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The Smartest Move You Can
Make in the Age of Dying Credit

The best investments can be hard to 
find; the worst find you. 

The best ones you have to track 
down, research, study and then wait 
for years to buy at a good price. As for 
the worst, a “broker” calls from Boca 
Raton, Florida, to tell you about them. 
The time to buy is always “now.”

Here’s one of the worst. It was 
written up in newspapers around 
the country. Our chief researcher, EB 
Tucker, and I took a drive down Flor-
ida’s AIA highway, from our office in 
Delray Beach to Hillsboro – a commu-
nity that includes a stretch of beach-
front homes nicknamed the Million-
aires’ Mile – to see it. 

“Bill,” he asked me, “haven’t you al-
ways wanted to live in a home featur-
ing 60,000 square feet of living space, 
17 bathrooms, six waterfalls, and a $2 
million staircase lined with gold?”

It may seem obvious that a house 
named “Le Palais” is an extravagant 
and expensive bauble. What makes 
it such a bad investment? “Negative 
carry,” is how the speculators refer to 
it. It’s when the cost of owning an as-
set is higher than the yield it pays. 

As of the time of writing, the yield 
on a 10-year U.S. Treasury note may 
be only 2.1%, but that is an infinitely 
better return than you will get from 
this pile. 

There’s a big difference between 
cheap housing and expensive hous-
ing. At the low end, buyers search 
high and low, trying to get the most 
for their money. At the high end, they 
want the worst deal they can find. At 
the bottom, housing is a consumer 
item. Luxury housing is another thing 
altogether; the more a buyer pays, 
the prouder he becomes. In Pompa-
no Beach, southwest of Hillsboro, a 
house is a place to live. In Hillsboro, it 
is an advertisement.

Like any investment, housing has 
a cost as well as a return. On the 
credit side of the ledger is the enjoy-
ment and convenience of living in 
the house. And for ostentatious lux-
ury properties, there is the addition-
al perverse pleasure of showing how 
much you can afford to lose. On the 
debit side is the expense of buying it, 
maintaining it and operating it. Even 
on cheap houses, the debits frequent-
ly overwhelm the credits.

Of course, no person with good 
sense or good taste would touch Le 
Palais. The spec builder must be aim-
ing for a slippery oilman from Kuwait 
or a rough-sawn-timber magnate 
from Russia. 

But our target this month is Ameri-
canus Middle Classus... the fellow who 

 Le Palais in Hillsboro, Florida
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thinks it (almost always) makes sense 
to buy a house. And our goal, as usual, 
is not quick wealth but slow wisdom. 

First, we hope to understand how 
things really work; the money will 
come later. And if we don’t understand 
how things work, it will never come.

Let us begin by taking a closer look 
at Le Palais.

There Are More Fools Out 
There Than You Think

The seller of Le Palais is asking $139 
million. At 4% interest (let’s use very 
round numbers... and some guesses 
about what prices and interest rates 
“should” be), the annual cost of a $120 
million house (assuming you could get 
it for that) is $4.8 million.

To that number you have to add the 
cost of property taxes, maintenance 
(as well as depreciation) and oper-
ation. It is a big place. A staff of five 
may or may not be able to keep it in 
running order. But taking a ballpark 
guess, I imagine a billionaire would 
have to plan for another $4 million or 
so per year to keep the place in tip-top 
shape.

For the ease of computation, let’s 
say a total cost of $9 million per year... 
or $750,000 per month, $173,000 per 
week, $25,000 per day or about $1,000 
per hour. That is a lot of money. But to 
the billionaire who needs to feel like a 
big shot, it is chump change. He gets 
a place to live – in all its pretentious, 
gaudy, charmless glory. He won’t 
know... or care... that people drive by 
laughing at him.

After surveying Le Palais, EB and I 
continued our drive over the Hillsboro 
inlet bridge to Pompano Beach. In a 
quarter mile, the great estates of the 
Hillsboro shore gave way to the modesty 
of livable, agreeable family homes.

“Hey, these are so much better 

deals,” EB volunteered.
Checking the listings on the Inter-

net, we found houses for as little as 
$45,000. But are they better deals?

You could certainly live more cheap-
ly in a house that cost you $45,000 
than you could in one that cost you 
$139 million. But which one will be the 
better investment?

