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Wealth and the House

“Every person who invests in well-selected real estate in a growing section
of a prosperous community adopts the surest and safest method of becoming

independent, for real estate is the basis of wealth.” -- Theodore Roosevelt

Real estate appreciation continues to reshape Americans’ net worth. Real
estate accounts for a varying percentage of net worth increase in U.S.
households, according to Federal Reserve data. From 1952 through 2005,
the average percentage of net worth increases derived from Real Estate was
19.9%. In 2005 it was 61.2%.

Recent Federal data show that equity withdrawn from housing now accounts for
8% of Americans’ adjusted gross (income). Many property owners have seen
their real estate or raw land turn to gold at beach front, lake front, or mountain
retreats prized for their area’s quality of life. We can begin to wonder if real
estate has in fact become the new “gold standard” of wealth in the U.S.

When gold was used as the standard value for a country’s currency, it provided
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a good-faith foundation for wealth transfers involving relatively worthless paper
currency. The United States abandoned the gold standard in 1971, but at an
emotional level, gold continues to have a place in our financial outlook. While
money travels electronically at the speed of light and fewer and fewer financial
transactions involve paper currency, we remember gold as more tangible than
a wire transfer, more beautiful than a dollar bill, and more resistant to change
than a fickle stock. We know from experience when gold becomes scarcer, its
value increases.

What does gold have to do with the house? For most Americans, the house
has held its value over time, with much less volatility than other investments.
For many, the leveraged growth of house appreciation has helped the house
become their largest single asset. In fact, the visible nature of growing real
estate values has sparked a fever last kindled in the dot com 90’s, running a
close parallel to the Gold Rush of 1849.

In The World Rushed In, a popular gold-rush retrospective, author J.S. Holliday
quotes a would-be miner talking to his wife: ”Look if I go to California for one
year or even less than that -- I can come home with ten thousand dollars. I
can pay off the mortgage; I can get out from under your father. I can stop this
miserable job that I have. We can send the children to school. We will have
what we want. We will have all the promise of America. Not over a lifetime
but over a few months.”

Our ancestors rushed to acquire gold as a foundation of wealth. Some
became very wealthy, and some lost a great deal. More recently, Americans
have rushed to buy real estate, sell real estate, and borrow against real estate.
For many of us, the house may, in fact, represent our own personal gold
standard of wealth.

Your House Wealth

How is wealth determined for an individual house owner? The wealth in a
house is its current value minus any liabilities against the house.

House Value - House Liabilities = House Wealth
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Your house-related wealth may now be your largest single concentrated asset.
Do you manage it as carefully as you manage your other investments? Give
this question serious consideration. As demographic changes and interest rate
fluctuations continue to impact the economy, and as life expectancy continues
to increase, the house will play a growing role in your financial future.

On average during the last 3-4 years, the amount of wealth in a person’s
house is outpacing the growth of most other investments. Based on data in the
2005 U.S. Survey of Consumer Finance, the average American now has almost
$135,000 net wealth in their house. Net wealth from real estate appreciation
grew $1.57 trillion in 2005.

Currently, 69% of American adults own a house. Industry experts believe
this will grow to 75% over the next seven years. Thus, three out of four adult
U.S. residents may soon be living the American dream of house ownership.
(Many believe the ultimate dream is house ownership free of any mortgage
indebtedness, but that can create savings friction, which we’ll discuss later.)

Economic forecasters expect average house prices to continue to grow, albeit
at a slower pace than in recent years. As baby boomers age and growing
numbers of immigrants buy houses, the $11 trillion real estate market is still
expected to expand over the next seven years. Aging boomers will trade up
and trade down their primary residences, buy a second house for vacation and
rental income, and capitalize on their lifetime savings.

The most basic purpose of a house is to provide a place to meet our physical
needs for safety and shelter and our social needs of family and community. If
it stopped there, most of us would live in a simple rectangular structure with a
roof, or we would rent a house rather than committing to a long-term loan.

In a prior Fannie Mae National Housing Survey, Americans’ top reasons for
owning a house were: security, freedom, independence, privacy, and pride
of ownership. In Fannie Mae’s most recent National Housing Survey, 84%
of those surveyed cited Long Term Financial Investment as their number one
reason for buying a house.

We have come to assume that our basic physical and emotional needs are
part of a package of value related to ”the feeling of home ownership.” In
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deciding whether to buy, sell, or hold a property, we now give a great deal
more consideration to the logical investment aspect of the house and its impact
on our wealth.

Historically, the average American house has consistently increased in value
over time, recovering from every regional economic downturn in three to ten
years. Homeowners expecting to live in their current house for a relatively
short time face greater market risk from interest rate or valuation changes than
those who stay longer. Even when house ownership doesn’t seem to be a
viable option, waiting to buy later can also be costly.

The High Cost of Renting

In the 1990’s, there was a great deal of discussion about the difference in
lifetime earnings of a high school graduate versus a college graduate. The
gap has closed somewhat, but it still remains. According to a 1999 U.S.
Census Bureau study, the average high school graduate will earn an average
of $24,572 per year over the span of their career, while the average college
graduate will earn $45,678 per year. That’s a difference of more than $1
million during their working careers. Thus, one may look at the cost of college
as an investment, not just an expense.

