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Home Prices—The Next Bubble?

The housing market has been remarkably strong during this reces-

sion, raising fears of another stock-market style bubble. The evidence

is mixed. It is clear, however, that lower interest rates have played a

key role, and the boom could cool quickly when rates increase.

The National Association of Realtors
reports that in Nassau and Suffolk coun-
ties in Long Island, New York, the me-
dian sales price of an existing home in-
creased by 23.2 percent last year, to
$269,900. (The median is the midpoint;
half the homes sell for more, and half sell
for less.) In the Minneapolis-St. Paul met-
ropolitan area, the median price in-
creased 22.3 percent, to $172,800. In
Monmouth-Ocean, New Jersey, it in-
creased 21.3 percent, to $214,300. These
three locales posted the largest price in-
creases among the 120 metropolitan ar-
eas tracked by the realtors. The other ar-
eas rounding out the top ten were Wash-
ington, DC and its suburbs (up 19.9%),
Sacramento, CA (18.1%), Fort Myers and
Cape Coral, FL (17%), Oklahoma City
(17%), South Bend-Mishawaka, IN
(15.9%), Providence, RI (14.8%), and
Bergen and Passaic counties, NJ (13.5%).

Nationally, the median sales price of an
existing home was $148,000 in the fourth
quarter of 2001, 6.2 percent higher than a
year earlier. Prices have not risen every-
where. In San Francisco, which has been hit
hard by the collapse of tech stocks, the me-
dian house price dropped 1.3 percent last
year. Still, the general trend has been up-
ward. The median price decreased in only
11 of the 120 areas surveyed.

The robust housing market is a remark-
able contrast to what usually happens in
recessions. In every other business cycle
since the end of World War II, home con-
struction and sales plunged as the
economy headed into recession. Not this
time. The number of new housing per-
mits issued (the first stage in the building
process) is only slightly below the peak
reached two years ago. Sales of existing
homes rose to a record 5.3 million units
last year. In January they increased again
to an annual rate of 6 million units. Sales
of new homes also are on track to set a

new annual record, having increased to a
seasonally adjusted annual rate of 934,000
in November. The continued strength of
the housing market is one reason this re-
cession has been one of the mildest in
U.S. history.

For many investors the increase in
home prices has helped offset losses in
the stock market. According to the Fed-
eral Reserve Board’s estimates, for most
of the past three decades the total value of
the all the real estate owned by U.S. house-
holds—primarily owner-occupied hous-
ing, but also second homes and vacant
land—was greater than the total market
value of corporate equities. As shown in
Chart 1, this situation reversed in the
1990s. Early in the decade the housing

market was weak. More important, be-
tween 1996 and 2000 the value of stocks
doubled. When the stock market peaked
in early 2000, the total value of corporate
equities was $20 trillion, twice the value
of households’ real estate holdings.

In the past two years, the stock market
has lost more than $6 trillion in value.
Households, which own the lion’s share
of stocks, have borne most of this loss.
However, the value of their real estate has
increased nearly $2 trillion during the
same period.

The buffering effect of rising home
values is also apparent in Chart 2, which
shows the annual percent change in the
value of stocks and household real estate
since 1953. Stock values typically fall ev-
ery few years, usually by a small percent-
age. (The 1990s were an exception, when
their total market value increased every
year without interruption, and at unusu-
ally high rates.) Even during periods when
stock values fell sharply—and the recent
bear market is the second worst in the
postwar era—the total value of household
real estate increased.

50

40

30

20

10

0

-10

-20

-30

3Q ‘95 ↓

Chart 1
Stocks and Real Estate
(Total Value, Trillions of Dollars)

Chart 2
Percent Change in Annual Average Value

25

20

15

10

5

0

Corporate Equities →

Household Real Estate ↓

Corporate Equities →

Household
Real Estate

 ↓

1950 1960 1970 1980 1990 2000



26

Indeed, for the past couple years, even
as stock prices have plummeted, the value
of household real estate has increased at
the fastest rate in more than a decade.
However, the recent rate of increase,
roughly 10 percent per year, is not out of
line with historical experience. Real es-
tate values increased even faster in the
1970s and 1980s.

The recent increases are large compared
with the exceptionally small gains of the
early 1990s, however. From 1990 through
1994, gains in the real estate sector lagged
behind price inflation. The total value of
household real estate, in constant dollars,
decreased every year for five years. This
was only the second episode of falling value
since the end of World War II, and it was
the longest. The recent gains are a dramatic
contrast to this period.

