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Seeing Bubbles Everywhere
By Ken Fears, Economist

It seems like every day brings another article in the newspaper or a segment on TV about falling housing
prices and rising supply.  Truly it feels like the bubble rhetoric has been ratcheted up this fall.  But is this new
information and what does it mean for the prospects of a “bubble” market?

The most frequently cited indicators of a bubble market are rising inventories, falling or stagnant prices, and
strong construction.  However, do these factors really imply the bursting of an impending bubble, or that
there is a bubble at all?

Housing prices fall nearly every autumn and the supply (and days on the market) of homes rises every
autumn as well.  The reasons for this pattern are straight forward and numerous.  First, during the summer
the weather is better, making showing properties easier.  Second, companies give bonuses at Christmas and
early spring and tax refunds occur during this same period, funds that can be used as equity in the home
purchase process.  Finally, and probably most importantly, families tend to move during the late spring and
summer rather than disturb their children’s schooling during the winter.  For all of these reasons, demand
spikes during the spring and summer drawing sellers to the market and reducing days on the market.  As
autumn approaches, demand declines, but a large supply remains.  As this bulge in supply is worked off,
price growth slows and days on the market temporarily rise.  Locally, days on the market in the area
covered by Regional MLS, Inc. have risen an average of 7 percent from summer to fall (third quarter versus
fourth quarter) over the last 3 years.

To be true, there is more than one reason that supply, and days on the market may be rising.  Seasonal
patterns explain part of it, but the natural housing cycle may also contribute.  During normal business cycles,
interest rates fall during the slump or recession.  The low rates and low (relative) home prices induce buying.
Demand rises, driving up home prices, causing more sellers to put there homes on the market.  As the
economy heats up, so do interest and mortgage rates, cutting back on sales.  This cycle repeats itself as
often as the business cycle, but it is important to note that, while sales rise and decline over the cycle, sales
never stop and that prices fluctuations may be dramatic, but not bubble-esque.

Now, while either of the above scenarios would cause price growth to moderate, sales to decline and days
on the market to rise, none are indicative of a market “bust”.  In fact, the housing market has been a sellers’
market, moving at break-neck speed for years.  If the market slows and supply is finally able to catch up
with demand, this change would only swing the pendulum towards a market that is more evenly balanced
between buyers and sellers.  Such a market would be more sustainable in the long-run and less prone to
swings and shortages.  More importantly, a slower market would allow buyers to take more time during the
purchase to ensure that they are getting what they want.  As the market slows, the supply and selection of
homes will deepen.  In addition, with more time, sellers are less likely to list properties “as is” or to avoid
inspections.  Remember, half of all transactions involve a buyer, and a satisfied buyer is likely to become
another customer in the future (the average household buys a new home every 7 years according to NAR
research).  In short, the slowing of the market is not something that Realtors should fear, rather it should be
welcomed for the calming, stabilizing force that it is.
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The destruction from Hurricanes Katrina and Wilma is massive, and will certainly have a huge economic
impact on the area where the storm hit.  Our best estimate is that Katrina alone destroyed roughly $100
billion worth of housing, commercial, and public property.  That loss, assuming everyone in New Orleans,
Gulfport-Biloxi, and Mobile metro areas were equally impacted, translates into about $51,000 per person
or $136,000 per household.  It is colossal and does not even include income losses from job market
dislocations.  It, of course, does not include the loss of lives or the emotional distress to the hundreds of
thousands displaced people.  Wilma was far less damaging and, as with other Florida hurricanes, market
activity is expected to resume to normal activity (meaning “hot” in Florida) after a short-term pause.

Nonetheless, the disasters put a huge dent to local economic activity that undoubtedly will last for a while.
But at the moment it does not appear that it will have enough of a nationwide impact to tip the overall
economy into a recession.  Gasoline and energy prices will remain elevated for a much longer period that
earlier anticipated due to the damage to some refineries.  Shipping and transport routes will need to be re-
routed.  Nonetheless, the nationwide economy will continue to expand at better than 3% in 2005 as other
sectors of the economy remain very solid.

