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Housing Price Bubble and Leverage

1. Between 2000 and 2006 U.S. real home prices increased by 
around 80 percent, which has no precedent in the U.S. over 
the past 100 years

2. The ratio of home prices to incomes suggests home prices 
are presently15-30 percent overvalued

3. Mortgage lending standards declined precipitously thereby 
contributing to the bubble

4. Speculative activity in housing was rampant

5. Consumers have become over-leveraged
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A History of Real U.S. Home Values (1890-
2006)
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INVESTMENT HOMES SHARE OF TOTAL HOMES PURCHASED
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Household Debt has Ballooned
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U.S. Household Savings and Debt Service Payments
% of disposable personal income

-4

-2

0

2

4

6

8

10

12

1985 1987 1989 1991 1993 1995 1997 1999 2001 2003 2005

(P
er

ce
nt

)

10.50

11.00

11.50

12.00

12.50

13.00

13.50

14.00

14.50

15.00

Personal Savings Rate Debt Service Payments

Source: Federal Reserve

 



10

Outlook for Home Prices

1. Home prices at the national level are already declining

2. The housing market is presently in a situation of chronic 
oversupply

3. Adjustable Rate Mortgages are due to reset at a high rate in 
2008

4. Mortgage lending conditions have dramatically tightened

5. Future prices suggest price declines in major U.S. cities of 
between 10-15 percent over the next two years.
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Mortgage Lending Conditions are Tightening

 



House price Declines Implied by Case-Schiller Futur e Contracts
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Excessive Lending and Risk Taking was not confined to housing

• Sub-prime lending practices characterized credit card, auto 
loans, and home equity lending.

• Leveraged lending and junk bond markets ballooned

• Lending spreads were dramatically compressed

• Counterparty risk increased dramatically as the credit 
derivative market exploded
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A Major Credit Crunch

• The spread between bank lending rates and policy rates is as 
wide as it was in August 2007

• The current credit crunch is very much worse than the 1998 
LTCM crisis

• Credit conditions are being tightened for both mortgage and 
non-mortgage lending

• Securitization has led to a lack of transparency that is 
causing markets to seize up

• Large Off-Balance Sheet Bank activity is compounding the 
credit crunch
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U.S. Asset Backed Commercial Paper
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