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The Real Estate Bubble 

 
Introduction 
 
 Throughout history there have been many speculative bubbles in 
various markets—tulip bulbs, peanut oil, railroads, tech stocks, and 
now, perhaps, real estate.  There has been much speculation in recent 
months amongst the media, investors, policymakers and analysts that 
the United States real estate market is in a dangerously expanding, 
speculative bubble.  The bursting of this speculative bubble could 
have significant damaging repercussions for the economy, much like 
the internet bubble in which tech stocks inflated and collapsed, 
sending the economy into a tailspin.  But is the real estate market 
really in a bubble or are there merely isolated areas of speculative 
fervor throughout the U.S.?   
 

Thinking Outside the Boxe examined this issue extensively and 
concluded that there are substantial risks to the real estate market 
and the broader economy stemming from the current speculation in 
certain markets throughout the country.  In addition, Thinking 
Outside the Boxe believes that the preponderance of evidence is 
towards a severe speculative bubble surrounding select real estate 
markets rather than a systemic misalignment between real estate 
prices and fundamental value.  
 
Background  
 
 To begin, it is important to understand a basic financial 
concept.  The fundamental value of any asset is the sum of the 
present value of the cash flows expected to accrue to the owner of 
that asset, discounted at the appropriate rate to reflect investor 
preferences and risk.  Financial assets, such as stocks that may pay 
dividends or bonds with a coupon payment, may be valued by 
discounting the future cash flow (dividends or interest) to a present 
value.  A privately-held business may be valued by discounting the 
future cash flows to the owners to a present value.  Likewise, real 
estate may be valued, in theory, by discounting the future rental 
income or the owner’s equivalent rent to a present value to yield the 
fundamental or intrinsic value.       
 

A speculative asset bubble could be characterized by a 
significantly large and lengthy positive deviation of market prices 
from the fundamental value of the asset.  Unfortunately, there is no 
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model or set of guidelines that quantifies what magnitude of 
deviation constitutes a bubble.  Typically, a substantial deviation 
from the long-run average (a deviation which is not supported by any 
underlying financial or economic fundamentals or is contrary to 
fundamentals) is a useful measure in assessing the potential for an 
asset price bubble.   

 
For example, the real estate market has experienced price 

appreciation at a rate that far outpaces the growth in implied rental 
values with the price-rent ratio roughly 18% higher than the long-run 
average.  As John Krainer indicates in “House Prices and Fundamental 
Value” from the October 1, 2004 FRBSF Economic Letter, the U.S. 
price-rent ratio (the existing home sales price index published by 
the Office of Federal Housing Enterprise Oversight divided by the 
owner’s equivalent rent index published by the Bureau of Labor 
Statistics) has increased dramatically over the last three years from 
roughly 1.1 to nearly 1.3.  Mr. Krainer concludes the following with 
respect to the current level of the price-rent ratio: 

 
The price-rent ratio for the U.S. and many regional markets is 
now much higher than its historical average value…We found that 
most of the variance in the price-rent ratio is due to changes 
in future returns and not to changes in rents.  This is relevant 
because it suggests the likely future path of the ratio.  If the 
ratio is to return to its average level, it will probably do so 
through slower house price appreciation. 

 
Recent Real Estate Trends 
 
 To be sure, the U.S. real estate markets have experienced a 
significant increase in prices, particularly over the last year.  
According to the Office of Federal Housing Enterprise Oversight 
(OFHEO), the real estate market has appreciated by 5.4% annually on 
average over the last ten years.  Since the bursting of the 
speculative bubble surrounding technology stocks in 2000, however, 
house prices have appreciated by an average annual rate of 7.4%.  
Since the beginning of the recession during the first quarter of 
2001, house price appreciation has averaged 7.1% annually1.   
       
 The strength of real estate appreciation has been confirmed by 
the National Association of Realtors, whose data indicates that home 

                                                        
1 “House Prices and Fundamental Value,” John Krainer, Federal Reserve Bank of San 
Francisco Economic Letter, Number 2004-27, October 1, 2004. 
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sales have experienced significant gains in 2005.  During the first 
half of 2005, total existing home sales have experienced consistent 
year-over-year growth in the range of 4-5% each month.  In fact, the 
second and third highest levels of homes sales ever recorded occurred 
in April and July of this year.   
 

