats data.”

As housing prices rose from 2000 to 2005, this was widely conceived as a national problem, especially by Washington politicians seeking to create a national program to deal with it. However, the wide disparities in housing prices from community to community—even between coastal California and that state’s inland valleys—show a very different picture. In 2005, the New York Times reported:Despite a widespread sense that real estate has never been more expensive, families in the vast majority of the country can still buy a house for a smaller share of their income than they could have a generation ago.

A sharp fall in mortgage rates since the early 1980’s, a decline in mortgage fees and a rise in incomes have more than made up for rising house prices in almost every place outside of New York, Washington, Miami and along the coast in California.





There were places like San Diego and San Francisco, where more than 90 percent of the homes were selling for at least 140 percent of the cost of constructing them, and other places like Houston where only 27 percent of the homes were priced that far above construction costs. In other words, most of the country was not suffering from skyrocketing housing prices, which were largely confined to particular communities in which there were severe limitations on the building of housing. During the housing boom, home prices in the 10 most expensive metropolitan areas were more than twice as high as the national average.

In these high-price enclaves, people buying a home for the first time—and therefore not having the equity in an existing home to use as a down payment—“often must spend more than half of their income on mortgage payments” in places like New York and Los Angeles, the New York Times reported. But the percentage of median family income required to buy a house in Tampa was 21 percent and  in Dallas 13 percent. Dallas, like Houston, has relatively few building restrictions.

A fundamental misconception of the housing market existed both during the housing boom and after the bust. That misconception was that the free market failed to produce affordable housing, and that government intervention was therefore necessary, in order to enable ordinary people to find a place to live that was within their means. Yet the hard evidence points in the opposite direction: It has been precisely where there was massive government intervention, in the form of severe building restrictions, that housing prices skyrocketed. Where the market was more or less left alone—places like Houston and Dallas, for example—housing prices took a smaller share of family income than in the past.

In short, the problem of a lack of “affordable housing,” as conceived by many in the media and in politics, bore little resemblance to the situation in the real world. It was not a national problem but a severe problem in particular places. Washington politicians who set out to solve a problem that they misconceived contributed instead to the housing boom and bust, as will become clear in the following chapters.




“CREATIVE” FINANCING 

At extremely high prices for even modest homes in places like coastal California, home buyers were especially prone to resort to risky ways of financing their purchases, in order to be able to buy a home at all. Regarded as “creative” or “innovative” ways of coping with high housing prices, these methods of financing the purchase of homes spread, especially to other areas with very high housing prices.

Among the new “creative” ways of financing a home purchase have been low-down-payment and no-down-payment mortgages, as well as mortgages on which only the interest is paid at first. Another variation widely used has been an adjustable rate mortgage. Unlike  conventional 30-year mortgages with a fixed interest rate, adjustable rate mortgages have had interest rates that varied with the interest rate in the economy at large. While such mortgages existed before the mortgage boom of the early twenty-first century, they became especially prevalent among subprime mortgages during the housing boom. Ninety percent of subprime mortgage loans made by 2006 were adjustable rate mortgages. That same year, the average subprime borrower made only a 5 percent down payment on a home.

Some lenders made mortgage loans to borrowers with no down payment at all, and sometimes on the basis of income information that was not verified. By 2006, more than half of all subprime mortgage loans were what were called “stated income” loans in polite circles and “liar loans” in less polite circles. Moreover, subprime borrowers were making commitments to pay more than 40 percent of their incomes for the mortgages. Such risky loans were made less risky when the mortgage could be sold to Fannie Mae, Freddie Mac or some other financial institution.

Since Fannie Mae and Freddie Mac had quotas set for them by the Department of Housing and Urban Development to buy mortgages that lenders had made with borrowers in what was called “the underserved population”—people whose financial situation or credit history made them less likely to get conventional mortgages—these government-sponsored enterprises could accept these mortgages, earning the higher rates of return that such riskier investments paid, secure in the knowledge that the federal government was almost certain to rescue them in the event of serious trouble.