What’s Driving Prices Up?

One factor behind the strong housing
market is low interest rates, which have
made home ownership more affordable.
Another may be a renewed interest in
housing as an investment. Individuals who
lost money in the stock market and are
looking for more than the two-percent re-
turns available on money-market funds
may think the prospective returns from
housing will be at least as good as those
from other investments. This expectation
could be fueling not only the purchase of
primary residences but also investments
in second homes, improvements and ad-
ditions.

In addition, innovations in the lending
industry have made housing a much more
liquid investment than it used to be. Years
ago, the build-up in the value of a home
generally was locked up until the owner
sold it. Applying for a second mortgage
was complicated and seldom done. Nowa-
days, homeowners can easily tap their
home equity by taking out a home-equity
loan or line of credit, or refinancing their
mortgage. This new flexibility has led
home owners to take on record levels of
debt, and it also has contributed to de-
mand for home ownership.

Government agencies and policies
have longed worked to push up home
prices. The Federal tax code heavily fa-
vors home owners over renters. Various
programs channel subsidized credit to
minorities, low-income families, veterans,
first-time buyers, and other selected
groups. The two largest government-spon-
sored enterprises, Fannie Mae and Fred-
die Mac, encourage home ownership by
making it easier for banks to obtain funds
to lend to home buyers and reducing the
risk that loans will not be repaid. One dif-
ference between this housing cycle and
earlier ones is the vastly expanded role of

these two agencies in the credit markets.
At the end of 2000, the agencies either
owned or guaranteed nearly two-thirds of
all outstanding conventional home mort-
gages. What distortions this government
subsidy might be causing in the credit
markets, and what the eventual fallout
might be, remains to be seen.*

At the same time, other government
policies work to restrict the construction
of new homes. Building codes raise the
cost of construction. Restrictions on the
issuance of building permits limit the de-
velopment of vacant land. This raises the
price of both land and houses.

When Does a Boom Become a Bubble?

Stock prices can be compared to bench-
mark measures of businesses’ underlying
value (earnings, dividends, etc.) to see
whether they are overvalued. For example,
if stocks historically have traded at 15
times earnings, but in a given period trade
at 25 times earnings, their relative valua-
tions are clearly high. By virtually every
such measure, stock market valuations
reached unprecedented heights in the late
1990s.

With housing, no such benchmarks
exist. Houses do not generate earnings or
dividends. Unlike a stock, there is no way
to measure the underlying value of a prop-
erty, as distinct from its market value.
(Whenever buyers appear to be overpay-
ing for a home from the standpoint of its
structural value, usually they are really
paying for the land.) Thus there are no
comparable measures of relative value to
help spot a potential bubble in the hous-
ing market.

There are other indicators to watch,
however. One is the ratio of real estate
wealth to income. As shown in Chart 3,
the total value of households’ real estate
now equals 1.6 times their after-tax in-
come. The last time this ratio was this
high was at the peak of the 1980s housing
boom.

Other measures suggest that housing
remains affordable, however. The Na-
tional Association of Realtors publishes a
housing-affordability index, which takes
into account income, mortgage rates, and
the monthly payment required for a typi-
cal loan on a median-priced existing home.
In November, the affordability index was
149.0, indicating that a family with a me-
dian U.S. income of $53,914 had 149 per-
cent of the income needed to qualify for a
typical loan on a median-priced home. In
2000 the index was only 131.5. By this
measure, housing has become more af-
fordable despite rising home prices. The
reason is that incomes have continued to
increase and, more importantly, lower in-
terest rates have reduced mortgage pay-
ments.

The debt-service burden also has de-
creased. According to the Federal Reserve
Board’s latest estimates, the required pay-
ments of U.S. households on their mort-
gage debt equaled 6.1 percent of their af-
ter-tax income debt in the third quarter of
2001, down from 6.3 percent in the sec-
ond quarter. Adding in consumer debt, the
debt-service burden fell for the first time
in three years, from 14.2 to 13.8 percent
of income. This ratio had been trending
up since 1992, but even at its recent peak
was no higher than in the mid-1980s. Al-
though the level of outstanding debt is
much higher now, monthly payments are
about the same in relation to income be-
cause interest rates are lower.