The median national existing-home price has increased by double 
digits on a year-over-year basis and stands at roughly $218,000 as of 
July 2005 (up 14% from $191,000 in July 2004).  The prices of 
condominiums have also experienced phenomenal growth, increasing at 
double digit rates between 11-18% throughout the first half of the 
year on a year-over-year basis to roughly $219,000.  For 2003 and 
2004, the median sales price of existing single-family homes 
increased by 7.5% and 8.3%, respectively.  Though total existing home 
sales have been strong, perhaps suggesting a natural increase in 
demand as opposed to a speculative bubble, price appreciation has 
increased at a much more rapid rate during the period, perhaps 
indicating a shortage of supply for the level of demand.  However, 
there has been no indication of an imbalance between supply and 
demand in the real estate markets which would account for the rapid 
increase in real estate prices.   
 
 The rapid price appreciation that has characterized U.S. real 
estate markets and suggested the development of a speculative bubble 
has been more pronounced in many local markets.  In the Myrtle Beach 
(Horry County), South Carolina area, sales of new condominiums 
increased by 400% in the first quarter of 2005 on a year-over-year 
basis, according to Market Opportunity Research Enterprises as quoted 
in Realtor Magazine.  The number of resale condos doubled during the 
first quarter on a year-over-year basis with the median price for 
resale condo units increasing by 25% to $138,900 from $111,000.  The 
median price for new condos increased 35% to $164,900 from $122,040 
during the first quarter on a year-over-year basis.   
 

In Miami, Florida, where there are more than 11,000 residential 
units under construction in the downtown area alone, 23,000 
additional units approved, and 27,000 units planned2, investors have 
witnessed an increase in the median sales price from $189,800 in 2002 
to nearly $316,000 in the first quarter of 2005.  The median sales 
price in Miami increased by 19.4% in 2003 and 22.2% in 2004.  For the 

                                                        
2 “Sun starts to set on Florida housing boom,” Andrew Ward, The Financial Times, 
July 16, 2005. 
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first quarter of 2005, the median sales price had increased by 13.9% 
from the 2004 level.   

 
Orlando, Florida has also experienced a rapid price appreciation 

for existing homes with the median increasing 6.22% in 2003, 16.9% in 
2004, and 14.6% for the first quarter 2005 to $194,400. 

 
Overseas investors have been attracted to Florida real estate 

for second homes as a result of the comparative pricing differentials 
between property there and other vacation destinations throughout the 
world.  Vacation properties on the French Riviera average, for 
instance, about $1,500 per square foot as compared to $500 per square 
foot in South Florida.  In addition, foreigners perceive American 
real estate markets as a safe investment climate, insulated from the 
risks associated with their domestic economies.   
 
 In the mid-west, prices of downtown condos in Chicago have 
increased 34% over the last five years to $349,000.  Chicago is third 
in the number of new units being added this year, behind Miami and 
San Diego3.  
 
What Others Are Saying  
 
 The above factors have led many prominent policymakers, 
investors and analysts to believe that there is, indeed, a bubble in 
the United States real estate market.  Though there is some 
disagreement over the extent and degree of the misalignment between 
prices and fundamental value, the belief that a speculative bubble or 
irrational exuberance exists is widely shared.  Many analysts and 
investors believe that the fervor in real estate markets is most 
pronounced with respect to investment properties such as vacation 
homes or condominiums, particularly those that are classified as 
rental properties.  These individuals vary in their opinions as to 
the severity and potential impact of a deflation of the bubble 
surrounding the real estate market upon the broader economy.   
 

Warren Buffett offered his thoughts on the real estate market to 
CNBC in June, indicating that he believed the imbalances in the real 
estate markets could be dangerous.  With a number of factors working 
together to fuel the real estate bubble, including lax lending 
practices, low interest rates, and the herd mentality (often a sign 

                                                        
3 “The Prick That Bursts The Housing Bubble,” A. Gary Shilling, Forbes.com, July 21, 
2005. 
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of an asset price bubble), he said “that would lead me to believe 
that—certainly at the high end—people who buy houses today may have 
some periods when they regret it.”4     
   
 John Calverley, chief economist at American Express, warned that 
the housing market bubble was continuing to expand, with values in 
the north-east, California, and Hawaii increasing at rapid rates.  
Mr. Calverley suggested that the current bubble is likely to grow and 
spread even further throughout the U.S., citing warning signs such as 
media frenzy, relaxed lending policies at banks, and “condo 
flipping.”  He also suggested that the continued inflation of the 
bubble would lead to a much harder landing when the bubble finally 
bursts5. 
 
