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The price plunge has wiped out trillions of dollars in home equity
and caused the worst financial crisis since the Great
Depression. Susan Wachter, professor of real estate at the
University of Pennsylvania, fears that foreclosures and tight
Atlanta 35% -9% credit could send home prices falling to the point that millions of
families and thousands of banks are thrust into insolvency.
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Dallas 2506 3% "The fragility of our banking system is tied to the value of
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Source: S&P/Case-Shiller Home Price Index “If we have another 20% decline in prices, we'll need another

bailout of banks similar to what we just did,” Wachter says.

Other economists see a brighter picture in the long term.
Wachovia economist Adam York expects home values to keep falling until 2010 but is optimistic they will recover.

"The one saving grace is the population is growing by 3 million people a year," he says. "They need to live
somewhere. That means more roofs.”

50 years of steady values
Until recently, homes were stable, unspectacular investments, not get-rich-quick schemes.

Nationally, the typical existing home was worth roughly the same in 2000 as it was in 1950, after adjusting for
inflation, according to Yale University economist Robert Shiller.

Newly built homes generally were bigger and more expensive than older houses. As time passed, that meant
Americans lived in larger, more valuable homes overall. But a house, once constructed, grew slowly in value.
California in the 1970s, Texas in the 1980s and Florida on-and-off for a century were conspicuous exceptions to
the rule.

Despite only modest increases in value, homes were smart investments. Owners lived in a house, then got their
money back when they sold. That's a better deal than renting. Borrowers got tax breaks, too, and built equity that
could be leveraged into bigger houses as their incomes grew.

From 2002 to 2006, houses went from being a tortoise to a hare in the investment world. Home sale profits and
relaxed lending standards such as lower down payment requirements and adjustable-rate mortgages (ARMs)
made it possible for buyers of all income levels to pay more for houses.

When the housing bubble began to deflate in 2006, history had a sobering lesson to teach. Home values had
closely tracked three common-sense measures for many years:

« Income —Home values floated at about three times average household income from 1950 to 2000. In 2006, the
average household income was $66,500. Under the traditional model, home prices should have been about
$200,000. Instead, the typical home sold for $301,000.

*Rent —Homes traditionally have sold for about 20 times what it would cost to rent them for a year. In 2006,
houses were selling for 32 times annual rent.

*Appreciation —Existing homes grew in value by less than 0.5% per year, after adjusting for inflation, from 1950
to 2000. From 2000 to 2006, home prices rose at an average annualized rate of 8.2% above inflation and peaked
with a 12.3% jump in 2005. Housing prices began to fall in the second quarter of 2006.

Inflation could help homes recapture their old prices, if not their value. But when inflation is factored in, home
prices might not return to their 2006 peak for many years. Housing prices are meaningless if you don't adjust for
inflation, says Schiff, the investment manager.

He points out that gold peaked in 1980 at $850 an ounce in response to inflation and the Iranian hostage crisis. It
never recovered. Today, it sells for about $750 an ounce and would have to top $2,000 an ounce when adjusted
for inflation to match its value in 1980.

"That's the nature of bubbles,” Schiff says. "The price never comes back."
The end of inflated leverage
An extreme relaxation of lending standards inflated the housing bubble.

"Shoddy underwriting on mortgages" is the primary cause of the housing crisis, says York, the Wachovia
economist. "People got caught off-guard by how bad it was."

Millions of home buyers — poor, rich and middle class — were approved to buy homes at prices that had been
out-of-reach just a few years earlier. Lenders offered low introductory "teaser" rates on adjustable rate mortgages
and approved borrowers based on artificially low mortgage payments, not the higher ones that took effect later.

What else changed:

« Optional payments on principal —In 2005, 29% of new mortgages allowed borrowers to pay interest only —
not principal — or pay less than the interest due and add the cost to the principal. That was up from 1% in 2001,
according to Credit Suisse, an investment bank.

+ No verification of income —Half of mortgages generated in 2006 required no or minimal documentation of
household income, reports Credit Suisse.
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« Tiny down payments —In 1989, the average down payment for first-time home buyers was 10%, reports the
National Association of Realtors. In 2007, it was 2%.