As with works of art, at the top 
end of the housing market, the value 
proposition is hard to follow. Imagine 
that you owned Jeff Koons’s Balloon 
Dog – a 10-foot, 1-ton, stainless-steel 
sculpture. You could make your own 
homemade version of the balloon 
dog too. It might be more funky. It 
might be more pleasing to the eye. 
You might have put it together for, 
say, $100,000 in a local metal shop. 
But had you owned it rather than the 
Jeff Koons version, you’d have missed 
at least $50 million of capital appre-
ciation over a 13-year period. On No-
vember 12, 2013, Koons’s Balloon Dog 
(Orange) sold at a Christie’s auction in 
New York for $58.4 million, making it 
the most expensive work of art sold at 
auction by a living artist.

At the bottom of the housing mar-
ket, prices struggle to keep up with in-
flation. At the top, well, there are more 
fools out there than you think. That’s 
why the owner of Le Palais may have 
the last laugh, after all. 

But our researcher EB maintains 
that buying a house – for almost any-
one, rich or poor – is a mistake.

The Pitch
“Look,” EB tells us… “you hear this 

advice to young people all the time. 
That you should buy a house.”

EB didn’t mention it. But housing is 
also one of those “investments” that 
you don’t have to chase. It chases you. 
Open the paper; there are hundreds of 

houses advertised for sale. Local mag-
azines typically are supported by real 
estate advertising. And just drive down 
the street. In most neighborhoods, 
you’ll find it hard to drive a quarter of 
a mile without encountering a dozen 
or so “Home for Sale” signs.

“The pitch is compelling,” EB con-
tinued. “Start building equity… Have 
more security… Get a big tax deduc-
tion… Stop throwing your money 
away renting...

“The argument is so strong... so air-
tight... that almost no one can resist 
it. Society’s peer pressure is so intense 
it’s shameful not to comply. It’s a 
problem when you’re a single guy... No 
kidding. I’ve heard women say, ‘I can’t 
date a renter...’

“According to a study by Zillow 
and Pulsenomics, a whopping 65% of 
young people said they agreed with 

the statement that owning a home is 
necessary to living the ‘good life’ and 
is central to the American dream.”

EB thinks it is all wrong. And he 
should know. He’s done the math. 

In the bottom of the real estate 
gulch, in 2009, he put pencil to paper 
and concluded that he couldn’t go too 
far wrong buying rentable single-fam-
ily houses in the Tampa area.

He ended up buying more than 50. 
But “buying to rent is very different 
from buying to own,” he says. The 
main difference? The owners don’t do 
the math. And now that the market for 
the typical house has gone back up,  

Housing is one of 
those “investments” 
that chases you
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buying a house – for most people – is 
no longer a good financial decision.

In 2013, the average existing house 
sold for about $177,000. In 2014, it spiked 
a little over $220 and after a drop is 
creeping back to that level. At that price, 
EB argues, the numbers don’t work. 

Says EB: 
Let’s assume 27-year-old John and 

Jane are tired of “throwing away” 
$1,500 a month in rent. Their land-
lord doesn’t keep their apartment up, 
and they’re ready to have a real home. 
(More likely, Jane wants the home and 
John wants to stay married.)

Student loans are a concern but a small 
price to pay for the education received 
at the state university. And they’ve been 
working on their respective credit scores 
in preparation for this day. John had three 
credit cards in college, and Jane bought a 
Chevy Cruze that she doesn’t really like... 
but it’s good to have a credit score, so 
they’ve been told.

They’ll need a down payment. FHA 
loans require as little as 3.5% now, but 
they’re taking the conservative route 

and putting 5% down. Jane’s parents 
are helping.

Here’s how the numbers will look:
We’re assuming the couple lived in 

an average part of town and there’s an 
average-priced home available in that 

part of town. That home is priced at 
the exact average price of all existing 
homes sold in the US. 

But the couple is exceptional in all 
other respects… We’re going to as-
sume they didn’t need any furniture, 
paint or updating. This usually isn’t 
the case, but we’re giving them the 
benefit of the doubt.

Here’s what their monthly cash ex-
penses will look like:

We’re assuming taxes, insurance and 
PMI (Private Mortgage Insurance) are 
all 1% each. They’ll need the PMI since 

they’ve put only 5% down. Typically 
20% down is required to avoid PMI.

