VIRGINIA'S ECONOMY: Area's steadiness makes home-price bust unlikely
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Investors like to see the value of their assets rise. Homeowners are no exception.

Home values, however, aren't listed on a stock exchange, so investors typically have to go through the sometimes uncomfortable process of picking up the "for sale" fliers in their neighbors' yards to estimate the value of their own home. After all, the biggest investment made by many Americans is still their homes.

Buying a home is a nerve-racking process for most people, whether it is a first or third purchase. Because buyers are about to commit themselves to the biggest loan repayment in their life, some naturally worry that home prices will fall precipitously after the purchase.

They may think back to the Nasdaq, which fell from an index value of 5,048 early in 2000 to 1,210 in October 2002, and imagine the same thing happening in real estate.

Home prices are unlikely to fall quickly because of what economists call the "transactions" costs of purchases. Stock purchases have a low transaction cost. You call your broker or get on the Internet and submit an order to sell or purchase a particular stock. The cost in terms of time and commission costs is low.

Selling or buying a home carries a much higher transaction cost. You need to visit the property to determine the special factors that might affect the price, such as the degree to which neighbors take care of their property and the number of repairs needed on the property you may buy.

And unlike stock purchasers, homebuyers must take the time to gather personal information to qualify for a loan. But perhaps the biggest deterrent to buying and selling homes is packing and unpacking all your belongings or relocating your kids to new school districts.

The transaction cost of purchasing a home is one reason why a stock-market bubble burst like the decline in 2000 won't happen with home prices.

Yet home prices in the past have fallen in some regions, and Los Angeles is one example.

Based on the Office of Federal Housing Enterprise Oversight's Home Price Index, home prices in Los Angeles accelerated from an 8 percent annual rate in 1986 to a 25 percent rate in 1989 before declining from 1990 through 1995. At the worst point, home prices in Los Angeles fell by 9.5 percent during one year.

For the nation overall, home prices peaked at a year-over-year rate of 8 percent in 1986 and then decelerated to slightly less than 1 percent growth in 1990 but did not turn negative.

A downturn in the economy has historically been associated with home-price bubbles. During early 1990s, the recession in Los Angeles was much more severe than in the rest of the nation because of its dependence on the defense industry, which was in decline.

But sharp economic declines do not always lead to falling home prices.

During the high-tech boom of the 1990s, home prices in San Francisco appreciated much faster than in the rest of the nation. In 2000, the annual increase in home prices jumped to 24 percent in San Francisco compared with 7 percent nationally.

But during the tech bust, home prices continued to grow, though only at an annual rate of about 3 percent in San Francisco. The nation continued to see growth rates around 6 percent. Relatively low mortgage rates supported the housing market at the time. And some studies found that home prices do not suffer as much in regions with attractive amenities, even in the face of sharp economic downturn.

Is Richmond at risk? Since 1976 -- the first year the Richmond metro area HPI is available from the federal housing office home-price growth has hovered around the national trend.

The latest report, for the first quarter of 2005, shows home prices growing 13.5 percent in Richmond compared with 12.5 percent in the nation. Although the current growth is stronger than the average 5 percent experienced since 1976, it remains much lower than in regions that have experienced a bubble and a burst.

A precursor of a home-price bust is a home-price boom. The diverse economy in Richmond, along with its dependence on state government, is likely to keep its homeowners from experiencing a home-price bust. But then, again, the moderate growth that the Richmond economy provides is also preventing an outsized boom.
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