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ouse prices in the United States increased dramatically
Hduring the pre-2007 housing boom. Many economists

and policymakers argued that a bubble did not exist
and that numerous fundamental factors — job and income
growth, low mortgage rates, demographics and restricted sup-
ply — were behind the price increases, making a substantial
nationwide decline in house prices improbable.

But overly optimistic expectations about future price
growth, along with government policies, led to a re-
laxation in lending standards. This resulted in a hous-
ing bubble. In regions where housing prices registered the
highest increases, past price performance had a significant
influence on subsequent loan approval rates. When price
expectations did not materialize, the bubble burst, set-
ting off a chain of events that led to a global financial and
economic crisis comparable only to the Great Depression
of the 1930s.

Like stock prices, house prices have boom and bust cycles
because market participants tend to expect higher future
returns when prices are high relative to fundamentals. “Irra-
tional exuberance” comes into play when buyers and sellers in
the midst of a bubble expect high future returns because they
extrapolate recent price behavior into the future. This is fueled
further by buyers’ perception that housing investment entails
little risk of price declines.

About Housing Bubbles

Bubbles have occurred throughout history in many countries
and various asset markets. In the case of real estate markets, the
widespread use of the term “housing bubble” is relatively new.
It wasn’t until 2000 that the term “housing bubble” appeared in
the media as speculation mounted of a bubble forming.

Bubbles can be defined as market participants’ expectations
of high future prices that are not aligned with economic



fundamentals but are instead based on recent trends of high-
growth performance. This requires that market participants be
able to finance their inordinate asset purchases.

The concept of a bubble is based on the public’s: (1) expecta-
tions that prices will continue to increase; (2) theories about
the risk of falling prices; and (3) worries about being priced out
of the future housing market if they don’t buy today. During a
housing price bubble, homebuyers’ ideas about affordability are
distorted; a home once considered too expensive is now seen as
an acceptable purchase. Furthermore, they perceive little risk
in purchasing a home because they consider a fall in housing
prices unlikely.

Bubble Trouble

So why wasn’t the housing
bubble identified and subse-
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The investment motive for purchasing a home is said to play
an important role in housing bubbles. Popular misconceptions
about housing investment include:

¢ bubbles cannot form in single-family residential real
estate;
single-family residential real estate is an investment that
cannot lose money;
single-family residential real estate is a candidate for the
“best investment” that can be made;
high-priced housing (such as a beach house) typically has
higher price rate increases than other properties perceived
as less valuable;
when housing is
in short supply,
home prices become
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Despite the difficulties in determining the existence of
bubbles, economic fundamentals can help detect them. This
is especially true in the housing market, where the underlying
fundamentals of supply and demand can be used.

Housing as Investment Asset
arket participants’ widespread inclina-
tion to view housing as an investment

Masset is a defining characteristic of a

housing bubble. Speculation in housing invest-
ment is a factor in the creation of bubbles and
also contributes to their instability as the invest-
ment motive weakens. When the attractiveness

Note: Estimated by the Real Estate Center at Texas A&M University.
Sources: Federal Housing Finance Agency and FRED St. Louis Fed

determined by sup-

ply and demand. On
the demand side are
factors such as demographics, income growth, employment
growth, changes in financing mechanisms or interest rates, and
changes in tastes and preferences based on locational character-
istics, such as accessibility, schools or crime. For example, a

Figure 2. FHFA Phoenix and Las Vegas House Price Index

(Year-Over-Year Percent)

of housing as an investment deteriorates due to a

fear of price declines, the bubble can burst.
Even after the Great Recession, homeowners

continue to perceive housing as a stable invest-

ment relative to the stock market given that
declines in nominal house prices are rare com-
pared with stock prices (Figure 1). This important
difference between housing markets and stock
markets, as well as most asset markets, is based
on the fact that home prices are “sticky down-
ward.” That is, when excess supply occurs, prices

do not immediately fall, allowing the market to
find a new equilibrium and clear. Rather, sellers
have “reserve” prices that they are not willing to
go below.
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Table 1. Home Prices, 1992 to 2013

