
15. Housing Bubbles

Growth-management planning not only makes housing less
affordable, it makes housing prices more volatile. If small restrictions
in supply can push prices sky-high, small reductions in demand,
such as during a recession, can cause prices to plummet. Over the
past 30 years, median U.S. housing prices have grown at a fairly
steady 1 percent per year faster than inflation. But places that rely
on growth-management planning, such as California, New England,
and Oregon, have prices that zoom up and down.

Inflation-adjusted prices in coastal California housing markets,
for example, grew by 60 to 70 percent in the late 1970s, dropped by
5 to 10 percent in the early 1980s, grew another 50 to 60 percent in
the late 1980s, dropped 20 to 30 percent in the early 1990s, then
grew by 80 to 100 percent through the early 2000s.1 If experience is
any guide, prices will fall at least 30 percent in the next five years
or so.

Unfortunately, each successive boom just makes housing even
more unaffordable than it was in the previous boom. In 1969, no
California housing market had a value-to-income ratio greater than
2.3. By 1979, most were more than 3 and a few were more than 4.
In 1989, several were greater than 5, and in 2005, almost all were
greater than 5 and a few were more than 10.

Recent studies have firmly tied such volatility to land-use regula-
tion. A 2005 economic analysis of the housing market in Great Britain,
which has practiced growth management since World War II, found
that planning may drive housing prices up, but it also makes housing
markets more volatile, that is, more susceptible to booms and busts.
‘‘By ignoring the role of supply in determining house prices,’’ the
report says, ‘‘planners have created a system that has led not only
to higher house prices but also to a highly volatile housing market.’’2

Harvard economist Edward Glaeser agrees that land-use rules
that restrict ‘‘housing supply lead to greater volatility in housing
prices.’’ Glaeser found that ‘‘if an area has a $10,000 increase in
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housing prices during one period, relative to national and regional
trends, that area will lose $3,300 in housing value over the next five-
year period.’’3

One reason why land-use rules make housing prices more volatile
is that the same rules drive employers away, either because the
employers try to avoid high-cost areas or because they seek to locate
in places where their employees can afford to buy homes. Glaeser
also found that ‘‘places with rapid price increases over one five-
year period are more likely to have income and employment declines
over the next five-year period.’’4

Investment analysts agree that the market price for the stock in
a company should have some relationship to the profits that com-
pany can be expected to earn in the future. One way to estimate
this is to compare current earnings with the stock price. If the ratio
of price to earnings is too high, then the stock price is probably
too high. The dot-com boom grew because investors expected that
companies whose profits were zero or negative today would soon
grow to have huge profits, so they ignored the price-to-earnings
ratio as a criterion for buying. This led to wild speculation and a
huge crash in 2001.

Between 2001 and 2005, much of the money that was once put
into the stock market was put into the real-estate market, and people
made the same mistakes. The real-estate equivalent of the price-to-
earnings ratio is a price-to-rental income ratio. In a normal housing
market, owners of rental properties set rents to cover the cost of
their mortgage plus a little more for profit and risk. This means
buying a house can be less expensive than renting, that is, the
monthly mortgage payment is less than the monthly rent. In a market
driven by speculation, however, buyers lose perspective and pay
far more for homes than can be supported by rental prices. This is
made even worse when smart-growth planners stimulate the con-
struction of multifamily housing with tax breaks and other subsidies,
thus creating a surplus of rental housing even as they create a short-
age of single-family homes.

In the past few years, housing prices in some markets have shot
upward even as rents have stayed flat.5 In 2000, the rent on a two-
bedroom apartment in San Antonio would have covered the cost of
a median-priced home in less than 14 years. In San Francisco, how-
ever, it would take 26 years.6 Yet from 2000 to 2005, San Francisco
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home prices grew much faster than those in San Antonio. This sug-
gests that investors are ignoring the real value of the properties they
are buying just as they once ignored the real value of the dot-com
stocks they once bought. Lenient loan policies, including zero-down-
payment loans, interest-only loans, and 40- to 50-year mortgages,
are promoting more speculation, with the result that an increasing
percentage of homes purchased in the early 2000s were not owner
occupied.7