Altogether this means they’re 
paying 8% more per month than they 
would have if they had just rented.

“But EB,” I protest, “at least they are 
building equity. You have to take that 
into account.”

Back to EB:
Not really… You have to offset the 

“equity” by depreciation. Depreciation 
is often just an accounting fiction. But 
homeowners know it’s a real expense.

Houses are made of wood, metal and 
rock. Most of the materials are con-
stantly aging. That’s definitely the case 
for the home’s HVAC and plumbing sys-
tems. They have useful life spans but 
eventually will need to be replaced... 
and sometimes repaired. 

If you buy an apartment complex, the 
IRS assumes that asset will depreciate 
over a 27.5-year period. They don’t in-
clude land, though. So you take out the 
value of the land before computing it. 
Depending on the value of the land, that 
usually gives you a number of 3% of the 
home’s value per year. And let’s throw 
in another $100 a month for someone to 
mow the lawn and trim the hedges. 

The Purchase

Home Price $220,000

Down Payment $11,000

Closing Costs $3,500

Total Financed $212,500

Monthly Expenses

Total Financed $212,500

Interest Rate 4.49%

Mortgage Payment $1,075

Taxes/mo $183

Insurance/mo $183

PMI $183

Total Monthly 
Payment $1,625
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Including depreciation and other 
property maintenance, John and 
Jane’s annual costs are now 50% 
higher than they would be renting. 

No way are they going to build 

enough equity to make up for that. 
There really isn’t any appreciable 

“equity” until you’re years into paying 
the mortgage. With a 30-year, fixed-
rate mortgage, the interest portion of 
the payments is “front-loaded.” That 
means payment No. 1 is mostly in-
terest and payment No. 360 is mostly 
principal.

In year one, John and Jane will make 
$12,905 worth of payments to their 
lender. Of that, $3,434 will go toward 
reducing their principal loan balance 
and $9,471 will be interest. In year 
five, they’ll still make payments of 
$12,905… but $4,108 will be applied to 
principal and only $8,797 to interest.

If they stay in the home for five years 
they’ll have paid $18,820 in principal. 
That’s the equity they’ve been build-
ing. Let’s assume the home appreciates 
at a normal rate of 3.1%. That’s about 
average over the last 80 years or so. 

So, accounting for the price of spiffing 
the place up, paying the real estate agent, 

and closing costs, John and Jane will have 
made $45,720 in profit on the house.

Remember, though, that each year 
they’ve paid $9,305.28 in additional 
costs to own the home. Over five years 
that’s $46,526 in additional costs.

So their out-of-pocket expenses – 

above and beyond what they would 
have spent to rent a place – were 
actually $806 more than they recov-
ered in profit.

“But what about the interest deduc-
tion?” I asked. 

EB had an answer for that, too:
John and Jane are likely in a 25% 

tax bracket… So they’ll save between 
$2,000 and $2,400 per year on their 
federal income taxes... That’s assum-
ing they’re always working. Spending 
money to save money on taxes is 
never a good idea. 

That’s on top of being on the hook 
for $210,000 in debt to get that deduc-
tion. And remember, the couple put 
$11,000 plus additional annual cash 
expenses into the home. If they were 
renting at the flat rate of $18,000 a 
year, the down payment and cash used 
for extra expenses could be conserva-
tively invested in a number of places 

earning at least 5%.
EB was willing to concede the point 

on certain conditions… “That doesn’t 
mean buying a house is always a bad 
idea,” he admitted. “If you never 
move... and if your house doesn’t need 
much maintenance... and if you really 
like living there, then you can make 
the numbers work. For everyone else, 
home ownership is a bad idea.”

Maybe EB is right… I’m not so sure. 
There are a few wrenches the feds 
could throw into EB’s argument… We’ll 
get to that. But first, allow me to show 
you my own experience. 

The Mistakes I’ve Made
I have bought a lot of real estate in 

my life. I’ve always enjoyed it. 
Buying, building, restoring. A place 

to live. A place to work. A place to rent 
out. A second house. A third house. A 
weekend house. Real estate was not 
work; it was pleasure. And compared 
to my real work – my career as a writer 
and publisher – it always seemed sol-
id. Reliable. I never analyzed it from 
an investment perspective. And it was 
probably a terrible investment – if you 
counted the hours I put in. But I wasn’t 
counting my hours either; I looked 
upon the work as an additional form of 
compensation. I was like the woodcut-
ter who warmed himself twice – once 
while cutting the wood and again when 
burning it in his fireplace. 

