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Preserving Your
Home's Value

Worried that you bought your dream
house at the very top of the market?
Relief may be on the way.

hen Peter Losko bought a three-bedmom ranch-
shyle home on the north side of Syracuse, NY. in
1999, he had all the usual policies to protect his in-
wastment. He was covered by title insurance, fire
and flood insurance, and even mortgage insur-
ance. But after considering the weakness in this Rust Belt city's econ-
omy, he decided last September to buy one more kind of protection:
price insurance. For $750, or 15 percent of the value of his 350,000
home, Lesko got 2 guarantee that during the next 30 years, if the value

of homes in his neighborhoad goes down, he’ll be made whole. “It was

affordable, and it made me want to imiest more in my home,” he says,

Leska's hotne equity protection is experimental, part of a fed-
erally funded test conceived by a startup called Real Ligosdity and
confined, for now, to Syracuse, But you have to wonder why no
otie came up with such a program before, Financiers bong ago cre-
ated ways to hedge assets from Nasdaq stocks to Japancse yen to
pork bellies. Most of us don't have half our asscts tied up in pork
bellies. But we are, by any measure of financial prudence, com-
pletely overcxposed Lo a single, itilquid, highly leveraped, and,
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according to some real estate SXPerts, now
seriously overvalued assel: our homes, Over
five-year horizons, 25 percent of homeowners
experience a4 decline of 10 percent or more in
real estate prices. Home equity insuranos
would reduce the anxieties of buyers who fear
they got in at the top of the market, of mobile
employees who worry about petting trans-
ferred dunng & downturn, and of plucky ur-
bat pioneers taking a chance in an iffy inner-
city neighborhood.

The idea is simple: Homeowners by a clas-
sic risk-manapement tool known as a put op-
tion. In the Syracuse test. the put gives the

owvieer thi right to sell a futures contract al a price pegged to average
home priess in hds or her zip cods, I prices go down, the owner ex-
ercises the option, and the seller of the put forks over the cash. IF
prices go up, the owner is out only the cost of the put. The rea-
son 110 one has ever been able to buy puts on home values before
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Where Price Insurance
Could Help Most
An experimentzl progrem protects Syracusa homes
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is that, up to now, no one has been willing to sell them.

Enter two Yale Busincss School professors, Will Goctzmann
and Barry Nalebuff, and one from NY1, Andrew Caplin. The
economists had done groundbreaking research on real estate price
indexes, game theory, and the pricing of dervatives, including op-
tions, which gave them confidence that they could ereate a mar-
ket for options on real estate. The professors pot together with a
community-development nonprolit orpanization in Syracuse, where
home equity declines have been a serious problem—in some neigh-
borhicods, home prices fiell 30 percent during the booming 194k
Arguing that price insurance could help stave off urban blight,
the communrty grenep won 2 55 ymlhon federal grant last vear to set
up a lest program. Goetemann, Nalebuff, and Caplin formed Real
Ligguihity ter roll it out. '

To assess the risk, the academics generated as many as 10,000
computer-simulated scenarios for the Syracuse home market—

Feousing peices, '
00 nwm .
mBoston T F

TROE TAHRERELLY



Jan 31 03 03:17a FCUser
ranging from 2 sman rebownd m prices to a grinding 30 percent de-

cline over M} years—and assigned probabilitiss 1o each. That ex-

ercige (0ld them that the 35 mullon grant would allow the non-
profit to sell puls against bomes valued ai a total of 524 millon
every year for the next five years The project, only five months
old, 15 already protecting 40 homes, worth 52 milhon.

Refore Heal Liguidity can take its insurance to other cities, as
it hopes to do, there are a 1ot of questions to ansver. Chief among
them is pricing. In overheated markets like San Francisco and
Bosion, the chance of decline is much high-
er than 1L s in Syracuse. Tn those arsas, pre-
roanms wiould have 1o be sigmificantly high
er than 1.5 percent of the home’s value, and
iUs unclear how that would affect demand.