Among the variations on interest-only loans, a common one has been making monthly mortgage payments covering only the interest for the first two years of a 30-year mortgage, followed by larger monthly payments over the next 28 years to pay off the loan itself. Interest-only mortgages were typically mortgages with interest rates that would also vary over time, according to what interest rates were in the economy at large. In other words, the monthly mortgage  payments could go up, even during the first two years when only the interest on the loan was being paid, if interest rates in the economy as a whole went up during those years.

Adjustable-rate mortgages—known as ARMs—had a number of variations. One of the more adventurous versions of the ARMs was one in which the home buyer had the option to pay less than the amount of the interest in some months during the interest-only period. While convenient for dealing with temporary financial problems, these option ARMs meant that paying less than the interest in some months meant that the unpaid interest was added to the principal, so that the home buyer who used that option could end up owing more than the original amount of the mortgage.

These various kinds of adjustable-rate mortgages, taken out when interest rates were unusually low, brought monthly mortgage payments down below what they would be in a conventional 30-year fixed-rate mortgage, thus enabling more people to stretch their incomes to cover the price of buying homes that they might otherwise be unable to afford. Put differently, these temporary arrangements concealed the fact that some people were buying homes that they would not be able to afford in the long run.

Long-run costs were also concealed by what were called “teaser” interest rates. These were interest rates charged during the early months of a new mortgage that were below even the unusually low interest rates being charged on mortgages in general during the housing boom. For example, if the prevailing interest rate on conventional mortgages was 6 percent, a so-called “teaser” rate of 4 percent might be charged for the first few months on a new mortgage, in order to attract people seeking to buy a home that was something of a stretch for someone with their income. The unusually low initial monthly mortgage payments, made possible by the temporary “teaser” rate, would then be followed by higher monthly mortgage payments when the prevailing interest rate replaced the teaser rate—followed still later by another increase in monthly mortgage payments when time came to begin repaying the principal on the mortgage loan.

During the height of the housing boom in 2005 and 2006, an estimated 15 percent of adjustable-rate mortgages that were issued had initial interest rates below two percent. In short, within a matter of months, the mortgage payments under such “creative” arrangements could rise well above their initial level under low introductory “teaser” interest rates, followed by another rise if market interest rates rose, and followed by yet another rise when time came to begin repaying the principal—all of this happening within the span of just two years. How many of those who signed up for such loans understood all this is a serious question.

ARMs were especially attractive methods of “creative financing” in places where housing was especially expensive. Thus, while housing prices were rising in the early years of the twenty-first century, initial monthly mortgage payments were falling during those same years, as a result of what the Wall Street Journal called “the onslaught of creative mortgage products—from interest-only loans to adjustable-rate mortgages carrying starter rates as low as 1%—that have allowed buyers to keep initial payments down even as home prices have soared.”

The traditional fixed-rate 30-year mortgages, which were once a majority of all mortgages, were no longer a majority during the housing boom, as ARMs and other “creative” ways of financing the purchase of a home grew rapidly to cope with soaring housing prices. Such innovative mortgages quickly went from being rare to becoming common, especially in places with very high housing costs.

In 2002, less than 10 percent of new mortgages in the United States were interest-only mortgages, but that rose to 31 percent in 2005, as home prices rose. In a number of California cities, as well as in Denver, Washington, Phoenix and Seattle, interest-only loans were 40 percent of all mortgage loans made in 2005. In the San Francisco Bay Area, interest-only loans rose from being 11 percent of all new mortgages in 2002 to becoming 66 percent of all new mortgages in 2005, the height of the housing boom, in an area with some of the most expensive real estate in the country.

Such arrangements were especially attractive to people who expected their incomes to increase over time. By the time the higher monthly payments would become due, in order to begin paying off the principal, the borrowers’ rising incomes would enable them to afford those higher payments—if all worked out according to plan. Another possibility was to refinance at the end of the two-year, interest-only period. In a rising housing market, the increased value of the house could make this an attractive option for both the borrower and the lender. Moreover, this process could be repeated again by taking out a new mortgage with interest-only payments for the first two years. But this repeated postponement of the day of reckoning depended on housing prices continuing to rise, so that lenders would continue to be willing to keep on refinancing the same house because of its rising value.