Building a house was as heartwarm-
ing as owning it.

My first real house was a family 
place near Annapolis, Maryland, that 
had been abandoned. No electricity or 
plumbing, but a nice old house in the 
country. I paid $40,000. I fixed it up in 
the ’70s. It was later sold in the ’90s, for 
$350,000. The new buyers tore it down 
and built another house, which they 

Renting
Total Annual 

Cost $18,000.00

“Owning”
Payments $19,505.28

Depreciation $6,600.00

Lawn Care $1,200.00

Total Annual 
Cost $27,305.28

Selling

Sale Price $260,000

Commission $15,600

Closing Costs $3,500

Required Repairs $1,500

Total Cost $20,600
Total Proceeds $239,400

Mortgage Balance $193,680

Profit $45,720
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sold a few years later for $700,000.
By then, I’d turned to the city of Bal-

timore. One house – a grand row house 
with four stories – we purchased for 
$27,000. We restored it and lived in it 
for 10 years... until one day my wife 
was on the phone with her brother.

“What’s that noise?” her brother 
asked her.

“Oh... that’s just gunshots. It’s Sat-
urday night.”

Elizabeth had become so blasé about 
the local violence that she no longer 
noticed the sounds of urban warfare. 
Then, I got into a fight with a gang of 
kids and decided it was time to pull up 
stakes. We sold the house for $72,000 – 
not enough to cover the renovations, 
let alone the labor that had gone into it.

One of my house projects is worthy 
of fuller disclosure. The financial les-
sons we can derive from it are trivial… 
but it reveals such an eccentric person-
ality, you may want to think twice be-
fore reading on. 

It was from my “experimental” pe-
riod in the late ’80s. As if anticipating 
EB’s objections, I decided to build a 
house that wouldn’t burden me with 
high operating costs and depreciation. 
And I did. It was completed in 1989 
at a total cost of about $30,000. Since 
then, the house has required almost no 
maintenance. No utilities. No insur-
ance. No nothing.

No house had ever been built like it 
before. I feel confident in saying none 
ever will be again. It is too odd. Even 
my own family revolted against it. We 
moved out – into a barn – after a year.

“Unique” does not begin to describe 
it. “Weird” might be better. It is shaped 
like a football helmet, buried in the 
ground, with the visor covered with 
glass and exposed to the southern sun. 
The sun warms it. The earth around it 

keeps it warm in winter. And cools it in 
summer. It has five separate floor lev-
els (one a mezzanine, which I used as 
my office).

Made of steel-reinforced concrete 
and buried in the ground (only the 
glass is exposed), it has almost nothing 
to paint or replace.

But there was a problem. In summer, 
the cool, moist walls attracted mildew. 
And bugs. After we abandoned it as a 
house, the children continued to use 
it as a schoolhouse. That was also our  
homeschooling period. It must have 
been about 1991. US troops were serv-
ing as peacekeepers in Bosnia. Our 
children were given the project of writ-
ing letters to the soldiers.

One of our sons, Jules, couldn’t seem 
to get into the spirit of it.

“You think you have it bad,” his let-
ter began. “We have to go to school in 
a dungeon, where there are centipedes, 
snakes and spiders...”

We tried to explain that the centi-
pedes could be very tasty when they 
were properly fried, but the centipede 
snacks – like the house itself – nev-

er quite caught on. At least not in 
our family. We rented out the house 
to a young woman for $500 a month. 
She was very happy there for the next 
10 years – until she got married and 
moved away. Now, on weekends, I am 
remodeling the interior in the hopes of 
attracting another good tenant.

I mention this example just to show 
the extreme particularity of real estate. 
Had my family appreciated the “helmet 
house” as much as I did, we might still 
be living there... and would have been 
since 1989... at almost no cost. That 
would have been one of the greatest 
real estate investments of all time.