Whether or not Real Liguidity expands
into mone rj!i::s.} there are others who think
that financial protection for real estate is an

ri Shiller, of frrational Exeberance fame and a pioneer

in caleulating home-piice sk, piiched futures contracts based on
real estate ndexes to several Chicago exchanpes, wiich currently
spnnqu-' contrzcts on indexes lile the S&P 500, Althoush Shiller has
g takers qs vel, he says he hasnt gven upy; ]1-_ just has to fgwe out
how to ;llltr_ the comtracts cormectiv © ;
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We are completely overexposed to a single,
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overvalue_d asset: our homes,

iden whose fime has come, Beck i 1990, Yale economics profes
sor Pobe

11.1T0|~ who want 1o take the other side of the transaction from |
ﬂlllli homeomwners In theory, mstitulional investors ought to be very

migrested, since returns on residential real estate and retums on

" . 1 . [
siodls are almost entirely uneorrelatad, B such investaors could get /
past their reservations, & useful new market woukd be bom, one/
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itively comelated with wages,

Tomn Skinnet, a0 Oxford-trained econ-
amist who founded Real Luidity, savs
the gt of proection in the new private
markets will averape around 390 of 2
home's. protected value, [hmjghum“_'mil
vary depending on the risk of the hols-,

! mg market concernad

-

Housing futures

‘Kalph Liv plans o roll our an ondne fu-

tures rarket for irading real estate sl in
Cultformin and Mew Yark by xip cocle in
2005, He's pot the right background, He
ran the Asfan dedvarives opeEratisns of
UES and Chase Manbatian in the early
1990, ontl he left to boild several Asiun
equiry derivatives exchanges and began
s own company in Singapore, Ad-
vanoed Risk Management Solutions, to
sell financial risk and trading systems 1o

“his fingers shightly with a hrm.nr:mf!,du:-

D 1 play after the wechnology melidown
in 2000, Liv returned home 10 southern
Californi-and_bepan frading wineres
and homse ranches, *Thae is hooe T pot the
idleaand sww the greot opporunity of cre-
ating a hedging market for real esiie
holdings,” e siys,

Margin regquirements plus the uncom-
fortalsle idea of truding avay upside gains
on a fully hedged shon position could
keep retall users away frorm the exchange.
TRt Liw sees its ceal value as 4 secondary
market bunks would use w hedpe their
owen new Jine of retail real estale equity
options produds.

geveril online derivatives exchanges
= including the Intercontinenta lExchange
and the International Securities Exchanpe

= have already proven popular with pro-
fessional creders, which suggests Liu's on-
line fumires model could v, Lin wony
disclose the names of investors o the
amroent of invesiment alracted so far b
e says he's confident in the wenture and
has pura “significant” amount of his own
“poney into i “From ny previous bank-
ing contacts, it has been very well ne-
ceivied,” hie savs, He's now preparing to
file for approval with the Commodity Fu-
mires Trading Commission.

survey that indicated only shor interest
Shiller thinks that wasn't reason cnough
ey block the contract. As with dny new
product, invesiors wonld wait in the
wings Dbefore  commiting,  “Inviestons
aren’t going 1o give an exciled response

they sy, | have to see whar the price
1577 he mays,

But nowy, thee timing may be right Liu
Says todiy”s Siruation is exactly the reverse
of the early 19905 = the neal estate mar-
ket is up and the stock market is cdown

IG Index plans to market its product more

aggressively with the British expatriate

community, many of whom might wish to take
Aong positions to preserve their ability to return
private and ceneral banks. After burning to their UK hDUEing market of choice

Hedging markets for US real esle
herve been pched before, Tn 1993, Yale
economist Robert Shiller, anthor of the
best-selling 2000 book Frariosal Exber-
e, approached several of the Chicagn
derivatives exchanges (o list real estate Fu-
mres, Despite some initiab ineres from
the Chicagn Board of Trade, the vonture
never got off the ground. Shiller says ex-
change officials were discouraged by a

Real Liguidity's Skinner points 1o better
howsing price clara, o the end, however,
the sule will be to the average US indi-
widual investor, who 5 heavily over-con-
centrated in their howsing, “Many people
have seen sharp ceclines in their £01(k)
emploves investment accounts aned BTy
that thedr larpest asser, their home, could
be next,” Skinner says, W
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15 provider.
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several yaars ago, but the
contricts nover Hated. “The

wey the press relesse” Yia
iodd PO Week, "The market
cipafattnses  back then
were very different, howev-
er — it war the end of
the 1991 pecession bot the
slock macket was doing
well. Now s the other

soucmmd derivatives hond
Yig, finance dipectar Laure
Lin and former Corr Pumreg
bokey Sacayt Lane.

Trade groups team up to boost futures market
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