Unlike stock-market bubbles, housing bubbles do not burst; they
slowly deflate. The risk is that when the bubbles deflate, they will
leave many homeowners with mortgages far greater than the actual
value of their homes. Imagine you make a 10 percent down payment
on a $400,000 house and borrow the remaining $360,000. But then
home prices start falling. You try to wait it out, but after five years
your house value falls to $300,000 while you still owe more than
$330,000. If someone offers you a higher-paying job in another part
of the country, you can’t accept because you can’t afford the $30,000
or more that it would cost to sell your house. You can let the bank
foreclose, but that just passes the problem onto someone else. When
this happens to enough people, the result is a drastic slowdown of
the economy.

While housing prices are not likely to crash the way dot-com
stock prices fell, home prices in many regions are likely to decline
significantly over several years. In California and Massachusetts,
housing prices fell by 15 to 25 percent between 1989 and 1994. As
measured by price-to-rental-income ratios, prices in many housing
markets are even more unrealistic today than California prices were
in 1989, suggesting that the next bubble deflation will reduce prices
by an even greater percentage.

PMI Mortgage Insurance Company publishes a quarterly estimate
of the nation’s riskiest housing markets.8 Most of the markets at the
top of this list are in California, Massachusetts, and other states
or urban areas that practice heavy doses of growth management.
Collectively, regions with high-risk housing markets include close
to half the housing stock in the nation.

San Jose, for example, is in a classic bubble. Between 2001 and
2004, the region lost 17 percent of its jobs and office vacancy rates
increased from 3 percent to 30 percent.9 Yet housing prices over the
same time period grew by more than 20 percent, an increase that
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cannot be supported by any fundamental economic measure. As a
result, PMI has consistently rated San Jose as one of the two riskiest
housing markets for the past several years.

In contrast, regions such as Houston are considered to have little
risk of a bursting bubble. While not entirely immune from the recent
increase in housing prices caused by low interest rates, Houston’s
prices remain much more reasonable than in places such as San Jose.
While San Jose home prices increased by 15 percent in 2004, prices
in Houston increased by less than 4 percent.10

In general, the places with the least affordable housing and the
greatest risk for deflating housing prices are places where growth-
management planning has been applied. Other causes of land short-
ages can also play a role, as Las Vegas illustrates, but they are the
exceptions that prove the rule: anything that restricts housing supply
can make housing less affordable and more volatile. While it is
unfortunate if such restrictions have natural causes, it is absurd to
adopt government policies that will make housing unaffordable and
create housing bubbles.

Planning-induced housing bubbles not only threaten individual
families and local economies, they threaten the world economy.
Housing has played a major role in keeping the U.S. and world
economies going for the past few years. Europe’s and Japan’s econo-
mies are still sluggish, with high unemployment and slow growth.
Only the fast-growing U.S. economy has kept the world from suffer-
ing a major recession. Yet that fast growth is driven by borrowings
against the equity in people’s homes—equity that in too many cases
has been created by planner-induced speculation. This is not a sound
basis for a healthy economy.

The total value of America’s owner-occupied housing stock in
2005 was about $18 trillion. More than $5 trillion of this value was
due to inflated prices caused by planning-induced housing short-
ages. Prices in many Western European countries are similarly
inflated by growth-management planning. If all this value disap-
pears in a general price deflation, it could cause the world to go
into a severe recession.

In 2004, The Economist estimated that ‘‘two-thirds (by economic
weight) of the world . . . has a potential housing bubble.’’11 ‘‘The
whole world economy is at risk,’’ the magazine added in 2005. ‘‘It
is not going to be pretty.’’12
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The effect of a deflating housing bubble on an economy can be
seen in Japan, which at least since World War II has strictly regulated
land use to prevent urban encroachments on agricultural lands. The
result was such a huge property bubble that downtown Tokyo was
at one time supposedly worth more than all of the private real estate
in the United States. The bubble burst in 1991, and home values
have since fallen to less than half their 1990 peak.13 The result has
been 15 years of stagnation.

Housing prices began to level off in many U.S. markets in 2006.
The question is how many metropolitan areas will suffer the 15 to
25 percent declines that California saw in the early 1990s—and how
much greater a decline will California have to endure this time.
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