Instead, we moved on. Thenceforth, 
some projects were winners. Some 
were losers. But I got better at it. I 
bought more than I sold, and my port-
folio of real estate holdings increased. 
GDP grew an average of 5.5% annually 
from 1980 to 2014. Inflation averaged 
3.6%. Population increased by 1% an-
nually. Was it any surprise that real es-
tate grew too?

A Number of Amazing 
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Things
Normally, average housing prices 

move along with everything else – in-
comes, inflation and GDP. It is ubiqui-
tous and so closely connected to family 
revenues that you wouldn’t expect it to 
set out on its own.

But those numbers are meaningless.
The problem with “averages” in real 

estate is that they don’t exist in real 
life. An average family does not buy an 
average house in an average neighbor-
hood at an average price. Everything is 
particular, local and unique. You can’t 
invest in average housing. Real estate 
is always local. 

It cannot move; so if a giant mete-
or hits the neighborhood, your house 
will disappear along with the oth-
ers. Some areas grow while others 
decline. Demand increases in some 

places; it falls in others. Sometimes 
those changes take place on a neigh-
borhood-by-neighborhood basis. 
Sometimes they are grander and more 
far-reaching. 

I have a friend who was among the 
first able to spot the rich flying their 
private planes into Aspen, Colorado; 
he made a fortune by buying ranchland 
around the city. If I have made any 
money in real estate, it is probably by 
accident; I am not far from Washing-
ton, D.C., where – according to a re-

cent Wall Street Journal – some suburbs 
have median incomes 80% higher than 
the national average.

But real property does not always in-
crease in value. 

A house near where I have my office 
in Baltimore sold for “over $100,000” 
in 1902. But in 2015, that would equate 
to about $7.5 million. The owner then 
invested the amazing sum of $30,000 – 
in real, 1902 dollars – putting walnut 
paneling throughout the first floor and 
the stairwell, which was capped with a 
Tiffany stained-glass window. 

At the time, Baltimore was riding 
high. An industrial port city... with a 
population swelling toward 1 million... 
new immigrants arriving from Ger-
many and Italy every day... Baltimore 
seemed like a “no-brainer” from a real 
estate perspective. And here, on Mount 
Vernon Square, was the finest urban 
park in America, with its Washington 
monument at the center... its social 
clubs, museums and art galleries... its 
mansions for railroad tycoons... and 
ambassadors. The businessmen of the 
age may have run their trains out to 
Cumberland or down to Richmond... 
they may have put their factories in 
Fells Point or along the Jones Falls… 
but they chose Mount Vernon for their 
stately mansions.

Imagine a portly tycoon, cigar in 
one hand, whiskey in the other, sitting 
where I sit today, but 100 years ago: 
“You can’t go wrong with such a prime 
location in such a prime city in a na-
tion that is already the most produc-
tive country in the world. Besides, this 
is destined to be the American century. 
We’re going to see a number of amaz-
ing things.”

One of the “amazing things” hap-
pened to his own property. Along came 
the crash of ’29, the Depression, WWII, 

the riots of the late ’60s, Nancy Pelo-
si’s father (mayor of Baltimore)... both 
the city and its real property sank. By 
1996, when we bought the building, it 
was still one of the grandest private 
properties in the area. But its price had 
collapsed to just $350,000 – a 95% loss 
over 94 years.

We don’t have accurate figures on 
this, but it is a fair guess that proper-
ty prices in Rome hit a high in about 
the year 100 A.D.... and then were in 
relative decline for the next 16 centu-
ries. By the time the tourists arrived in 
the 18th century – expecting to find 
the grandeur of Ancient Rome – they 
found instead a broken city, only a 
fraction of the size of today’s Balti-
more, with goats grazing on what was 
once the Capitoline Hill.

Look on my works, ye mortals, and 
cringe. The fall of Rome... like the decline 
of Baltimore... was unexpected by its res-
idents. Who could have seen it coming?

Two More Arguments 
Against Housing

That leaves us with the question: 
What kind of real estate market is this? 
Like the typical market of the last 100 
years, with little or no real increase in 
values? One like Baltimore, with a cen-
tury of price deflation coming? Or one 
more like the 2001-07 period, when 
the average existing US home price in-
creased more than 40%?

