
  

Housing Crisis 102012.pdf                                                                                                                                       1 of 12 
  
© 2012 Atul V. Minocha, CrazEconomics  www.CrazEconomics.com 
 

 

 
Housing Crisis 

 
Abstract 

 
By most accounts, housing crisis in the United States was “ground zero” for 

the global economic crisis.   
 
In this paper we analyze different causes of this bubble and provide 

telltale indicators that may help us know the present state of the housing market 
and prepare us against future housing (and other) bubbles.  By studying basic 
drivers of the housing market, we present a simple but effective way to estimate 
future demand for homes. 

 
And finally, we propose 4 Craz-E ideas to solve the current housing crisis.  

Some of our ideas also have salutary effects that go beyond the housing market 
and also improve the overall economy and taxation. 

 
   ___________________________ 
  
Bubbles in financial assets are said to occur when asset prices are 

significantly higher than their supposed intrinsic value.  As one can imagine, it is 
not easy to determine what “intrinsic value” of an asset is, or should be.   And 
therefore, bubbles are identified definitively only after the fact i.e. after they 
have burst! 

 
The primary purpose of this paper is to set the stage for understanding the 

current housing crisis and to explore possible solutions for the same. 
 
 

Demand and Supply 
 
In simple economic terms, assuming a competitive market, price of an 

asset is set by forces of demand and supply. We can further build on this simple 
model and state that demand for houses is driven by certain basic needs and for 
certain basic functions that a home provides – mostly a place to live and/or raise 
a family – and is therefore largely influenced by demographics.   

 
In a competitive market place, supply of houses will generally track 

demand for houses keeping prices stable. 
 
There are 4 core demographic factors that influence demand for homes - 

birth, death, marriage and divorce.  In the last 35+ years, birth and death rates 
have stayed more or less constant as shown in Chart 1 (all rates have been 
normalized to a base of 1 in 1975).   
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It is fairly obvious that increasing birth rate has a positive effect on housing 
demand (albeit with a significant lag), and increasing death rate has an 
opposite effect.  An increasing marriage rate reduces the demand for homes as 
two adults living separately come together to form one household, whereas an 
increasing divorce rate increases the demand for dwelling units.  Interestingly, 
both marriage and divorce rates have tracked each other and have been 
coming down since the early ‘90s effectively negating each other’s effect.   

 
Thus, we can conclude that these 4 core factors are in balance keeping 

the average family size nearly constant at around 2.5.  Demand for homes, 
based solely on these 4 core factors, can thus be estimated simply by knowing 
the population. 

 
In 2012, according to the CIA Factbook, US birth rate is estimated to be 

13.68 per population of 1000, whereas death rate is estimated to be 8.39 per 
population of 1000.  This leaves a net population growth rate of 5.29 per 
population of1000 or .529% based on just the core demographic factors. 

 
An additional factor to consider is immigration.  Oblivious to the polarized 

debates on this subject that have been going on for some time, immigration into 
the US has held more or less steady at about 1 million per year since the start of 
this century.  With our current population of about 315 million, this adds another 
.32% to the population growth rate.     

 
The yellow line in Chart 2 reflects the primary demand for homes based on 

population growth and average family size.   Based on demographic factors in 
place, we have also estimated the demand for homes through the rest of this 
decade.   
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The green line in the same chart reflects number of homes in existence 

since 1965.  The gap between the two lines is mostly due to two factors – 
demand for 2nd or vacation homes that is largely dependent on the state of the 
economy, and homes that are “unoccupied”.  In a dynamic society and 
marketplace, there are always a certain number of homes that are unoccupied 
as they are in the process of being remodeled or sold.  However, in times like the 
present, this number goes up due to foreclosures. 