Could there be a similar comparison between renting versus owning a house?
How much more wealth, on average, is created by buying a house? To
understand this, we must better understand how owning a house creates
wealth.

The House as a Wealth Creation Tool

Increasingly, the house is the key building block for wealth creation. Most
consumers cite ”buying a first house” as the reason they began saving for the
first time. Increasing real estate values widen the gap between those who can
afford to buy and those who cannot. Many Americans believed they needed to
save to buy a first house. While this is sometimes true, it’s also possible to save
for too long. If your savings growth fails to keep pace with rising house costs,
you lose ground. There are US markets where less than 10% of the population
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can afford to buy a house.

Buying with little or no down payment may be a better alternative. Let’s say
you wanted to save $20,000 to buy a house and you have $4,000 already
saved. You save $4,000 each year for 3 additional years in an investment
account earning 8% net after tax. Your balance after 4 years is $19,464, very
close to your goal of $20,000. The house you wish to purchase appreciated
at 4% each year you were saving. The house you wish to buy now costs
$233,971. While you were saving $20,000, the house increased in cost by
$30,000. If you had purchased the house with the $4,000 you had already
saved, it would still be worth $233,971 in 4 years.

Cost of Saving to Buy a House
Savings Real Estate
8% Growth Rate* 4% Growth Rate

Value Change Value Change

Day 0 $4,000 n/a Day 0 $200,000

Year 1 $4,320 $320 Year 1 $208,000 $8,000

Year 2 $8,985 $985 Year 2 $216,320 $16,320

Year 3 $14,023 $2,023 Year 3 $224,973 $24,973

Year 4 $19,464 $3,464 Year 4 $233,971 $33,971

*assumes after tax growth rate, annual compounding

We assume in this example that your rent would approximate any interest
paid on a mortgage. If you misunderstand the high cost of waiting in an
appreciating real estate market, you could miss your entry point and never
catch up by trying to save more.

The High Cost of Waiting

Since 1945, the median house price in the United States has risen by an
average of 6.23% per year. Over the last two years, the median house in the
U.S. has grown in value by 23%. You should not expect the value of your
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house to increase every year. It might not even increase by an average of
6.23% per year. However, you can expect that over time, the value of the
house will continue to grow.

There are always going to be times when renting makes more sense than
buying. For example, temporary housing may be necessary during a job
transition or a divorce. Or, if house values in your area are decreasing, or
highly inflated, it might be smart to rent for awhile.

Looking at the Long Term

The house offers shelter and a place for comfort, enjoyment, relaxation, and
privacy. While there is nothing wrong with enjoying your house purely as a
home and investing your savings elsewhere, it is worth exploring how the house
compares with other investments over time. The house is a unique investment
consideration.

For many Americans, more money will likely flow through their house than will
ever flow through their other investments. Properly managed, your investment
in the house could account for thousands, and even millions, of dollars in
potential new wealth over your lifetime.

Consider a house that could be purchased for $200,000 cash. That house
appreciates 4% annually. In 30 years, it would be worth $662,700 .
Consider that the same $200,000 could have been invested elsewhere at 8%
annually. In 30 years, it would be worth $2,187,145.

That’s a difference of $1,524,446. The degree to which you learn to borrow
smart will determine the degree to which a portion of that $1,524,446
increases your wealth, not the wealth of others.

Consider my house purchase described in Chapter 1. I was able to refinance
and save $261 per month. Although $261 is not a vast sum of money and
refinancing was no big deal, $261 per month can add up if managed properly.
If learning to Borrow Smart saved you $261 per month over your lifetime of
owning a house (assume from age 30 to age 80), the money saved over those
50 years could provide you additional wealth to Retire Rich.
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$261 Saved Monthly For 50 Years
Invested at an 8% Annual Growth Rate*

Month 1 $261

Year 1 $3,249

Year 10 $47,748

Year 20 $153,734

Year 30 $388,983

Year 40 $911,153

Year 50 $2,070,180

*growth considered tax free and not adjusted for inflation

If you begin to view the house as part of your investment portfolio—as another
tool for long-term wealth accumulation—you will bring your attention to that
wealth. If you pay attention to your house investment, you are more likely to
manage that wealth (and the related liabilities) more effectively to increase
your savings. If you are willing to take savings you find through this process,
and use it to increase your wealth over time, you’ll put yourself in a position to
retire rich. Next we will look closely at how the house investment compares
with other types of investments, based on common criteria for choosing among
different investment products.

Summary of Key Learnings

Investing even small amounts of money that you save from Borrowing
Smart can compound into a large amount of wealth over time.

The shorter the time frame for house ownership, the greater the market
risk from interest rate or valuation changes. Trying to time the market
perfectly can end up costing you thousands of dollars.

Everyone can build wealth over the long haul; properly managing
liabilities can make that dream a reality.
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