1992-2013 1992-2002 2003-13 2002-06 2010-13
q-0-q % y-0-y% qo0-q% Yy-0y% qoq% Yy-o0Yy% ¢q-0-q% y-o0-y% ¢g-o0-q% Yy-0y%
United States 0.8 3.2 1.1 4.4 0.4 1.9 1.9 8.2 0.2 -0.1
Arizona 0.9 4.0 1.3 5.0 0.6 3.0 3.4 14.8 0.8 0.9
Phoenix-Mesa-Scottsdale 1.0 4.5 1.3 5.4 0.7 3.6 3.5 15.6 1.4 3.9
Nevada 0.5 2.2 0.9 3.4 0.0 1.0 3.4 15.5 0.6 -0.7
Las Vegas-Henderson-Paradise 0.4 1.9 0.8 3.0 0.0 0.8 3.5 16.1 0.9 -0.1
Texas 0.9 3.4 1.0 3.9 0.7 2.9 1.1 4.1 0.7 2.1
Austin-Round Rock 1.3 5.2 1.6 6.6 1.0 3.8 1.0 3.5 1.0 3.1
Dallas-Plano-Irving 0.8 3.0 1.0 3.8 0.6 2.1 0.7 3.0 0.6 2.1
Fort Worth-Arlington 0.7 2.7 0.9 3.5 0.5 1.8 0.8 3.1 0.4 1.3
Houston-The Woodlands-Sugar Land 1.0 4.0 1.0 4.1 1.0 3.9 1.1 4.5 1.2 4.2
San Antonio-New Braunfels 1.0 3.8 0.9 3.7 1.0 3.9 1.5 6.0 1.0 2.4

Notes: Estimated average percent changes. g-o-q % = quarter-over-quarter percent change and y-o-y % = year-over-year quarterly percent change. 2Q 2013.
Sources: Real Estate Center at Texas A&M University and Federal Housing Finance Agency

Table 2. Population, 1992 to 2012
household's income could in- 19922012  2002-12 2002-06 2010-12
crease, allowing it to purchase

a home; a large proportion of

y-0-y % y-0-y % y-0-y % y-0-y %

the population could be forming Ur,"ted States 1.0 09 0.9 08
new households; or mortgage Arizona 26 2.0 2.7 I
! Phoenix-Mesa-Scottsdale 3.0 2.3 3.1 1.4

rates could have fallen.
S lv side f includ Nevada 3.7 2.4 3.8 0.9
Upply ,Sl ¢ factors include Las Vegas-Henderson-Paradise 4.4 2.9 2.9 1.0
construction costs (lumber, Texas 19 18 18 17
drywall, labor), interest rates, Austin-Round Rock 3.6 3.0 2.9 2.5
housing stock age, building Dallas-Fort Worth 2.4 2.1 23 13
technology and land availabil- Houston-The Woodlands-Sugar Land 2.2 2.2 2.5 1.7
lty Elasticity Of Supply is a key San Antonio-New Braunfels 2.1 2.3 2.1 2.5

factor in the Cyclical behavior of Note: Estimated average y-o-y % = year-over-year percent change.
Sources: U.S. Census Bureau and Bureau of Economic Analysis

home prices.

If the supply of homes is elas- Table 3. Employment, 1992 to 2013
tic, any small change in hous-
ing prices can be matched by 1992-2013  2003-13 2002-06 2010-13
an increase in supply. Indeed, if y-0y % y-0y % I y-0-y %
demand for housing puts upward ~ United States 1.0 0.4 0.6 0.9
pressure on home prices, the Arizona 2.5 1.0 3.1 0.7
quantity of new homes built can Phoenix-Mesa-Scottsdale 2.7 1.1 3.4 1.0
be increased to satisfy demand. ek : 22 L 240 0.3
In the process, the pressure on Las Vegas-Henderson-Paradise 3.8 1.4 4.8 0.3
home prices t(,) continue to rise Texas 2.0 16 I 20
is el p d Austin-Round Rock 3.5 2.4 1.4 2.9
1s eliminated. Dallas-Plano-lrving 2.1 1.2 0.4 2.0
When home price increases Fort Worth-Arlington 2.1 1.5 1.1 2.3
are not based on changes in the Houston-The Woodlands-Sugar Land 2.0 1.8 1.4 2.4
economic fundamentals that San Antonio-New Braunfels 2.3 1.5 1.5 1.6

determine underlyjng Supp]y and  Notes: Estimated average percent changes. y-o-y % = year-over-year monthly percent change. Total nonfarm employment. August
. . 2013.

