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Putting a Fair Value
On Residential Property

By MICHAEL SKLARZ and NORM MILLER

Oct. 8, 2002 -- Real-estate bubble mania seems to be 
sweeping the land. Of late articles in newspapers 
around the nation have published alarmist quotes from 
some pundits warning of an impending crash in the 
residential real-estate market. With the equities 
markets already decimated, worried buyers and sellers 
are concerned about what course of action they should 
take. 

But should you really be concerned about a serious 
drop in the value of your home? 

Before discussing how to spot a housing bubble we 
think it's first prudent to explain why using the term 
"bubble" to describe overvalued sectors of the 
residential real-estate market can be misleading. Real 
estate almost never exhibits the bubble-like behavior 
that we've come to associate with the stock market. For 
example, real-estate values rarely implode overnight like a dot- bomb. The way homes 
are traded also differs from equities. After all, you can't just "dump" your house the way 
you'd dump your shares of a poorly performing stock. 

That said, there are situations where demand for real estate causes the market to become 
overheated or even speculative. If you believe your neighborhood or community might be 
exhibiting "bubble-like" tendencies, then here's how to spot this trend. 

Measuring a Home's Worth

Household incomes, mortgage rates, the job market and affordability are all factors that 
help determine the "intrinsic value" -- the amount a fairly priced house should sell for 
based upon past norms -- of a home. From these data we can establish indexes of 
intrinsic value for metropolitan statistical areas around the U.S. These allow potential 
homebuyers to compare the median selling prices of homes on the market in a particular 
area to their intrinsic value, or what fairly priced homes should cost based upon historical 
norms. 

As you might expect, the index varies widely around the country. According to our 
models, homes in such communities as Buffalo, N.Y., and Trenton, N.J., are currently 
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undervalued by more than 9%. At the top of the list, real estate in such cities as Denver, 
San Diego, and Tacoma, Wash., is overvalued by more than 20%. (See a chart showing 
current market prices vs. intrinsic value in various U.S. cities.) 

The fact that homes in some markets are significantly overvalued compared to their 
intrinsic value does not mean that they will immediately, if ever, crash in price. There may 
be solid reasons, such as an undersupply of available homes, that real-estate prices don't 
collapse. For example, in San Diego prices have risen steadily over the last few years and 
are now more than 20% higher than their intrinsic value. But there are about two-thirds 
fewer building permits being issued there compared to previous real-estate run-ups, which 
will lessen the supply of available housing. 

In fact, a dearth of new building permits is a major factor that would help support higher 
home sales prices. New building permits recently were being issued by a factor of less 
than half the number of what were typically offered between 1970 and 1990. This has 
been especially true during the last two decades within high-growth markets such as those 
on the West Coast, where it's increasingly difficult to secure building permits and 
"controlled growth"  is a contentious political issue. A permit crunch helps to explain 
higher real estate values, and can be one reason why many homebuyers feel priced out of 
the market, must buy homes farther from their jobs or share less living space than before. 
All of these factors help to prevent rapid declines in home prices. 

Paranoia Strikes Deep

True bubbles, such as what occurred in the Japanese stock and real-estate markets in the 
1980s, are extremely rare. We have analyzed 100 years of historical data and have rarely 
found that real-estate prices drop like rock. The very nature of the business makes them 
"sticky" on the downside. There are lender and appraisal constraints on prices, the time 
and transaction costs required to sell real estate, the lack of a margin call when prices go 
down, and the stubbornness of buyers and sellers who can move into or out of the 
market. 

However, if you're still concerned that we're in the midst of a real estate "bubble," there 
are some trends to look for.

A sharp increase in unemployment, a significant amount of new construction or unsold 
inventory of new and existing homes in a particular market would foretell a dangerous 
market condition. Keep an eye on the local job market and watch for articles in local 
building trade magazines or the business section of your local newspaper to track new 
construction your area. Another good indicator of available housing inventory is the 
number of "For Sale" signs. A significant increase in these often signals a switch from a 
seller's to a buyer's market. 

Even if prices appear to be ratcheting up too quickly in your area, remember that after a 
large price hike many markets, like San Diego, will simply see prices move sideways for a 
number of years rather than crash and burn. During a sideways movement, markets take 
a breather while the fundamentals (incomes, employment and population) catch up with 
prices. These sideways price trends have historically lasted for 5 to 7 years. 

Chances of a precipitous overnight drop in property values are extremely remote, unless 
you happen to discover that your house sits on a toxic waste dump. Furthermore, history 
tells us that if homeowners are prepared to ride out a drop in price or sideways movement 
for 5 to 7 years, they can almost always catch the next upswing in the housing cycle. It 
may take a while for market fundamentals such as income and employment growth to 
catch up with real-estate prices that have gotten ahead of themselves, but inevitably they 
will.  

-- Michael Sklarz is the chief valuation officer for Fidelity National Information Solutions 
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and a consulting economist to The Federal Reserve Bank of San Francisco. Norm Miller is 
holder of the West Shell, Jr. Professorship of Real Estate at the University of Cincinnati.
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