If and when home prices approach un-
sustainable heights, we would expect de-
linquency rates on mortgage loans to
surge. The evidence here is mixed. In the
third quarter, 4.8 percent of residential
mortgage loans were 30 days or more past
due, the highest rate since 1991. This is
low compared to the 1980s, when the de-
linquency rate reached six percent. More-
over, some payments may have been late
because of September 11. A separate Fed
survey of commercial banks indicates that
their home-mortgage delinquencies were
lower in the fourth quarter than they were
a year earlier, and are substantially lower
than they were a decade ago. However,

* For more about this issue, see “The Dark Side
of Subsidized Credit,” Research Reports, March
26, 2001.
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AN EDUCATION IN ITSELF

The 2001 tax bill enhanced several existing tax benefits. To take

advantage, however, families will have to do their homework: the

benefits are complex, may involve financial-aid consequences, and

are set to expire in 2010.

* IRS Publication 970: Tax Benefits for Higher
Education explains all the benefits available for
education. To get a copy, visit the IRS website at

Federal aid to students began with the
National Defense Education Act of 1958,
which was designed to bolster the num-
ber of college students studying mathemat-
ics and science as part of a concerted ef-
fort to close the technology gap vis-à-vis
the Soviet Union. Almost a decade later,
the Higher Education Act of 1965 broad-
ened the purpose of providing Federal aid
to students beyond promoting national
security and winning the Cold War to
equalizing economic opportunities and
creating The Great Society. Helping those
who would not be able to attend college
without assistance remained the policy
focus throughout the 1970s and 1980s.

The latest trend in student-aid policy
involves establishing tax-based incen-
tives—a marked divergence from need-
based aid. Income tax deductions, credits,
and other tax-based measures endeavor
to reward saving for education—as in the
case of educational savings accounts, or
reimburse a portion of educational expen-
ditures—as in the case of the Hope credit
or lifetime learning credit.* Tax-based

support generally provides more benefits
to taxpayers with higher incomes because
they have greater discretionary income to
save for education and receive more ben-
efit per dollar than would a low-income
taxpayer facing lower marginal rates.

The latest source of changes in taxed-
based provisions for education is the Tax
Relief Act of 2001. This Act enhances the
attractiveness of educational savings ac-
counts and qualified tuition programs or 529
plans, so-called after the tax-code section
that authorized them. The advantages and
disadvantages of each are discussed below.

ESAs

Coverdell Education Savings Accounts
(ESAs), known formerly as Education
IRAs, are trust or custodial accounts that
can be opened in the United States at any
bank or other IRS-approved entity (e.g.,
mutual-fund company) by almost any do-
nor to help pay a beneficiary’s qualified
education expenses. While contributions
are not tax deductible, the accounts grow
tax-deferred and distributions used for
qualified education expenses are tax-free.

Beginning January 1, 2002, the new

law increases the annual contribution limit
per beneficiary from $500 to $2,000. (A
donor may contribute $2,000 each to mul-
tiple beneficiaries.) Income caps on eligi-
bility still apply, but are now higher. For
married couples filing jointly, contribu-
tion limits begin to phase-out at income
levels above $190,000.

Qualified education expenses now
cover expenses (tuition, books, supplies,
fees, and equipment) at private elemen-
tary and secondary schools, in addition to
college, graduate, and professional school.
If the funds are not used for education by
age 30, or are withdrawn for some other
purpose, the accumulated earnings in the
account are taxable to the beneficiary and
subject to an additional 10 percent tax.
However, the penalty is waived if the ben-
eficiary dies, becomes disabled, or re-
ceives a scholarship. Accounts are readily
transferable among members of the
beneficiary’s family under the age of 18.

 The new law also allows taxpayers to
benefit from a Hope credit or lifetime-
learning credit in the same year that a tax-
free ESA distribution is used, as long as
the distribution does not cover the same
expenses for which a credit is claimed.

ESAs feature at least two disadvan-
tages. The first applies to those who may
qualify for financial aid. According to the
Federal formula used to calculate the “ex-
pected family contribution” (i.e., what the
government decides students and their
parents can afford to pay for college),
ESAs are considered student assets and
assessed at 35 percent—meaning a stu-
dent with an ESA of $20,000 would be
expected to put $7,000 of those funds to-
ward the first year of school.