As happens after other disastrous events, the economy will get a lift once the rebuilding gets underway.
Construction jobs will be plentiful and many households will slowly return to their more normal spending
patterns.  The federal government has allocated $62.3 billion in aid (as of this writing).  Private insurance
money will also trickle in over time.  Contributions from charities and in-kind assistances from organizations
and many good citizens will continue to provide invaluable assistance.    The economic growth rate in 2006
will reach near 4% - a very robust growth rate enough to create over 2 million net new jobs.

As for housing, substantial rebuilding in storm-ravaged areas will be required.  At a minimum, about
200,000 homes were destroyed or are considered uninhabitable.  Housing starts, therefore, will ramp up.
Higher housing starts would normally mean another year of two million additional new homes coming on
market – and another very busy year for homebuilders.  However the higher prices for raw materials, due to
both disruptions in shipping and transport and to increased construction activity, will make it new homes
more expensive.  Because new homes compete with existing homes, existing home prices will also get a lift.

Local Market Forecast
Florida has been the center of the Hurricane zone.  Yet, the local area market condition has shown
resiliency.  The RMLS area created 21,400 jobs in the past 12 months to September.  Through the first
three quarters of 2005, though, existing home sales was unchanged.  Home prices have risen by 28% over
the 12 months to reach $381,900 in the third quarter.   For 2006, the big challenge will be the rising
mortgage rates.  They are expected to climb to near 7% after having been under 6% for most of 2005.  But
due to job gains, home sales will be essentially flat in 2006 (and not a decline as in many other markets).
Home prices will show a respectable gain of 10% in 2006.
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Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 2003 2004 2005 2006
U.S. Economy
Annual Growth Rate
Real GDP 3.3 3.8 3.3 3.6 2.8 4.3 4.4 3.7 3.6 3.4 2.7 4.2 3.5 3.8
Nonfarm Payroll Employment 1.7 1.6 1.9 1.3 0.9 1.9 1.9 1.8 1.6 1.3 -0.3 1.1 1.6 1.6
Consumer Prices 3.6 2.4 4.2 5.1 4.3 0.7 2.4 2.2 2.3 2.1 2.3 2.7 3.4 2.7
Real Disposable Income 9.1 -3.4 1.5 -1.5 4.1 7.2 4.7 4.5 3.9 4.9 2.4 3.4 1.5 4.1
Consumer Confidence 96 104 102 99 98 99 101 104 105 106 80 96 101 102

Percent
Unemployment  Rate 5.4 5.3 5.1 5.0 5.1 5.1 5.0 4.9 4.9 4.9 6.0 5.5 5.1 5.0

Interest Rates, Percent
Fed Funds Rate 2.0 2.5 2.9 3.4 4.1 4.3 4.3 4.3 4.3 4.3 1.1 1.3 3.2 4.3
3-Month T-Bill Rate 2.0 2.5 2.9 3.4 4.0 4.1 4.1 4.1 4.1 4.1 1.0 1.4 3.2 4.1
Prime Rate 4.9 5.4 5.9 6.4 7.0 7.4 7.4 7.2 7.2 7.2 4.1 4.3 6.2 7.3
Corporate Aaa Bond Yield 5.5 5.3 5.1 5.1 5.6 5.8 6.0 6.1 6.1 6.2 5.7 5.6 5.3 6.0
10-Year Government Bond 4.2 4.3 4.2 4.2 4.6 4.8 4.9 5.0 5.0 5.1 4.0 4.3 4.3 4.9
30-Year Government Bond 4.9 4.7 4.5 4.4 4.9 5.1 5.2 5.3 5.3 5.4 5.1 5.1 4.6 5.2

Mortgage Rates, percent
30-Year Fixed Rate 5.7 5.8 5.7 5.8 6.2 6.4 6.5 6.6 6.7 6.8 5.8 5.8 5.9 6.5
1-Year Adjustable 4.1 4.2 4.3 4.5 4.9 5.1 5.2 5.2 5.2 5.3 3.8 3.9 4.5 5.2