There was yet another reason for borrowers to take on risky “creative” financial arrangements during a housing boom. With housing prices rising substantially from year to year, home buyers could begin acquiring equity in their homes, even before time came for them to start paying off the principal on their mortgage loans.

For example, imagine someone buying a home in one of the places with booming housing prices, by taking out a no-down payment loan as a $600,000 mortgage, in which only the interest is paid during the first two years. Even if the home buyer turns out to be unable to make the larger monthly mortgage payments when these higher payments are scheduled to begin after the initial two years of interest-only payments are over, the increased value of the house in a rising housing market could enable the buyer to leave with considerable money, even if it was impossible for the buyer to continue living in the home after the monthly payments rose to an unaffordable level. If the house that initially cost $600,000 increased in value to $800,000 in the meantime, then the home buyer could sell the house for $800,000, paying off the $600,000 mortgage in order to do so, and walk away with $200,000 in cash.

Such scenarios became common during the housing boom, especially in the high-price enclaves, where home prices were skyrocketing. The only thing unrealistic about this example is that a $600,000 home would have to be a very modest home—if not a “fixer-upper”—in some coastal California communities during the housing boom. In other words, the gains to be made in such places were likely to be even greater than in this example.

This was just one of the ways in which the rising value of houses could be turned into ready cash during the housing boom. Home equity loans also became common during the boom, whether the home was owned outright or the buyer was still making mortgage payments. For homes bought and paid for before the housing boom, the amount of money that could be borrowed, based on the house’s rising value during the boom, could easily exceed the total amount paid for the house. For example, a Chicago man bought a 100-year-old house for $90,000 in 1992 and, during the housing boom, took out a $200,000 home equity loan on that house, which was now worth about $700,000.

In more expensive housing markets and over longer periods of time, the situation could get even more extreme. In Oakland, California, a couple bought a two-bedroom bungalow back in 1954 for $11,500. It was refinanced several times over the years by their children and, in the end, was lost to foreclosure with the family owing more than $450,000 for the money they had borrowed on that home.

Income tax rules also made borrowing against a home’s equity attractive. Because mortgage interest payments can be deducted for income tax purposes, the interest paid on home equity loans could also be deducted, although interest on credit card debt or other debt was not deductible. Therefore it often paid anyone with any other kind of debt to pay off that debt with a home equity loan, whose interest would be deductible for income tax purposes. More and more people began to do this during the housing boom. In 2003, home equity loans totaled $593 billion. Such loans soared during the housing boom, nearly doubling to $1.13 trillion in 2007.

A special variation on the home equity loan was what was called “cash-out refinancing.” Someone owing $300,000 on a mortgage with a fixed interest rate of 8 percent could take out a new loan to replace the old loan when the interest rate fell to 6 percent. But instead of taking out another $300,000 mortgage loan at 6 percent, the homeowner could take out a $400,000 loan at 6 percent, paying off the existing mortgage loan from the proceeds of the new loan and keeping $100,000 in cash. In an era of rising home prices, lenders were often quite willing to lend more money on a house that now had a higher market value. For the borrower, refinancing at a lower interest rate could mean that the monthly mortgage payment would not increase, even with a larger mortgage. These kinds of home-equity loans increased more than ten-fold during the housing boom, rising from $26 billion in 2000 to $318 billion in 2006.

As of 2006, 86 percent of all home mortgage refinances were “cash-out” refinances. In a period of five years, according to The Economist magazine, “American households extracted $2.3 trillion of equity from their homes.”

Many home equity loans for the elderly did not require any repayment at all by the borrower, but simply transferred part of the equity to the lender, who could turn that equity into cash after the death of the borrower. These “reverse mortgages,” as they were called, also increased greatly during the housing boom. There were fewer than 8,000 reverse mortgages in 2001 but the number soared to more than 40,000 in 2005.