 

 
In addition to the basic drivers of demand for houses, there can be other 

motivational forces influencing demand.  For example, back in the early 1990’s, 
lending standards were revised downward to promote greater home ownership 
among households with below-median income.  The origin of the idea was 
probably noble – i.e. increase wider participation in “the American dream”.  
However, its implementation at the lender level was not as effective.  To meet 
revised targets of lending, banks had to relax their own risk standards while 
evaluating borrowers.  This was further exacerbated and enabled by the fact 
that lending institutions could simply transfer their loans to Freddie Mac and 
Freddie Mae – the two “government sponsored enterprises (GSE)” created to 
provide liquidity in the mortgage market.  Since these GSE’s are quasi-
private/quasi-government bodies, they are entitled to operate as profit making 
businesses, with one crucial advantage most businesses do not enjoy – that of 
having their losses covered by the federal government.  This essentially removed 
the normal checks-and-balance a free-market system provides.  
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The current housing crisis can also be attributed in part to the low interest 
policies instituted to deal with the Internet bubble as well as the impact of 9/11. 
As a result, mortgage rates came down, and people were able to afford bigger 
homes for the same monthly outlay. 

 
The third factor feeding the housing bubble was the insidious effect 

rapidly increasing prices have on generating a new type of demand – that from 
speculators.  Normally, one expects increasing prices to lower demand.  
However, if prices of an asset class start rising rapidly, a new class of buyers – 
speculators - jump in counting on the “greater fool theory”.  They don’t mind 
buying an asset even at a high price because they speculate, correctly until the 
bubble bursts, that they will be able to find someone willing to pay an even 
higher price in the future. 

 
Low interest rates had another effect in the market place that can be 

considered the fourth factor that fueled this bubble.  For investors and 
investment banks alike, it created incentives to seek and create engineered 
financial products with incrementally higher yields.  By slicing and dicing 
mortgages into bundles, the theory went that it reduced risk for investors.  
Investment banks were able to resell these bundled mortgages to investors to 
keep the pump primed and make more money available for more mortgages. 
However, this theory of mixing mortgages to reduce risk went only so far as long 
as overall default rate stayed consistent with its recent past.   Once the default 
rate exceeded “normal” expectations, these engineered financial products 
began to unravel leading to the wider economic crisis affecting all banks and 
insurance companies that had been involved in insuring these mortgages and 
related products. 

 
 

Bubbles – Can We See Them? 
 
Wouldn’t it be wonderful if we could tell the start and end of an 

economic bubble?  Unfortunately, we can’t.  At least not definitively until they 
have been formed and burst. 

 
As we write this in fall of 2012, a related question can be asked: has the 

housing bubble fully burst and are we now on stable ground? 
 
Let’s try to answer this question two different ways.   
 
First, let’s look at “home price index” and “rent index”.  People may not 

admit this readily, but most of us buy homes not only because of our needs but 
also to satisfy our wants.  Thus, the demand reflects both needs and wants.  On 
the other hand, the rental market is driven largely by people who make their 
choice almost entirely on what they need with very little of the want-factor.   
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By bringing the two indices to a common base (Q1 1984 = 100), we can 
see how the two have tracked over the years.  The yellow line in Chart 3 is the 
Bureau of Labor Statistics (BLS) Rent Index and the blue line is the Federal Housing 
Finance Agency’s (FHFA) Home Price Index.  As can be seen very clearly, the  

 
two indices tracked each other very well until about 2000.  Then, home prices 
started going up much faster than rents.  This essentially indicated that the want-
factor in home buying began operating on steroids.  Whether fueled by low 
interests rates, questionable over-selling of mortgage by lenders or some other 
social factor that pushed everyone into a cycle of “keeping up with the 
Joneses”, the housing bubble began to form at the start of the this new century.  
It reached its peak towards the end of 2006, and then the air started coming out 
of this bubble. 

 
If we accept the above hypothesis that rent index reflects our needs and 

home price index reflects the additional want-factor, we would conclude that 
we are nearing normal times.  As of end of Q2 2012, home prices are still a little 
above where they should be for us to feel confident that the bubble has fully 
burst. 