The other drawback is that there is no
guarantee that the provisions created by
the new tax law will be renewed by Con-
gress when the law sunsets in 2010. In
other words, students in school after 2010
may not be able to use ESA funds for
private elementary or secondary school
expenses, or claim a Hope credit or life-
time-learning credit in the same year that
an ESA distribution is excluded from in-
come.

Qualified Tuition Programs

Qualified tuition programs (QTPs),
better known as 529 plans after the sec-
tion of the Federal tax code that regulates
them, come in two basic types: (1) pre-
paid tuition plans and (2) college-savings
plans.

All 529 plans share several common
elements. Anyone can contribute to the
plans. No income caps apply, but contri-
bution ceilings (set by the state) do. Con-
tributions are not deductible on Federal
tax returns, although many states allow

charge-offs, which are mortgage loans that
have been written off, have increased sub-
stantially in the past year. Commercial
banks wrote off 0.19 percent of their resi-
dential real estate loans in the fourth quar-
ter, more than double the rate in 1997.
Even so, the charge-off rate is lower than
it was in the early 1990s.

These figures suggest that there may
be some cracks developing in the mort-
gage-financing market, but loan perfor-
mance generally is better now than it was
a decade ago. It is normal for the mort-
gage delinquencies and charge-offs to in-
crease when the economy is in recession
and unemployment increases. Indeed, it
is surprising that they have not increased
further, given that banks have eased their
credit standards in recent years, and made
loans to home buyers who previously
would not have been considered credit-
worthy.

Conclusion

To this point the housing market has
been helped enormously by low interest
rates. The boom could cool if rates increase.

They already have increased slightly, from
6.6 percent in October to seven percent in
January for a conventional 30-year, fixed-
rate loan. The Federal Reserve does not
control mortgage rates, but if it decides to
raise short-term rates, long-term rates could
follow. Moreover, if Fannie Mae and Fred-
die Mac develop any financial problems as
a result of their ever-expanding roles in the
mortgage and credit markets, that could
lead to a credit squeeze and higher mort-
gage rates.

The residential real-estate market has
never been as volatile as the stock mar-
ket, however. Stock prices tend to fall ev-
ery few years, but decreases in the na-
tional housing market are rare. This is not
to say that there will not be downturns in
local markets. Higher home prices must
be supported by incomes and jobs. The
areas at greatest risk would seem to be
those where prices have increased the most
and where economic conditions have
sharply reversed. Continued improvement
in the economy should diminish the risk
of an end to the housing boom, but higher
interest rates will increase it. ❑

www.irs.gov or call 800-829-3676.
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residents who participate in their own
state’s plan to claim a deduction. It is also
possible to fund an ESA and 529 plan in
the same year for the same beneficiary.

Earnings accumulate tax-deferred un-
til withdrawn, at which time they are ex-
empt from Federal (and sometimes state)
income taxes if used for qualified higher
education expenses. Like ESAs, taxpay-
ers can claim a Hope credit or lifetime-
learning credit in the same year that a tax-
free 529 distribution is used, as long as
the distribution does not cover the same
expenses for which a credit is claimed.
Non-qualified earnings distributions are
taxable to the account owner and subject
to a 10 percent penalty.

The plans are especially suited for es-
tate planning. For example, each donor
may contribute up to a maximum of
$11,000 a year per beneficiary (and up to
$55,000 the first year provided no other
gifts are made for five years.) Although
the donor controls the dispersal of the
funds and can change beneficiaries, the
contributions are treated as a completed
gift and thus removed from the
contributor’s estate.

Not every state offers each type of plan,
and the same type plan may vary widely
across states in terms of program admin-
istration and investment options. The Col-
lege Savings Plans Network, an affiliate
of the National Association of State Trea-
surers, serves as a clearinghouse for de-
tails on each state’s programs. For infor-
mation, visit www.collegesavings.org or
phone (toll-free) 877-277-6496.

Prepaid tuition programs. The pri-
mary advantage of prepaid plans is the
ability to lock in today’s tuition rates. Here
is how it works: account owners (e.g., par-
ents) purchase tuition credits that will be
used at some time in the future by a ben-
eficiary (e.g., their child). The funds are
pooled and invested by the state until the
child’s tuition bill is due. Essentially, the
state guarantees that the growth in the ac-
count each year will meet or exceed tu-
ition increases.