Given all the ways of tapping the equity in a home to take out hard cash, it should not be surprising that the average equity in a home, which was 86 percent of its value back in 1945, was just 55 percent of its value in 2003.

There were many incentives to buy houses in a rising market, including buying for the purpose of re-selling at a higher price, even if the buyer never intended to live in the house, or bought several houses on credit at the same time, speculating on future appreciation. Such speculations in turn contributed to the rising demand for  housing, with a resulting continuation of home price increases. Low initial “teaser” interest rates, and the resulting low initial monthly mortgage payments, made speculation profitable in a rising housing market. By buying a house, or multiple houses, with low initial monthly mortgage payments and then selling them later for a higher price before higher mortgage payments became due, many speculators could carry on very profitable speculations in very expensive houses with relatively little hard cash of their own.

Often speculators bought homes that needed fixing up or sprucing up and then quickly sold them—a process called “flipping.” As Money magazine described the process:In hot spots like Las Vegas and Florida, real estate flippers have discovered that a modest down payment and a little patience can net them tens (even hundreds) of thousands of dollars in profits, sometimes tax-free. The most aggressive of them figure that some combo of paint, new flooring and kitchen upgrades can turn the dumpy house they bought for $300,000 in February into a $400,000 property they can unload in July. And in the most sizzling markets, they’re absolutely right.




Fast turnarounds were not uncommon, as Forbes magazine reported:“It was disgusting,” says Alan Washer. Grime coated the walls of the 1,600-square-foot, four-bedroom home; the musty air reeked of a cat colony that had played havoc with the wood floors. But one man’s wreck is another guy’s riches. Washer bought the house, in the leafy Chicago suburb of Oak Park, for $225,000 in July, spending an additional $5,000 to haul away heaps of rubbish left inside. Fixed up, he figured, it was worth $430,000. But two weeks after he closed on the place—and before he could refinish the floors or replace a rotting soffit or the old roof—Washer got a call from someone offering $315,000. He took it.




With housing speculation, however, comes risk. If home prices merely level off, that can create serious problems for speculative home buyers—especially those owing money on multiple homes bought with mortgages whose monthly payments are scheduled to increase. If rising home prices merely leveled off, that would tend to cut off the escape route of refinancing in order to avoid having to begin repaying  the principal on the mortgage. A mere leveling off of home prices would mean that lenders were no longer willing to refinance as they did when prices were rising. If home prices actually fell, that would create even more serious problems for both home buyers in general and the financial institutions that had lent to them.

Many people who were not professional speculators were nevertheless, in effect, speculating not only on home prices but also on their own incomes rising fast enough to be able to begin making larger monthly mortgage payments after the initial interest-only payments period had passed. Adjustable-rate mortgages meant that buyers were also speculating on how long interest rates would stay at historic lows and how fast they would rise afterwards.

One of the inherent problems of speculation—whether in housing or elsewhere—is that the resulting prices during a boom may bear no relationship to anything other than what people believe or hope. And once those beliefs or hopes change, for whatever reason, the prices can plummet.




KNOWLEDGE AND DECISIONS 

In any aspect of life, regardless of how much or how little knowledge we have, we must make decisions. The housing market is no exception. Sometimes we can draw upon our own experience or depend on the knowledge of other people but, in some cases, no one is really very knowledgeable when new and untried things are involved, such as the exotic new financial arrangements growing out of the “creative” financing of home purchases that became increasingly common during the housing boom.

Because both low interest rates and lowered mortgage eligibility standards enabled many low-income people, sometimes less educated people, to buy houses who could not have done so in earlier years, some of the least knowledgeable and least experienced home buyers were now financing their purchases with some of the newest and most  complicated mortgages. There are indications that many of these less sophisticated home buyers may not have fully understood how much their monthly payments could rise under adjustable rate mortgages with initially very low interest rates and sometimes an initial period of perhaps two years when they were paying only interest on their mortgage loan.

For those buying houses for speculation, in order to sell them before the initial “teaser” rates rose, this could be a rational—and very profitable—arrangement. In California, for example, the median time that a home remained on the Multiple Listing Service before being sold was less than two weeks in 2004 and just over two weeks in 2005. During those two years, at least half of all homes on sale had multiple offers from prospective buyers. It was not uncommon in some California communities for the initial asking price to be bid up further, rather than compromised downward.