In 2014, Mark Hanson, a former 
mortgage banker and independent 
analyst, believes the housing industry 
overbuilt by 3 million units in the six 
years prior. Why? Because the Fed is 
making cash available to a wide vari-
ety of  “spec-vestors” who bid up pric-
es with no intention of actually living 
in the houses. This produces a supply 
hangover – just as subprime financing 

Property prices in 
Rome hit a high 
in 100 A.D.… and 
declined for the 
next 16 centuries
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did in ’07 – that must be liquidated. 
He expects a 10% to 20% decline in 
prices by the end of 2016.

Another analyst, Joshua Pollard, for-
merly of Goldman Sachs’s housing re-
search team, also sees a decline coming. 
In a report sent to the White House on 
September 17, 2014, he warned that 
houses should fall 15% in price over the 
next three years. Why? Rising interest 
rates and falling real incomes. 

Higher interest rates are hard to 
predict (more on that later). But fall-
ing family incomes are all too famil-
iar. According to the Census Bureau's 
report, the median family income has 
fallen from $57,000 in 1999 to just 
$51,939 in 2013. Pollard says this 
dooms the housing market. Falling 
house prices, he argues, will take $3.4 
trillion off household balance sheets, 
putting the country back into reces-
sion:

“As an economist, statistician and 
housing expert, I am lamentably con-
fident that home prices will fall,” he 
wrote. “Home price devaluation will 
expose a major financial imbalance that 
could lower an entire generation’s es-
teem for the American dream.”

We doubt that this report was sent 

to Barack Obama in anticipation of 
the president’s housing needs. True, 
the Obama family will need new digs 
in January 2017. But there is surely 
someplace in Chicago where a former 
president can rest his weary head.

Mr. Pollard believes the feds should 
be forewarned and forearmed, pre-
pared to fight back against falling 
property prices. What we need is a 
“forward-looking monetary policy 
that balances the risk of raising inter-
est rates... and forcefully rebalance[s] 
number of homes to the number of 
households.”

We take this to mean that the Fed 
should get on the ball... and do for 
housing what it has done for stocks. 
But the problem is that most houses 
are a consumer item. They require 
households with the ability to con-
sume. Unlike luxury housing, contem-
porary art, or Alibaba, normal houses 
are poor speculations. “Negative car-
ry,” EB reminds us. You can’t pump up 
a house’s earnings. You can’t “invert” 
it to Ireland. Nor does KB Homes “buy 
back” its houses in order to raise pric-
es and reward its executives.

Houses are bought by households, 
just like they buy bread or cable TV. 

And there is the beginning of the prob-
lem: There aren’t enough of them. 
The New York Times reported earlier 
this year that household formation 
has collapsed from 1.35 million per 
year between 2001 and 2007 to only 
565,000 between 2008 and 2013.

Then, there are two other major prob-
lems. First, the aforementioned obvi-
ous one: They don’t have any money. 
Second, the few households that take 
shape have too much debt already.

After leaving school, young peo-
ple are expected to get married, form 
households and buy a “starter home.” 
If they don’t, the whole economy is 
doomed... because there will be no 
one to buy baby carriages and refriger-
ators and later to “trade up” to higher 
levels of mortgage slavery, consumer 
debt and conspicuous consumption.

Even a starter home requires financ-
ing, for most people. That is, sellers 
need to find young people who can take 
on their first major credit burden. Alas, 
many people leave school already heav-
ily laden with debt. This, combined with 
a rate of underemployment for 2013's 
college grads of 45%, turns the starter 
home into a nonstarter.

The Worst Is Still to Come
We’ve made a gloomy case for 

housing so far… But no review of an 
investment idea circa 2014 would be 
complete without the macroeconom-
ic context. And there are bright spots 
here for homeowners.

Central bank policies may have 
mattered little from the beginning of 
time until, say, the 1980s. Now, they 
matter a lot. No price sparrow can fall 
anywhere on God’s green earth with-
out setting off a sensor at the Eccles 
Building, home to the Board of Gover-
nors of the Federal Reserve. 

A few years ago, a central bank-
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er who undertook to control inter-
est rates, stock valuations and house 
prices, too, would have been taken for 
a crazy person. Now, he is taken for 
granted. “Everybody does it,” they say. 
Today, a decision on housing – like all 
other financial matters – must be taken 
in light of a central bank that has lost 
its marbles. 