Low down payments and ARMs gave homeowners enormous financial leverage to pay high home prices.
Leverage boosts buying power through debt, the same way a 100-pound woman uses a lever to jack up a 3,000-
pound car.

Consider a couple with $20,000 cash. In 2006, they easily could get a 5% down mortgage to buy a $400,000
house. Today, a 10% down payment would limit the couple to a $200,000 house.

“"Leverage matters a lot when you buy a house," says University of Wisconsin economist Morris Davis, an expert
on housing prices and rents. "We're not going to go back to the days of only 20% (down payment) mortgages, but
the days of putting nothing down are long gone."

Easy access to borrowed money reset all housing prices, even those paid by cautious borrowers. People of all
income classes moved up a notch, Census Bureau housing data show.

The sale of new homes costing $750,000 or more quadrupled from 2002 to 2006. The construction of inexpensive
homes costing $125,000 or less fell by two-thirds. The biggest boom was in the middle. Homes costing $200,000
to $300,000 became affordable to millions of families.

The failed titans of home lending — Countrywide Financial, IndyMac Bank and Washington Mutual — specialized
in high-risk, highly leveraged loans.

"The price correction has been severe, rapid and probably permanent because lending standards have changed,”
says mortgage credit analyst Suzanne Mistretta, a senior director at Fitch Ratings, a bond rating company. "We
are not going to see 2006 peak levels for a very, very long time."

Lessons from the Depression

The Great Depression of the 1930s was preceded by a real estate bubble, also fueled by loose lending standards
and shrinking down payment requirements. Those real estate problems — and solutions — echo today's.

Florida real estate was the epicenter of speculation in the mid-1920s. Developers ran up prices by selling to
borrowers who put as little as 10% down. Those were shockingly risky loans at a time when the standard mortgage
lasted five years and required a 50% down payment.

The risky loans went bad first, but it was the spread of credit problems to the supposedly safe loans — five years
and 50% down — that caused the housing market to collapse.

The five-year loans required no payments to reduce principal. Homeowners expected to refinance mortgages
when the loans expired, usually with the same lender. The stock market crash led to a "liquidity crisis” — no money
to borrow — that dried up mortgage refinancing.

Millions of families lost their homes to foreclosure. Falling prices on nearly everything — homes, farm crops, wages
— made consumers reluctant to buy and banks afraid to lend.

As part of the New Deal, the government took control of millions of loans and restructured them into something
new: the modern mortgage, with 20% down and principal that is repaid over the life of the loan. The government
extended the mortgages to 15 years, then 25 and finally 30.

When World War Il ended in 1945 and the Baby Boom began the following year, the 30-year, fixed-rate mortgage
became a cornerstone of society and led to unprecedented levels of homeownership.

This resilient home finance system should recover in a few years, some analysts say.

National Association of Realtors chief economist Lawrence Yun predicts home prices will keep falling in 2009 but
could return to their 2006 peak in three years, not counting inflation.

He says the bubble largely was confined to four states — California, Nevada, Florida and Arizona. "People who
bought at the peak in those states will need time for prices to recover, even up to five years," he says. Yun says
people who buy now "have much less risk of price declines and a great possibility of price gains.”

The danger of rapidly falling home prices is that — similar to the Depression — potential buyers and lenders will
stay away, fueling even sharper price declines.

During the housing boom, buyers expected prices to rise, so they were quick to buy, borrow and pay a premium.
As prices drop, home buyers wait for better deals. says economist Dean Baker of the liberal Center for Economic
Policy Research in Washington, D.C.

Lenders want bigger down payments to protect against the falling value of collateral. Homeowners lose equity, so
they can't buy other houses. "Price declines can be a self-reinforcing mechanism,"” Wachter says.

An out-of-control price collapse would have dire consequences, Baker says. Even the most conservative banks
would find themselves carrying portfolios of toxic mortgage loans.

If housing prices don't stabilize at traditional levels, financial troubles could spread everywhere — to credit cards,
car loans and commercial mortgages, Baker says. "The waves of bad debt will just keep coming," he says.

Baker and Wachter want the U.S. government to take aggressive steps to help homeowners, not just financial
institutions. They support expanding programs that restructure troubled mortgages to prevent a flood of foreclosed
homes from coming on the market and driving prices below their traditional level.