Flemand, a bubble exists, lnc.reas- Source: Bureau of Labor Statistics

ing the possibility that housing

prices could suddenly collapse as

Table 4. GDP Per Capita, 2001 to 2012

market participants realize their 2002-12 2002-06 2010-12
home price expectations will not be met. y-0-y % y-0-y % y-0-y %
A rapid increase in prices doesn’t neces- United States 0.7 1.6 1.4
sarily imply a bubble. It is, however, a good Arizona -0.1 2.4 0.3
indicator that price increases may not be Phoenix-Mesa-Scottsdale 0.0 2.4 0.4
based on economic fundamentals, espe- Nevada 0.2 2.2 0.0
cially if price increases for that region do Las Vegas-Henderson-Paradise -0.4 2.5 -0.6
not reflect overall historical price trends. Texas -1.0 0.8 2.5
This was evident in Phoenix and Las Vegas Austin-Round Rock 1.6 2.6 2.9
where home prices from 2002 to 2006 grew Dallas-Fort Worth 0.7 1.2 2.1

. . . . . Houston-The Woodlands-Sugar Land 0.4 -0.5 2.1
at extraordinarily high rates versus historical San Antonio-New Braunfels 0.5 0.7 23

prlc'e increases f.Ol’ those reglpns (.F1gure 2). Notes: Estimated average percent changes. y-0-y % = year-over-year percent change.
During that period, home prices in the Source: Bureau of Economic Analysis



.-/.
Figure 3. Home-Price-to-Median-Household-Income Ratio
for United States, Phoenix and Las Vegas
(Annual)
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Note: Estimated by the Real Estate Center at Texas A&M University.
Sources: National Realtors Association and U.S. Department of Housing and
Urban Development

United States also registered a higher rate of growth than pre-
viously observed (Table 1).

0, how did economic fundamentals behave? Can they
S explain the rapid price increases? Both Phoenix and Las

Vegas registered faster growth in population, employ-
ment and income growth on average than the nation and the
cities’ respective average historical trends (Tables 2, 3, 4). By
contrast, the United States did not outperform its past 20-year-
average historical trend in population and employment
growth. Only GDP per capita registered a relatively higher
average growth rate during that period. The ratio of home price
to median income for both Phoenix and Las Vegas increased
sharply during that period, as it did for the United States to a
lesser degree (Figure 3).

This also held true for the ratio of home price to annual

rents for both Phoenix and Las Vegas, which registered acute
increases from 2002 to 2006. These data were a possible
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Figure 4. Home-Prices-to-Rents Ratios
for Phoenix and Las Vegas
(Annual)
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Note: Estimated by the Real Estate Center at Texas A&M University.
Sources: National Realtors Association and the U.S. Department of Housing and
Urban Development

warning that price increases were not based on economic
fundamentals related to median household income and annual
rents, an important signal that a housing bubble had formed.
In contrast to Arizona and Nevada, the Texas housing
market did not register such rapid home price increases during
the housing boom cycle. Prices here were more in line with
past price behavior for the region (Table 1). The relationship
between home prices and economic fundamentals in Texas and
its major MSAs shows that population and employment grew

Figure 5.
Texas Home-Prices-to-Median-Household-Income Ratios
(Annual)
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Note: Estimated by the Real Estate Center at Texas A&M University.
Sources: Real Estate Center at Texas A&M University and U.S. Department of
Housing and Urban Development
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faster in Texas and the majority of its MSAs than in the United
States but was below the state’s average historical trend (Tables
2, 3, 4). However, GDP per capita for Texas and its major MSAs
grew at a lower average rate compared with the nation. Hous-
ton’s GDP per capita decreased. Austin’s GDP per capita grew
faster during the period and was higher than its ten-year average
from 2002 to 2012. Ratios between home prices and median in-
come and annual rents recorded small increases between 2006
and 2007 and, although they are higher, they still correspond to
the behavior observed in previous years (Figures 5, 6).

Figure 6. Texas Home-Prices-to-Rents Ratios
(Annual)
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Sources: Real Estate Center at Texas A&M University and U.S. Department of
Housing and Urban Development
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Unfortunately, asset price bubbles and crashes in stocks
and housing are here to stay, as human nature plays an impor-
tant role in the shaping of speculative bubbles. The events of
the recent housing bust demonstrate the enormous economic
and financial costs associated with asset price bubbles and
crashes.