National Housing Indicators
Thousands
Existing Single-Family Sales 6,877 6,837 7,223 7,237 7,057 6,897 6,853 6,883 6,842 6,875 6,183 6,784 7,108 6,860
New Single-Family Sales 1,243 1,249 1,297 1,333 1,318 1,297 1,267 1,212 1,179 1,208 1,086 1,203 1,299 1,241
Housing Starts 1,973 2,083 2,044 2,068 2,051 2,049 2,003 1,928 1,884 1,931 1,854 1,950 2,062 1,966
Single-Family Units 1,621 1,709 1,693 1,731 1,712 1,684 1,635 1,554 1,502 1,538 1,505 1,604 1,711 1,594
Multifamily Units 352 374 351 337 339 364 368 373 382 392 349 345 350 372
Residential Construction* 571 584 599 609 613 613 609 598 587 585 509 562 601 602

Percent Change -- Year Ago
Existing Single-Family Sales 8.1 8.2 4.7 6.5 2.6 0.9 -5.1 -4.9 -3.0 -0.3 9.8 9.7 4.8 -3.5
New Single-Family Sales 10.8 5.0 7.8 14.5 6.1 3.8 -2.3 -9.0 -10.6 -6.9 11.9 10.8 8.0 -4.5
Housing Starts -3.1 8.0 6.3 4.7 4.0 -1.7 -2.0 -6.8 -8.1 -5.8 8.4 5.2 5.7 -4.6
Single-Family Units -2.2 9.4 5.9 5.9 5.6 -1.4 -3.5 -10.2 -12.3 -8.7 10.3 6.6 6.7 -6.9
Multifamily Units -7.0 1.9 8.6 -0.7 -3.6 -2.6 4.8 10.8 12.7 7.7 0.6 -0.9 1.4 6.2
Residential Construction 6.6 7.7 6.1 7.0 7.4 4.9 1.6 -1.7 -4.3 -4.6 8.4 10.3 7.0 0.0

National Home Prices
Thousands of Dollars
Existing Home Prices 189.3 190.3 209.3 216.0 211.8 202.4 220.7 227.3 221.5 211.1 169.5 185.2 208.1 219.2
New Home Prices 227.8 229.9 228.0 221.1 243.7 246.7 245.3 237.2 260.8 262.5 195.0 221.0 230.2 247.0

Percent Change -- Year Ago
Existing Home Prices 9.7 10.2 13.4 14.1 11.9 6.3 5.4 5.2 4.6 4.3 8.5 9.3 12.4 5.3
New Home Prices 14.4 8.0 5.3 3.3 7.0 7.3 7.6 7.3 7.0 6.4 3.9 13.3 4.1 7.3

Local Region
Payrol l Jobs (in thousands) 556.4 561.0 561.0 558.9 562.0 572.8 573.3 572.9 576.6 587.7 528.0 533.2 560.7 573.9
Home Sales 7430 5004 10866 9218 6709 5229 11040 8776 6776 5417 33226 32515 31797 31821
Home Prices (in thousand $) 323.5 340.4 396.3 381.9 388.5 400.6 439.9 410.1 409.9 424.2 249.7 308.3 381.7 418.8

Percent Change -- Year Ago
Jobs 3.5% 3.5% 2.9% 3.5% 1.0% 2.1% 2.2% 2.5% 2.6% 2.6% 1.6% 1.0% 5.2% 2.3%
Home Sales -12.0% -39.0% -0.1% 53.6% -9.7% 4.5% 1.6% -4.8% 1.0% 3.6% 80.3% -2.1% -2.2% 0.1%
Home Prices 25.8% 19.5% 23.6% 27.7% 20.1% 17.7% 11.0% 7.4% 5.5% 5.9% -5.5% 23.5% 23.8% 9.7%

Quarterly figures are seasonally adjusted annual rates.
* Bill ion dollars
Source: Forecast produced using Macroeconomic Advisers quarterly model  of the U.S. economy.
Assumptions and simulat ions by Dr. David Lereah and Dr. Lawrence Yun.
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