Between 2009 and 2013, the Fed 
bought $1.9 trillion worth of govern-
ment bonds. Had it not done so, pre-
sumably interest rates would have 
edged higher... pushing down real es-
tate prices. The Fed also bought $1.7 
trillion worth of mortgage-related 
debt. This had a more direct effect on 
real estate: It reflated the mortgage 
lenders as well as the whole sector. 
With these two programs together, the 
Fed added about $60,000 to the sell-
ing price of the average house.

Real estate is a much more import-
ant asset for the typical household 
than stocks. Jacking up house prices 
helped create a perception of higher 
levels of household wealth, thereby 
inducing consumers to consume and 
producers to produce. So, should the 
jacks fall down, it is likely to send an 
even louder alarm to the Fed than a 
selloff in stocks. We can presume, too, 
that the Fed will look for a way to turn 
the alarm off as soon as possible.

Quantitative easing – the Fed’s 
bond-buying program – was meant to 
end towards the end of 2014. At the 
time of writing, the excess liquidity has 
pushed stocks 17% higher than they 
were at their peak in ’07. What happens 
next is anybody’s guess. 

There is much talk of a stronger dol-
lar and gas exports; many analysts think 
they will help the economy wean itself 
off QE without major mishap. More like-
ly, the financial markets will begin to feel 

the shortage of easy money. Already, in-
vestors are beginning to fidget. 

In my daily columns, I’ve opined on 
what the Fed will do in response to 
crashing stock prices. It will go back to 
QE... and perhaps more. Fed governor 
James Bullard has promised as much.

QE is not especially effective at re-
viving the real economy or boosting 
household incomes, so new, even more 
reckless programs are being suggested. 
One of them has already been floated 
several times in the fringe economic 
journals and recently made semi-re-
spectable by Martin Wolf’s new book. 
Editor of the Financial Times, Wolf uses 
his influence to push a variety of bad 
ideas. But none is probably so loony – 
or as likely to catch on – as direct mon-
etary funding (DMF). In his book, The 
Shifts and the Shocks, he tells us that 
“direct monetary funding of public 
spending, particularly higher invest-
ments, or tax cuts would be a debt-free 
and highly effective way to generate 
additional demand.”

He’s right. Simply printing money 
(rather than passing through the bank-
ing and lending system) is a very effec-
tive way to boost short-term, apparent 
demand. When the presses get rolling, 
everyone sees the advantage of getting 
rid of the new money as fast as possi-
ble. The result is what von Mises called 
a “crack-up boom.” It is probably like 
taking an overdose of heroin. The ini-
tial rush must be impressive. And then 
the lights go out.

DMF is not new. It was used to pay 
for the American Revolution. It is the 
source of the expression “not worth a 
continental” and the proximate cause 
of the prohibition against paper money 
written into the US Constitution and 
then largely forgotten. Most recently, 
DMF was used with the inevitable 

catastrophic results in Zimbabwe. And 
new trials seem to be under way in 
Venezuela and Argentina.

The flood of new money causes prices 
to rise. This spurs an even greater fren-
zy to unload the toxic currency. Pric-
es rise still further. The feds, alarmed 
but no wiser, then impose wage and 
price controls, which have predictable 
results. Goods and services disappear 
from the marketplace, as more and 
more of the economy goes dark.

You might think that these consid-
erations would prevent the feds from 
taking up DMF... or even Mr. Wolf from 
suggesting it. But the theme of my 
book, Hormegeddon, is that public pol-
icies are often put into place... and fol-
lowed through to disastrous results... 
even when it is obvious from the get-
go that the program cannot work. 

Ben Bernanke contributed to the 
rich historical record on DMF just be-
fore leaving his post at the Fed. “The 
problem with QE is that it works in 
practice,” he observed, “but it doesn’t 
work in theory.” No, it doesn’t work in 
theory. And it doesn’t work in practice 
either; it only appears to work... for a 
time. Then, it blows up.

But in monetary policy as in foreign 
policy, there seems to be no policy that 
is so costly, dangerous or counterpro-
ductive that the authorities are not 
ready to say, “Sure, give it a whirl... why 
not?”