Supply and demand determinants change over time, so there
is no safe way of knowing what asset prices should be. Still,
when analyzing long-run trends in asset prices, especially the
housing market, their relationship to economic fundamentals
can offer insight into possible bubble formation. Currently,
Texas home prices are based on strong fundamentals, but when
expectations start to exceed real outcomes and current price
increases are extrapolated into the future, beware. This as-
sumption has been proven to be dangerously incorrect.

For more information, see Real Estate Center publication
2047, Housing Bubbles and Economic Fundamentals, at
recenter.tamu.edu/pdf/2047.pdf. ¥

Dr. Torres (ltorres@mays.tamu.edu) is an associate research economist with
the Real Estate Center at Texas AGM University.

THE TAKEAWAY

While no method exists to predict housing bubbles with
certainty, the relationship between home prices and
economic fundamentals such as supply and demand can
offer insight into bubble formation. Basically, when price
expectations exceed actual outcomes, and when people
believe that prices will continue to increase indiscrimi-
nately in the future, warning lights should come on.



mailto:ltorres@mays.tamu.edu

m TEXAS A&M

UNIVERSITY

REAL ESTATE CENTER

Texas A&M University http://recenter.tamu.edu

2115 TAMU 979-845-2031
College Station, TX 77843-2115

Director, Gary W. Maler; Chief Economist, Dr. Mark G. Dotzour; Communications Director, David S. Jones; Managing Editor, Nancy McQuistion; Associate Editor,

Bryan Pope; Assistant Editor, Kammy Baumann; Art Director, Robert P. Beals II; Graphic Designer, JP Beato llI; Circulation Manager, Mark Baumann; Typography,
Real Estate Center.

Advisory Committee
Mario A. Arriaga, Spring, chairman; Kimberly Shambley, Dallas, vice chairman; James Michael Boyd, Houston; Russell Cain, Fort Lavaca;
Jacquelyn K. Hawkins, Austin; Ted Nelson, Houston; Doug Roberts, Austin; Ronald C. Wakefield, San Antonio; C. Clark Welder, San Antonio;
and Avis Wukasch, Georgetown, ex-officio representing the Texas Real Estate Commission.

Tierra Grande (ISSN 1070-0234) is published quarterly by the Real Estate Center at Texas A&M University, College Station, Texas 77843-2115. Subscriptions
are free to Texas real estate licensees. Other subscribers, $20 per year. Views expressed are those of the authors and do not imply endorsement by the
Real Estate Center, Mays Business School or Texas A&M University. The Texas A&M University System serves people of all ages, regardless of
socioeconomic level, race, color, sex, religion, disability or national origin. Photography/Illustrations: Robert Beals II, pp. 1, 4, 5.

About the Real Estate Center

The Real Estate Center at Texas A&M University is the nation’s largest publicly funded organization devoted to
real estate research. The Center was created by the Texas Legislature in 1971 to conduct research on real estate
topics to meet the needs of the real estate industry, instructors and the public.

Most of the Center’s funding comes from real estate license fees paid by more than 135,000 professionals. A
nine-member advisory committee appointed by the governor provides research guidance and approves the
budget and plan of work.

Learn more at www.recenter.tamu.edu



Charting REConomics
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continuously pore over data, studying ¢ @

leading indicators that suggest what'’s

over Texas’ economic horizon.
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Now, you can see what’s on their radar.
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Qutlook for the Texas Economy is a new monthly publication with more than 40 @
charts of key areas monitored by Center economists.
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To help readers decipher the graphic ups and downs, author Dr. Luis Torres
highlights and explains the relevance of one chart in each issue.
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Impress your clients, coworkers, boss and others with one quick read each month at
http://www.recenter.tamu.edu/pdf/2046.pdf
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COMMUNICATION
MATTERS

You Need More
Than Words To
Win Hearts &
Influence Minds

In the Real Estate Center's
new free video series, John
Krajicek, Mays Business
School executive professor,
reveals how important clear
communication is in our
business and personal lives.

It's all about succeeding. And
speaking is just the beginning.

In four 20-minute videos,
you will learn to cultivate
your listening skills, develop
a powerful presence, lead
by example, and make body
language convey the same
message your words do.

www.recenter.tamu.edu/video

Communication Matters
Power of Presence
Communicating as a Leader
Open Up and Own the Room
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