 Even Alan Greenspan, Chairman of the Federal Reserve, has 
expressed concern regarding the robust activity in the housing 
markets.  In testimony before the Joint Economic Committee, U.S. 
Congress, on June 9, 2005, he stated the following6: 
 

That said, there can be little doubt that exceptionally low 
interest rates on ten-year Treasury notes, and hence on home 
mortgages, have been a major factor in the recent surge of 
homebuilding and home turnover, and especially in the steep 
climb in home prices. Although a "bubble" in home prices for the 
nation as a whole does not appear likely, there do appear to be, 
at a minimum, signs of froth in some local markets where home 
prices seem to have risen to unsustainable levels. 
 
The housing market in the United States is quite heterogeneous, 
and it does not have the capacity to move excesses easily from 
one area to another. Instead, we have a collection of only 
loosely connected local markets. Thus, while investors can 
arbitrage the price of a commodity such as aluminum between 
Portland, Maine, and Portland, Oregon, they cannot do that with 
home prices because they cannot move the houses. As a 
consequence, unlike the behavior of commodity prices, which 
varies little from place to place, the behavior of home prices 
varies widely across the nation. 
 

                                                        
4 “Buffett warns on real estate bubble,” Alistair Barr, MarketWatch, June 23, 2005. 
5 “Housing market bubble ‘set to spread,’” Jim Pickard, The Financial Times, July 
20, 2005. 
6 Testimony of Chairman Alan Greenspan, The economic Outlook, Before the Joint 
Economic Committee, U.S. Congress, June 9, 2005. 
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Speculation in homes is largely local, especially for owner-
occupied residences. For homeowners to realize accumulated 
capital gains on a residence--a precondition of a speculative 
market--they must move. Another formidable barrier to the 
emergence of speculative activity in housing markets is that 
home sales involve significant commissions and closing costs, 
which average in the neighborhood of 10 percent of the sales 
price. Where homeowner sales predominate, speculative turnover 
of homes is difficult. 
 
But in recent years, the pace of turnover of existing homes has 
quickened. It appears that a substantial part of the 
acceleration in turnover reflects the purchase of second homes--
either for investment or vacation purposes. Transactions in 
second homes, of course, are not restrained by the same forces 
that restrict the purchases or sales of primary residences--an 
individual can sell without having to move. This suggests that 
speculative activity may have had a greater role in generating 
the recent price increases than it has customarily had in the 
past… 
 
…Although we certainly cannot rule out home price declines, 
especially in some local markets, these declines, were they to 
occur, likely would not have substantial macroeconomic 
implications… 

 
Something to Ponder 
 

To illustrate the dangers of the rapid, unsustainable rise in 
prices of certain properties, consider the following example.  John 
Doe, a real estate investor/speculator, acquired a 700 square foot, 
one bedroom condominium on the oceanfront at a preconstruction price 
of $150,000.  After the project is built, the unit is placed on the 
on-site rental program with the rental management company.  
Typically, this condo would rent on a daily or weekly basis and could 
be expected to gross $30,000 annually.  This implies a price to rent 
ratio of 5.  The expenses associated with this rental property are 
illustrated in the following table. 

 



    

Thinking Outside the Boxe 
A Division of Global Financial Analysts, Inc. 

PO Box 6895 
Myrtle Beach, SC  29572 

www.thinkingoutsidetheboxe.com 
Copyright 2005 Thinking Outside the Boxe 
 

The Real Estate Bubble 
Publication Date: August 2005 
Page 7 

Rental Property Income Calculation
Gross Rents $30,000
Expenses

Management Fee of 40% $12,000
Regime Fees @ $300/month $3,600

Utilities $1,200
Maintenance $500

Insurance $500
Taxes $2,200

Total Expenses $20,000

Net Income $10,000  
 
Based on the above example, the investor would expect cash flow 

of $10,000 per year from the rental property.  Assuming the investor 
paid cash for the condo, the return on the investment would be 
roughly 6.7% (ignoring the impact of taxes).  This return alone, 
without consideration of capital gains, would be higher than the 
return on many bonds and would be better than the return in the 
equity markets the last several years, on a risk adjusted basis.  
Now, assume the investor mortgages 90% of the value of the property 
($135,000) at a rate 5% for thirty years, resulting in a $725 monthly 
mortgage payment ($8,697 annually).  The property would still provide 
a positive cash flow of $1,303 annually, even with the mortgage.  
This return, however, is only 1%. 