In this frenzied and booming market, “teaser” rate mortgages were a boon for speculators who could buy a house, perhaps fix it up or spruce it up, and sell it again very soon. Nationwide, a survey by the National Association of Realtors found that, during the housing boom, homes were bought as investments, rather than to live in, by 28 percent of home buyers in 2005 and by 22 percent of home buyers in 2006.

But for people buying a home to live in, low “teaser” rates could be a trap, if not understood. One study found that subprime borrowers “are disproportionately minority and lower income, older, less well educated, less financially sophisticated” people. However, getting in over their heads in complex adjustable-rate loans with initially low “teaser” rates may be more of a symptom, rather than a cause, of an unstable situation that could end in default and foreclosure. A study of adjustable-rate, subprime home mortgage foreclosures found the great majority were foreclosed even before the interest rate rose.

At the other end of the knowledge scale, sophisticated financial firms like Moody’s and Standard & Poor’s, whose ratings of the  relative risks of different kinds of investments were depended upon by Wall Street firms and investors around the world, had only a very limited amount of hard data available to use when making ratings of stocks and bonds that were based on new and exotic mortgages. As one financial expert put it, “Wall Street produced a blizzard of increasingly complex new securities,” based on mortgages that these Wall Street firms had purchased. But neither the creators nor the purchasers of securities based on bundles of mortgages knew the incomes, credit ratings or relevant facts about the home buyers whose mortgages they were handling. Neither did the securities-rating firms on whom investors were relying. As the New York Times reported:Moody’s did not have access to the individual loan files, much less did it communicate with the borrowers or try to verify the information they provided in their loan applications. “We aren’t loan officers,” Claire Robinson, a 20-year veteran who is in charge of asset-backed finance for Moody’s, told me. “Our expertise is as statisticians on an aggregate basis.”





Such statistical approaches worked on other kinds of financial securities, including conventional mortgages. But many of these new mortgages were subprime mortgages, with “creative” financial arrangements, for which there was no long statistical track record. There were data on conventional mortgages, going back for generations, including periods of inflation or deflation, war and peace, and other changing conditions. But many of the new kinds of mortgages had become a major part of the housing market within very recent years. As one former official at Moody’s put it, using the same statistical methods that had proved successful in evaluating conventional mortgages when evaluating these new “creative” mortgages was “like observing 100 years of weather in Antarctica to forecast the weather in Hawaii.”

Nevertheless, the long-established, worldwide reputation of financial rating firms like Moody’s and Standard & Poor’s caused many investors to rely heavily on the good ratings they gave to many of the new financial securities. Investors around the world were later  caught short when some of these securities turned out to be far less reliable than their ratings would have indicated.

Another element in the housing markets were lenders who knew how to take advantage of less knowledgeable homeowners, some of whom already owned their homes outright. Unscrupulous lenders would lend, not with the goal of being repaid but with the prospect of being able to foreclose on the property of homeowners who had signed agreements they did not understand. These were called “predatory lenders.” Sometimes such racketeers did repairs or remodeling on credit, at inflated prices, and with contracts that only the uninformed or unwary were likely to sign.

Such shady operators are basically a problem for the criminal justice system. Yet the concept of “predatory lenders” has become widely applied loosely to all kinds of other situations and institutions whose only common denominator is that critics don’t like them or don’t understand them. The Federal Reserve System, which collects vast amounts of data on many aspects of lending, has no definition of “predatory lending.” Many in politics have acted as if predatory lenders are what caused the housing crisis—a view especially common among those who themselves had a major role in bringing on the crisis.

All these things added to the growing riskiness of housing market finances.

When it comes to the home mortgage boom and bust, who was to blame? The borrowers? The lenders? The government? The financial markets?

The answer is yes. All were responsible and many were irresponsible.

Economics cannot explain such things. For that, we must turn to the politics of housing.
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