 
Let’s take a look at this another way.  For most of us, a home is not only 

our largest purchase; it also takes the largest chunk of our incomes.  Thus, all 
other factors remaining unchanged, it stands to reason that home prices 
correlate strongly with income levels.  By plotting the ratio of home price index 
and median incomes in Chart 4, we can see this correlation holding steady all 
the way up until 2000 or so.   For reasons stated earlier, home prices started 
shooting up much faster than incomes of people.  In hindsight, this was another 
clue pointing to a housing bubble in formation. 
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This same chart also tells us that by the end of 2011, we had reached 
about three quarters of the way down to where we should be in terms of the 
ratio between home price index and median income.  Keep in mind that this 
gap can be bridged two different ways – falling home prices and/or rising 
incomes. 
 

By plotting the same data for the four states - Arizona, California, Florida 
and Nevada (fondly known as the “sand states”) - that experienced the most 
extreme impact of this bubble, we see a very similar phenomenon (Chart 5).  
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Based on this chart, as of end of 2011, Arizona and Nevada seem to have 

reached their normal zone, whereas California and Florida are working their way 
towards it. 

 
Thus, based on two different sets of data, we believe we are close to the 

bottom of the present housing crisis. 
 
 

How to Fix It 
 

Being close or even at the bottom is different from being in a recovery or 
in an upswing.  While just coasting along the “bottom” is better than free falling, 
we all are rooting for an upswing in home prices and the housing market.  For this 
to happen, the gap between supply and demand of homes has to narrow.  This 
simple economics idea leads us to our first Craz-E idea… 

 
 
Craz-E Idea # 1: 

 
Stop building new homes for a few years. 
 
In Chart 2 above, we plotted demand and supply of homes.  Based on 

demographics, we also projected future demand for homes.  One simple way to 
narrow the gap between the supply and demand is to allow the supply to 
stagnate for a few years.  This is reflected in the red line in Chart 6 below. 

 
 



  

Housing Crisis 102012.pdf                                                                                                                                       8 of 12 
  
© 2012 Atul V. Minocha, CrazEconomics  www.CrazEconomics.com 
 

 

With the demand line increasingly steadily due to demographics, we can 
reduce the gap between supply and demand if we do not build any new homes 
for, say, next three years.  This is reflected in the flat portion of the red line in 
Chart 6 above. 

 
By bringing the supply closer to the demand, we will put the housing 

market on a firmer footing and also set the stage for home prices to rise again in 
a sustainable fashion. 

 
To achieve this, we may have to give some sort of an incentive to 

homebuilders to not build for three years.  This may take a form similar to 
agricultural subsidies (approximately $20 billion each year) that have been in 
place for almost 80 years now and were put in place for essentially a similar goal 
of putting a “price floor” under certain crops ensuring prices did not fall below a 
certain point. 

 
Construction workers, on the other hand, can easily be hired to rebuild 

and repair schools, roads, bridges, and airports etc. – all of which are in serious 
need of improvement in the United States.  (We know this is a controversial topic 
as it will increase our deficit and debt.  We plan to address it next in a separate 
paper.  For now, let’s just ask the rhetorical question: “Would you not fix your 
leaking roof only because you already had a car loan & a home mortgage?”) 

 
 

Craz-E Idea # 2: 
 

Reduce mortgage balance (i.e. principal) of homes that are 
“underwater”. 

 
One of the primary reasons housing 

crisis escalated into an economic crisis 
well beyond the shores of the United 
States is because consumer demand was 
negatively affected by reduced or 
elimination of equity (i.e. wealth) for most 
Americans.  By reducing mortgage 
balance, rebuilding of equity and wealth 
will get a jump-start that will, in turn, help 
consumers go back to creating demand 
for goods leading to overall economic 
growth.  See Chart 7. 