These plans vary greatly from state to
state. For example, Virginia allows fami-
lies to deduct up to $2,000 of contribu-
tions per year from state income taxes.
Earnings are also exempt. Some states of-
fer hefty discounts. Illinois, for instance,
offers a 15 percent discount for newborns
enrolled in a public-university plan. Plans
also differ with respect to residency re-
quirements, age restrictions, and fees.

Certain features are more common. If a
beneficiary decides to attend a private or
out-of-state public institution, plans will gen-
erally pay the average cost of the sponsor
state’s public tuition and fees. In most cases,
refunds are limited to the amount contrib-

uted. Fees and penalties may also apply.
Although many of the initial drawbacks

that plagued prepaid plans have disap-
peared over time, one remains. Accord-
ing to the Federal financial-need formula,
qualified distributions from prepaid tuition
plans (both contributions and earnings)
reduce the student’s “cost of attendance”
on a dollar-per-dollar basis (except for the
Pell Grant). Thus, students likely to qualify
for financial aid are not likely to benefit
from a prepaid tuition plan.

College Savings Plans. In a savings
plan, contributions are made into an ac-
count overseen by a state-sponsor and in-
vested by professional managers. Since
most plans are sold nationally, neither the
contributor nor beneficiary must live in
the state sponsoring the program to par-
ticipate. However, residents often get tax
breaks or other perks not otherwise avail-
able by going out-of-state.

Whereas states assume the risks associ-
ated with prepaid plans, the opposite is the
case for college savings plans. Not only
are accounts not guaranteed to keep pace
with tuition inflation, in most instances the
amount contributed is even at risk.

Each state normally offers several in-
vestment options, including 100 percent
equity funds, 100 percent fixed-income
funds, mixed funds, and an age-based as-
set allocation model that grows more con-
servative as the child gets older. Several
states also offer a “guaranteed plan,” that
guarantees both principal and a minimum
return of three percent plus the opportu-
nity for additional returns beyond the mini-
mum rate.

Fees and expenses vary widely and
can be substantial—especially if the plan
is purchased through a broker instead of
directly from a state or its investment
manager.

For now, the Federal guidelines for
calculating financial aid consider these
accounts to be the assets of the contribu-
tor (owner of the account). Most financial
aid advisors, however, anticipate that the
accounts will eventually be counted as a
parental asset, regardless of who makes
the contributions.

Another Alternative

Despite the hullabaloo generated by
529 plans, U.S. Treasury I Bonds offer a

unique alternative. The earnings on an I
Bond are a combination of a fixed rate of
return and a variable, semiannual infla-
tion rate, and are exempt from state and
local income taxes. Federal income taxes
are deferred until redemption.

All or part of the interest on I Bonds
can be excluded from income as long as
the bonds were purchased by a person age
24 or older; the proceeds are used to pay
eligible education expenses; and the
taxpayer’s income is below a certain limit
at the time the bond is redeemed. The cur-
rent limit is $70,750 ($113,650 if filing a
joint return), which is subject to an annual
adjustment for price inflation. The bonds
come in a host of denominations and are
easy to redeem. Moreover, there are no fees
involved, and no penalty if the proceeds
are not used for educational expenses.

Visit www.savingsbonds.gov to learn
more, and click on the link for the I Bond
page. You can also write the Bureau of
Public Debt, Savings Bond Operations
Office, Parkersburg, WV 26106-1328.

In sum, despite the apparent tax ben-
efits, these provisions are complex and it
is important to read the fine print. Except
for the well-to-do, participation is likely
to entail financial-aid consequences.
Moreover, the benefits may never materi-
alize for those with young children—all
provisions of the new tax code are sched-
uled to expire on December 31, 2010.

A Final Note

The rationale for these entitlements is
that the benefit of education to the Nation’s
economy and society as a whole is greater
than it is to the individual. However, such
tax measures are a grossly inefficient
means of encouraging enrollments in com-
parison to direct outlays. That is because
most of these tax breaks accrue to people
who go, or will go, to college without the
tax break anyway. It is also far from clear
that the breaks will make college more
affordable—much, if not all, student aid
in the past appears to have been appropri-
ated by colleges and universities in the
form of higher tuitions. Students in lower
income families are hit twice: they not
only cannot take much, if any, advantage
of the education-tax benefits, they also
must cope with higher tuition rates brought
about by them. ❑