Rick Wallick is an example of how even cautious borrowers can be hurt by a price collapse. He made a 35% down
payment on his house and got a 15-year, fixed-rate mortgage at 5.75%.

Arizona's real estate mess wiped him out anyway. Now that he's in Oregon, he's renting out his Arizona house at a
loss and can't afford to keep two homes.

Wallick's Arizona house is surrounded by countless foreclosed homes and empty lots. He told his mortgage
company that his December payment will be his last. "It may ruin my credit rating, but | can still buy food," he says.
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Shelley McComb used a no-money-down, interest-only ARM to pay $199,000 in December 2006 for a new three-
bedroom home near Birmingham, Ala. The house's assessed value briefly rose to $225,000.

Now, she needs to move to Atlanta where her husband got a promotion. The McCombs put their home up for sale
in March. After getting no offers, they dropped their price to $179,000. They'd settle for $160,000.

Shelley McComb, 30, who manages a doggie day care center, says, "l wish we'd rented.”

Share this story:
o Misox it Yahoo! Buzz Digg Newsvine Reddit Facebook What's this?

Posted 6d 9h ago

Updated 3d 5h ago E-mail | Save | Print | Reprints & Permissions |m

To report corrections and clarifications, contact Reader Editor Brent Jones. For publication consideration in the
newspaper, send comments to letters@usatoday.com. Include name, phone number, city and state for verification.

Guidelines: You share in the USA TODAY community, so please keep your comments smart and civil. Don't attack other
readers personally, and keep your language decent. Use the "Report Abuse" button to make a difference. Read more.

You must be logged in to leave a comment. Log in | Register

Comments: (499) Showing: Newest first

RealEstate10 wrote: 10h 8m ago

jeffk1228 wrote:

An absolute exercise in futility. The Fed has now done the same thing that the Japaneese did in the
late 80's early 90's and it took the real estate market over a decade to recover. Proping up inlated
home prices by throwing cheap money at it will not stabilze the market. Until the mortgage lenders
reduce the principal balances on these loans to reflect a true market value, they are just putting off
the inevitable. Another thing the Central bankers and the Fed Government are failing to realize is that
for the first time in the history of the U.S. there are now more single people than married peopled and
this trend is likely to continue. Current real estate prices are geared towards a dual family income in
order to qualify for a loan and the monthly mortage payment. If developer's were smart they would
start developing communities/ properties for single people and price the homes according to a single
household income in order to move more inventory.

You are absolutely correct “jeffk1228". But the moron "KansasKid" will twist your words and try to spin
the facts. Even with all the bailouts and manipulation by the Fed to prop up housing prices, they're
continuing to plummet. Housing prices were artificially inflated between 100% - 300% for the last 10
years due to subprime mortgages, lax lending standards, greedy lenders, irresponsible borrowers,
regulatory agencies are not doing their job and just looked the other way (i.e. SEC, Fed Reserve),
easy credit, tax subsidies for housing. Housing prices are still way over 3x the annual income of most
hard working Americans. The country is in a RECESSION. As a result, it can't go anywhere but down.

But wait for this crooked sociapath liar realtor called "KansasKid" (aka Atlanta Man, GA Realtor,
Poster314, aka who the hell cares), he will come here and will spread the NAR propaganda that
housing prices are increasing. If you're going to buy, do NOT buy unless you get at LEAST 30% or
more off current market price. No one wants to catch a falling knife. Remember, the housing market is
still in the midst of historic corrections. It only began correcting about August 2007. Housing cycles
usually last 8-10 years. The downward housing correction is only about 1 year hold. We still have a
long way to go. Do NOT let this IDIOT mislead you this time around.
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ESKCSG wrote: 1d 20h ago

The housing market will definitely get worse before it gets any better. The IAS360 house price index
(http://www.iasreo.com/ias360update.html) which analyzes down to the county level has identified
some signs of strengthening in counties that are located in ground zero states of the housing crisis
but these are the exception. These exceptions are going to be key indicators for the housing market's

recovery.
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Thewizofoz wrote: 2d 14h ago
Obama Osama. Fist Bush now this IDIOT.
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IT2 wrote: 2d 18h ago

@retiring_soon
Thanks for the info, admittedly | skimmed the article quickly. Much to do today, and late to do it all in
enough time.
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