 
Many arguments against this idea can and have been made.  One 

potential objection is phrased as “if someone over paid for their home, they 
should continue to pay the price for their mistake”.  Accountability is a good 
thing and should be respected.  However, it is a two-way street.  Lenders had the 
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responsibility for ensuring the houses were properly valued before extending 
loans against them.  In fact, almost all mortgages were supported by 
independent home valuation surveys conducted by professionals hired by the 
lender.  Thus, now that the bubble has burst and home prices fallen, one cannot 
just blame the borrowers for “over-paying” in the first place.  At a minimum, the 
lenders were complicit in this act, and in the case of sub-prime lenders one may 
even place greater share of the blame at the feet of the lenders. 

 
Another argument that is often heard against the idea of principal 

reduction is built around moral hazard.  “What about the conservative neighbor 
who did not over pay and/or paid significant down-payment on the house and 
therefore is not a potential beneficiary of this Craz-E idea?” goes the line of 
reasoning.  The first, and more common, rebuttal is that sometimes an offender 
needs to be bailed out to save the greater neighborhood.  For example, if an 
apartment catches fire due to a smoker not following common-sense rules, it is 
prudent to save the apartment and the building for the greater good of the 
society.   

 
Our second, and more forceful rebuttal to this comes in the form of a 

proposal to modify the tax code for those benefitting from this principal 
reduction.  All those who take the benefit of having their principal reduced to 
the extent their homes are no longer “underwater”, should forego mortgage 
interest deduction from their taxes for the rest of their lives.   

 
This idea essentially gives the benefit to an underwater homeowner today, 

but makes him/her pay for it through higher taxes.  By structuring it this way, 
potential moral hazard is also removed as the good neighbor who does not 
partake in principal reduction, continues to benefit from current reduced taxes 
due to mortgage interest deduction. 

 
This idea has an additional benefit of at least reducing the mortgage 

interest deduction benefit that most economists and policy wonks consider to be 
bad policy anyway.  As an historical tid-bit, mortgage interest rate deduction 
was first allowed in the US in 1913 and was targeted the top 1% earners, as a step 
towards simplification.  Now, a hundred years later, it has become a tool for 
promoting home-ownership and become an unnecessary complication. 

 
Our calculations (see Table 1 on the following page) show that this idea is 

perhaps one of the least expensive ways to not only address the current housing 
problem but also make a positive impact on overall economy while improving 
the current tax structure.  

 
According to the latest (Q2 2102) Negative Equity report from Core Logic, 

22.3 percent of homes with mortgages are underwater.  Since states with higher 
priced homes were more severely hit by the bubble, we have assumed that 25% 
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of the total outstanding home mortgage value is with homes that are 
underwater.  This amounts to $2.16 trillion.   

 
The same Core Logic report also estimates the value of total negative 

equity at $691 billion.  Assuming that only 67% of owners with homes underwater 
decide to accept principal reduction at the cost of higher future taxes, we 
estimate that the government will increase its tax collection by over $25 billion 
per year.  

 
If the burden of 

principal reduction 
(amounting to $463 billion 
with 67% participation rate 
assumed) were to be evenly 
split between the 
government and the banks – 
which we suggest is only fair 
as the banks do need to take 
some responsibility for 
irresponsible lending – it will 
take the government less 
than 10 years to recoup its 
upfront investment in offering 
principal reduction.  In short, 
it will cost the government 
only a small fraction of over 
$900 billion that has been 
budgeted/spent for helping 
distressed homeowners thus 
far.  Best of all, much of what 
is spent on our idea will be 
recouped through higher tax 
collection. 

 
It also stands to reason 

that most homes that are 
currently underwater are 
owned by people who have 
about 15 to 20 years of 
productive (and tax paying) 
life ahead of them.  Those 
much older likely started out 
with significant down payments on their homes that never got “underwater”; 
and those much younger will likely prefer to continue to benefit from mortgage 
interest deduction instead of taking a principal reduction today.   