 
After the first year, John Doe sells the condo to another 

investor for $250,000 (cash).  With the same level of rents of 
$30,000, the price to rent ratio increases to 8.3.  The property 
still manages to generate net income of $10,000, resulting in an 
unlevered return of 4%.  Depending on the risk level of the investor 
and the investment preferences, the level of return may be sufficient 
as compared to other investments that could offer a comparable or 
higher rate of return.  If the investor were to finance 90% of the 
$250,000 purchase price (at the same terms as John Doe), the monthly 
mortgage payment increases to $1,208 or $14,494 annually.  This 
results in a negative cash flow to the investor of -$4,494 on an 
annual basis.  The investor may use this for tax benefits to shelter 
income from other sources while also building equity in the 
investment property.   

 
But now let’s assume that this investor then decides to sell the 

condo after a year to another investor for $350,000 (cash).  The 
rents stay the same at $30,000, resulting in a price to rent ratio of 
11.7 or twice the initial level.  The unlevered return, assuming 
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$10,000 net income annually, decreases to 2.9%.  The investor 
mortgages the property for 90% of the purchase price, resulting in 
monthly payments of $1,691 ($20,292 annually).  This results in a net 
loss to the investor of -$10,292 annually.  Once again, the investor 
could use this loss to offset other income for tax purposes. 

 
This process could continue as long as there were buyers willing 

to accept a much lower return with each acquisition at a higher 
price. But the question remains—is the condo in the example 
representative of an asset in an inflating bubble?  To answer that, 
we must consider several factors.  First, the price to rent ratio 
doubled in the matter of two years.  It is unlikely that rents would 
increase to the level required to return the price to rent ratio to 
its initial level of 5.  To accomplish this with the market price of 
the condo at $350,000 would require the rental income to increase to 
$70,000.  It is sufficient to say that this is highly unlikely; 
therefore, the price of the condo would have to deflate substantially 
to return the price to rent ratio to a more normal and more 
sustainable level.  

 
Second, what is the actual fundamental value of the investment 

property?  Recall that the fundamental value of an asset can be 
estimated by the sum of the present value of the future cash flows 
discounted at an appropriate rate to reflect risk and return 
characteristics.  Using the previous example, net rental income to 
the property is $10,000 annually (ignoring taxes).  We will assume 
that the rents grow by 2% annually to account for inflation.  The 
formula for the fundamental value is  

 
V=(Rents x (1+Growth Rate))/(Discount Rate-Growth Rate). 

 
The following table calculates the various fundamental values 

using several discount rates.   
 

Fundamental Value Calculations
Net Rental Income $10,000 $10,000 $10,000 $10,000

Growth Rate 2% 2% 2% 2%
Discount Rate (Required Return) 10% 8% 6% 4%
Implied Fundamental Value 127,500$  170,000$  255,000$  510,000$  

 
As the table illustrates, the fundamental value at a 6% required 

return is $255,000, roughly in line with what the investor paid John 
Doe to acquire the condo.  As the price increased beyond $250,000 the 
return decreases substantially.  At the 4% required return, roughly 
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the return on Treasury bonds, the condo’s fundamental value increases 
to over $500,000 (implying a price to rent ratio of 16.7).  However, 
at this level the risk associated with the investment likely does not 
prove adequate for the return.  Why would an investor invest in real 
estate, which bears a much higher degree of risk than risk-free 
Treasuries, for a level of return that is equal to or below that of 
Treasuries?  Clearly, this investment would not be on the efficient 
frontier. 

 
It is also interesting to note that the real estate markets may 

suffer from significant inefficiencies.  Based on the fundamental 
value of the rental properties, the condos that are being sold at 
preconstruction discounts are significantly below the appropriate 
implied prices (much like the IPOs of many tech stocks during the 
internet investment frenzy), allowing for significant gains to those 
who invest early (often times the realtors selling the condos acquire 
units personally, giving rise to accusations of a form of insider 
trading).  It would seem that the developers could easily increase 
the preconstruction prices (offer less of a discount) to a level that 
is nearer the estimated fundamental values.  This could eliminate 
some of the inefficiencies.  Second, the real estate markets are 
influenced by the appraised value of properties.  In a period of 
investment speculation where prices increase dramatically, an 
appraiser may rely on properties that have been sold at an inflated 
price.  This may artificially inflate the price of other condos being 
appraised.  The process feeds upon itself, prompting further 
increases in prices and allowing for financing at much higher prices 
as well.    
  