“Liquidity” in the banking system 
may help raise prices for trophy hous-
es, trophy art and trophy wives... but 
it does little for the consumer house 
market. In order to light a fire under 
the typical house, the feds are going 
to have to get more tinder directly into 
more pyromaniacs’ hands. DMF fills 
the bill. It bypasses the banks, deliver-
ing the ill-gotten money directly to the 
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masses. As Wolf suggests, the distribu-
tion mechanism could be as simple as 
a tax credit. Finally, households would 
have more money.

Under these circumstances, your 
house would probably increase in  
price – faster even than the general 
price level.

A Gift from the Feds to 
Homeowners

Argentina is a great place to get a 
steak. It is also a great place to study 
what happens when the feds undertake 
programs that can’t work in theory. 

At the time of writing, our friends on 
the pampas estimate that the real infla-
tion rate is around 40%. Every day, the 
dollar rises against the peso. When I was 
there in mid-September 2014, the black 
market – or the so-called blue rate – was 
up to 15-to-1, and still heading higher. 
On October 1, 2014, President Fernán-
dez fired the head of the central bank, 
accusing him of undermining the peso. 
Both the peso and the stock market have 
fallen hard since.

With such high levels of inflation – 
and great mistrust of the government’s 
financial management – the mortgage 
market in Argentina has practically 
ceased to exist. What is remarkable 
is that housing prices are not excep-
tionally low. Without mortgage credit 
in the US, you’d expect housing to be 
wiped out. Most people are not in a 
position to buy a house, except with 
substantial help from the financial in-
dustry. And yet, when the inflation rate 
goes up, people need to do something 
with their money. Their faith in “paper 
assets” of all kinds – including stocks 
and bonds – tends to go down. They 
look for solid things – gold, silver, an-
tiques… and real estate. In some cases, 
the rush to “hard assets” offsets the 

lack of mortgage financing. Real estate 
prices hold up... or even advance. 

Buyers would get capital gains from 
rising house prices and also from fall-
ing real mortgage payments.

I remember from the 1970s how 
lucky my parents felt when inflation 
rose to double digits while they still 
held a 6% mortgage. It was a gift. That 
was 40 years ago. Big trends tend to run 
in 30- to 50-year cycles. It is probably 
time for another big gift to borrowers.

The bottom line: Usually, housing is 
a bad investment. But housing is also 
extremely particular. Your results will 
vary greatly depending on how long 
you own your house, where it is, how 
much pleasure it brings you, how much 
maintenance you have to do, what 
happens to interest rates, inflation and 
how quickly you pay off your mortgage.

Most likely, the outlook for the hous-
ing market in general is poor. But if 
our macro view is correct, long-term, 
fixed-rate mortgages will probably pay 
off in a spectacular way before 30 sum-
mers have come and gone. Inflation 
will increase; real rates will fall. And 
the real value of mortgage debt will 
collapse. How much good this will do 
you depends, of course, on how soon... 
and how much you have. The more you 
owe on your mortgage, the better.

So, if you want to buy a house to live 
in, for a long time... and you’re not put 
off by EB’s numbers... get a long-term, 
fixed-rate mortgage. But remember, a 
house is primarily a consumer item, 
not an investment.

And here’s another way to get ahead 
in real estate: become a landlord.

I claim no special expertise in this 
area. And what experience I have is an-
ecdotal rather than analytical. And not 
especially encouraging.

For example, a woman with two chil-

dren told me that she didn’t have the 
money to pay the rent when it was due. 
I graced her a month. The following 
month, she reported that one of the 
children had been sick and her car had 
broken down. “Well, you’ll just have to 
pay when you get back on your feet,” I 
told her. Four weeks later, she moved 
out owing three months’ rent.

This experience and others showed 
me that I lacked the personality of a 
good property manager. I was OK with 
broken toilets. But the broken lives 
were harder to put back together. Here 
in Baltimore, a professional property 
manager costs us 8% of rental receipts. 
We’re happy to pay it, but it cuts deep-
ly into our net return. We paid about 
eight times annual rents for our rental 
property, so this reduced our total re-
turn on investment by 15%.

What this shows is that you can’t do 
the numbers until you do yourself. Will 
you panic in a downturn? Can you col-
lect the rents? Are you buying because 
you love the house... or because you 
want a good investment? It’s more im-
portant to know your own weaknesses 
and limitations and to understand your 
own real goals than it is to calculate 
the theoretical return on investment.

The particulars matter, especially in 
the housing market.

Regards,

Bill Bonner
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