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U.S. Housing Outlook: Popping Bubble Fears
 » Many fear a new housing bubble is developing despite the hard lessons of the Great Recession.
 » The price gains are concentrated among metro areas where prices lost significant ground during the correction.
 » A house price correction would be less damaging to the broader economy than it was in 2008.

House prices are rapidly appreciating, potential buyers are girding 
themselves for bidding wars, and investors are snapping up properties in 
bulk. Under these circumstances, there is little wonder that many fear a 
new housing bubble is developing despite the hard lessons of the Great 
Recession. These fears are not entirely misplaced: Given the devastating 
impact overinvestment in housing had on the entire economy and the 
soft recovery, another housing correction would have very bad conse-
quences. However, notwithstanding house price growth that by some 
measures is as exuberant as in 2005, conditions are much better bal-
anced today and the likelihood of another house price bubble bursting 
is small. Whereas in 2005 housing was plentiful and vastly overpriced 
across the nation, today housing is fairly valued and, even with demand 
softer than it was eight years ago, undersupplied.

House prices are indeed rising as quickly, but the gains are concen-
trated among metro areas where prices lost significant ground during 
the correction. Single-family house price appreciation exceeded an 
annualized 16% in the first quarter, according to the U.S. Case-Shiller 
index, and stood 10% above its year-ago value (see Chart 1). More re-
cent monthly data show acceleration, rather than slowing.

Several regions are driving appreciation in the U.S. index (see Chart 
2). Price growth is exceptionally rapid in western metro areas. Prices 
in Phoenix, Las Vegas, the San Francisco Bay Area, and Sacramento 
are appreciating at double the national pace. California house price 
growth is nearing the record pace hit during the housing boom. In 
Florida, price gains are slightly above average, and price gains have 
been very strong in Atlanta and Detroit. Reflecting how much these 
high-flying areas drive the national price index, the average price gain 
among metro areas is only 3.5%, and price growth is above 5% in 
only 26% of metro areas.

For context, at the height of the housing boom in the first quar-
ter of 2006, the index gained by nearly 12%—close to the current 
pace—but the gains were far more widespread. The metro average 

price gain was 9.8%, and appreciation was above 5% in 67% of met-
ro areas. Even comparisons against the first quarter of 2003, when 
house prices started to become untethered from fundamentals, in-
dicate that frothiness is much less widespread today. The price index 
was up by 11%. The metro average was 6.5%, and 45% of metro ar-
eas had price appreciation above 5%. If bubbles are a concern today, 
they are a concern in a far smaller number of regions than during the 
last housing boom.

Other factors point to the absence of bubbles. First, even with 
the recent gains, the national house price index remains 22% below 
the 2006 peak and is about where it stood in 2004. Comparisons are 
similar for many housing markets across the nation. Prices remain 
significantly below peak, including more than 30% below in the West 
even after the strong price gains of the last year (see Chart 3).

Moreover, housing is at least fairly valued, if not undervalued. The 
boom and bust in housing left house price gains far behind income 
and rent gains. Between the first quarters of 2004 and 2013, when 
house prices were about flat, per household income grew by 28%, 
while the renter’s CPI increased by 26%. Therefore, house prices are 
undervalued with respect to household income and with respect to at 
least an aggregate measure of renting. Undervaluation is also evident 
in the metro areas where house prices have swung wildly over the 
past decade such as Las Vegas, much of inland California, Florida, the 
Midwest, and New England (see Chart 4).

Second, although investor purchases are in the spotlight, fun-
damentals are helping to drive up house prices. Housing demand is 
strong, thanks to several years of steady job and income gains that are 
helping new households form. Further, even with house prices rising 
and mortgage interest rates moving up, affordability is still quite high 
and lenders are opening the credit spigot a bit. In the face of rising de-
mand, few homes are available for sale. Inventories of existing homes 
are as low as they were in 2000, while new-home inventories have 
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barely budged from a 50-year low. As a consequence, there are only 
five months of inventory for existing homes and four months for new 
homes, compared with six months when market conditions are nor-
mal. Headlines highlight the tightness of the housing market. Bidding 
wars are common and all-cash purchases have become de rigueur in 
some markets.

Tight inventories, fair values
Not only is the potential for a house price correction mitigated by 

tight inventories and fairly valued housing, but a correction would be 
less damaging to the broader economy than it was in 2008. High lev-
els of leverage accompanied many home sales during the boom, cre-
ating significant problems that reverberated throughout the financial 
system during the downturn. Currently, a high proportion of home 
sales are cash transactions, reducing the negative spillover effects of 
a housing investment gone sour. The National Association of Realtors 

reports about 32% of sales are all cash, compared with 15% in April 
2009. Given that many cash transactions are investor sales that by-
pass Realtors, this share is likely biased downward.

To be sure, some markets do feel frothy, and investments are 
reportedly being curtailed in places such as the San Francisco Bay 
Area, Phoenix, and Las Vegas. The Bay Area is significantly overvalued 
as a result of a high price-to-rent ratio. Phoenix is starting to look 
overvalued with respect to apartment rents, although not to income, 
while Las Vegas is still an undervalued market. Months of inventory 
have fallen below three in Phoenix, are at three in San Francisco and 
San Jose, and are around five in Las Vegas. Single-family permit issu-
ance remains low, particularly in Phoenix and Las Vegas. House price 
growth will surely slow in these areas, particularly in light of rising 
mortgage interest rates.  However, tight existing inventories and a 
slow pace of new construction will help support house price apprecia-
tion at a moderate and sustainable pace.
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