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Real Estate Becomes Risky
Chairman Greenspan said at the Jackson Hole Symposium on August 27, 2005: “Any onset of increased investor caution, elevates risk premiums and, as a consequence, lowers asset values and promotes the liquidation of the debt that supported higher prices. This is the reason that history has not dealt kindly with the aftermath of protracted periods of low risk premiums." The markets took this as a sign that the Federal Reserve is not comfortable with rapidly increasing housing prices across the country. There are now more negative factors for the housing market than at anytime in a number of years. This might seem odd in the face of the continued low level of mortgage rates, but they fit well with many other factors that influence the housing market. In analyzing the prospects for the housing market, one must go well beyond a glance at mortgage rates, particularly in the current situation because there are reasons to believe that housing could weaken even if there is no increase in mortgage rates. 

1. The Fed is pressuring banks to tighten their lending standards
2. The housing affordability index, which is released quarterly by the National Association of Realtors, is now at its lowest level since 1981.
3. The Fed's Rate Hikes Will Reduce Liquidity

4. The inventory-to-sales ratio for new homes is now at its highest level since June 2000
5. For new home sales, price gains have been moderating for months and the year-over-year gain stands at just 1.0%
6. Confidence has plunged, and this will hurt a key underpinning of the housing market.
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New data this week showing a larger-than-expected drop in new-home sales and rising inventories signal the housing market may be slowing down. Certain economists say, however, that the market isn't in danger of crashing anytime soon. Sales of new homes (chart top left) fell 9.9% to an annual rate of 1.237 Million in August. July still showed an annual rate of 1.373 Million homes sold. Although the numbers are volatile every month, some economists say the monthly drop is significant and could signal that existing-home sales may slow in coming months because existing-home sales data lag new-home sales data by about two months. The median sales price of new homes rose to $220,300 in August from $215,000 in July. Inventories of both new and existing homes rose in August to each represent 4.7 months of supply, the largest levels in years. 
Consumer confidence showed a precipitous decline in September. The University of Michigan’s consumer sentiment index for September fell to 76.9 from 89.1 in August. Another consumer index, the Conference Board's consumer confidence measure saw its biggest point drop since October 1990 as Americans expressed their uncertainty about what effects they'll ultimately feel from higher rates, pricey gas and hurricanes.

If the housing market weakens, it will of course reduce some of the recent buoyancy of consumer spending. Any weakening, however, is unlikely to spur sharp weakening in the overall economy, contrary to views expressed by those worried about a bursting of the supposed housing bubble. Jobs are still being created and personal incomes continue to rise (last weeks decline in personal income due to Hurricane fallout notwithstanding). Nevertheless, Greenspan is targeting the housing market and lending practices and this can not be good for first time buyers and homebuilders. 
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The total number of U.S. housing units for the 2. Quarter ’05 was estimated at 123,732 Million, of which 73,974 Million were occupied by their owners, 33,876 Million occupied by renters and the rest remained vacant. The Census Bureau estimates that the homeownership rate currently stands at 68.6% of all households. This compares to 63.7% homeownership in 1990. The chart above shows the total of commercial and homeowner’s real estate loans, not adjusted by inflation. Even if one adjusts for inflation, the dollar amount of real estate loans grew by 230% in 15 years. Unless one assumes that commercial real estate projects doubled in 15 years one has to assume that the bulk of those loans were extended to finance rising real estate prices. Homeownership rates after all increased only slightly during this time span. How long can prices continue to rise? I believe that prices already stopped going up in most regions. Rising short term rates are squeezing lenders already. We have recent examples from Australian and UK housing markets where even increases of 150 basis points in short rates were enough to stop prices from going up. Of course their mortgage markets are not rife with what Bill Gross calls "funny money" paper that has provided an additional boost in the U.S. Imagine lending money at 100%, 110%, 120% of estimated market value and on terms with borrower’s options to pay or not to pay. These are the speculative excesses that the Federal Reserve is now targeting. Regulatory agencies have for the past few months been exerting increasing scrutiny on lending standards that when combined with higher short rates, may be just enough to make real estate as an investment a very risky proposition in the future. 
Hermann Vohs
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