In addition, the speculation on condominiums that has occurred 
in many resort areas such as Orlando, Myrtle Beach, and Miami has 
been fueled by real estate investors attempting to “flip” properties.  
The practice involves buying a condo and selling it as soon as 
possible for a capital gain.  In the case of preconstruction 
properties, the condo is acquired at a preconstruction discount and 
held until the construction of the property is completed (which may 
take up to two years).  Once completed, the condo is then sold for a 
considerable gain with very little of the investors’ money actually 
invested.  In many cases, the buyer is ready to acquire the property 
simultaneously as the investor closes, and sometimes the investor 
never actually takes possession of the property. 

 
This “flipping” scheme operates on the greater fool theory (I 

may be a fool for paying this price, but there is a bigger fool to 
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whom I can sell for an even higher price) and is reminiscent of the 
investment frenzy in dotcom stocks in the late 1990s.  With the 
internet stocks, investors ignored the fact that many of those 
companies had no income, no prospect of generating any meaningful 
profits or cash flow, and lacked adequate cash reserves or operating 
cash flow to sustain operations into the future.  Some investors only 
seemed interested in the potential capital gains that could be 
obtained from investing in these stocks (particularly IPOs) that were 
trading at levels that clearly defied financial and economic 
fundamentals.  Just as the income of these tech companies did not 
support the valuations placed upon them in the market, the rents of 
many investment properties currently do not support their lofty 
valuations.  When investors realize that the valuations are far too 
unreasonable, the real estate market for condominium rental 
properties is likely to experience substantial price deflation.  
Since investors are more likely to sell real estate than are owner-
occupiers, the real estate markets in areas such as Orlando or Myrtle 
Beach may be particularly susceptible to a downturn as investors seek 
more profitable opportunities elsewhere.   
 
Conclusions 

      
Thinking Outside the Boxe believes that there is certainly a 

speculative bubble in select real estate markets—particularly those 
related to investment properties such as vacation homes and rental 
condominiums.   

 
As a result of accommodative monetary policy initiated by the 

Federal Reserve following the recession of 2001, low interest rates 
prompted many homeowners to borrow against the equity in their homes.  
This was one factor that fueled the aggressive consumer spending 
during the last few years, which enabled the economy to rebound 
strongly following the terrorist attacks of September 11, 2001.  
However, the low interest rate environment and prevalence of interest 
only mortgages or exotic mortgages (reverse amortization) also 
prompted many consumers to make purchases of real estate that they 
could not afford under normal circumstances.  Many of these investors 
may be forced out of the market by an adverse increase in interest 
rates, resulting in an elevated level of bank foreclosures and 
distressed sales of properties.  Should the market be forced to 
absorb this increase in supply under reduced demand requirements, 
prices would adjust through depreciation in value to a level where 
demand would once again be aligned with supply. 
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Indeed, it should be clear that those individuals investing 
large amounts of money into real estate may suffer a financial 
setback if the real estate bubble were to burst, resulting in a 
correction of prices or deflating to reflect the fundamental value.  
As potentially dangerous would be a prolonged period of stagnant 
prices, prohibiting investors from securing capital gains through a 
sale of the property.  Investors acquiring property through the use 
of significant leverage or exotic debt financing and seeking to make 
a quick profit may also be forced to sell the property at distressed 
prices merely to satisfy the debt associated with the real estate. 

 
As many investors painfully learned as a result of the bursting 

of the speculative bubble surrounding dotcom stocks in 2000-2001, the 
value of assets cannot rise indefinitely with disregard to underlying 
fundamentals in the mistaken belief that speculative fervor will 
produce continued capital gains.  The greater fool theory finally 
came to an end when investors realized the folly of investing in many 
of the now defunct internet companies.  If the speculative bubble 
surrounding some real estate markets does burst, as we suspect it 
will, there will be quite a few fools left holding the bag this time 
around as well.    
 