 

Description
$        

(in billion)

Wt Avg Marginal Tax Rate (incomes >$46251)1 26.74%

Avg 30-Year Fixed-Rate Mortgage Rate (2000-2006)2 6.50%

30-Year Fixed-Rate Mortgages (Q3 2012)3 3.50%

Total Mortgage value4 $8,635.3

Value of negative equity4 $691.0

Percent of Total Mortgage Value Underwater5 25%

Total Mortgage Value of UnderWater (UW) homes $2,158.8

Interest Payments (all UW Mortgages) $140.3

Reduction in Tax Collection (all UW Mortgages) $37.5

Assumed % Home Owners Taking Principal Reduction6 67%

Revised Mortgage Value (previously UW homes) $983.4

Revised Interest Payments (previously UW homes) $34.4

Reduction in Tax Collection  (previously UW homes) $9.2

Mortgage Value (still UW homes) $712.4

Interest Payments (still UW homes) $46.3

Reduction in Tax Collection (still UW homes) $12.4

Increase in Tax Collection (with Mort Int Ded eliminated) $25.1

Cost sharing between Govt and Banks6 50%

Years to recover net cost to govt 9.2

Notes

Table 1:  Craz-E Idea #2 Calculations

1. Assumed those earning less than $46251 have very little home ownership and 
do not itemize deductions
2. From www.freddiemac.com.  Assumed most homes underwater were 
purchased between 2000-2006

3. From www.freddiemac.com

4. From Core Logic Negative Equity Report (Q2 2012)

5. Estimated based on data from Core Logic Negative Equity Report (Q2 2012)

6. Assumption



  

Housing Crisis 102012.pdf                                                                                                                                       11 of 12 
 
© 2012 Atul V. Minocha, CrazEconomics  www.CrazEconomics.com 
 

 

 
 

Craz-E Idea # 3: 
 

Use Eminent Domain (as first proposed by San Bernardino County, 
California) to recapture underwater mortgages but with the caveat of 
elimination of mortgage interest deduction for those participating.  

 
Eminent Domain is legal authority vested upon a government to take 

ownership of private property in the interest of broader public good after making 
fair and just payment to the property owner.  San Bernardino County, facing its 
own bankruptcy due to falling property prices (& tax collection), and having run 
out of patience observing banks do virtually nothing to alleviate the problems 
faced by underwater homeowners, decided to explore Eminent Domain.  

 
Considering that mortgages are “assets” on the books of banks, one can 

easily see why and how this could be used for the purpose.  The simple idea is to 
take possession of these underwater (and perhaps non-performing) mortgages, 
write them down to values commensurate with current home values on which 
they are based, and turn them over to a fresh set of lenders.  This will immediately 
turn underwater mortgages to normal mortgages with some positive equity, 
keep homeowners in their homes, reduce their principal and mortgage 
payments, and make these non-performing mortgages performing again.  The 
idea has an obvious appeal. 

 
By adding the condition of eliminating mortgage interest deduction for 

those benefiting from this, one big criticism of moral hazard is taken away.  Plus, it 
also sets the stage for a stronger fiscal health of the nation by increasing its tax 
collection. 

 
 

Craz-E Idea # 4: 
 

Offer incentives for purchase of second- or vacation-homes and to 
foreigners to purchase homes in the United States. 

 
The government could offer a tax credit program enabling cash buyers of 

second homes to deduct, say 10% of purchase price from their taxes for first 3 
years of ownership. This will create new demand and provide pricing support to 
the overall market. 

 
As we write this, the US Senate is considering a bi-partisan bill that will offer 

green cards to those buying a home above a certain value.  This is likely to 
provide support to major home markets like Miami, New York, San Francisco etc. 
that hold natural attraction to foreigners and have been particularly hard hit 
during this housing crisis.  
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In conclusion, our analysis shows that the present housing crisis has been in 

the making for some time, and due to confluence of many factors contributing 
to it, it has also been one of the most severe in recent history.  Conventional tools 
and policies have “stopped the bleeding”, but are not being effective in leading 
us back to good economic health.   

 
Hence, we believe, it’s now time to consider some of the more creative 

ideas like the ones we have proposed here. 


