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To my wife, Nanci, for loving me even as I Zillow-talked her ear off all these years, and to my late brother Justin, whom I miss every day.


—SMR


To my parents, who taught me to be curious and to my wife, who has been game to go where curiosity took me.


—SBH


To all the Zillowites, who have built such an amazing product that a book had to be written about it.


—SMR & SBH













READ THIS BOOK TO FIND OUT WHY…




… it might be better to rent than to buy


… you shouldn’t buy the worst house in the best neighborhood


… it’s better to remodel your bathroom than your kitchen


… you shouldn’t list your house for sale before March Madness or after the Masters


… Starbucks is making some housing markets as frothy as their lattes


… putting the word “cute” in your listing could cost you thousands of dollars


… you should never list your house for $444,000
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Exterior of the Brady’s home from the TV show The Brady Bunch (ABC/Photofest)













INTRODUCTION



Leaving Home


Our Real Estate Journey Begins


THERE ONCE WAS A MAN FROM BENIN


In 1990, when I (Stan) was a Peace Corps volunteer in Benin, an Ohio-sized nation in Sub-Saharan Africa, my housing accommodations were not exactly what you would call luxurious. For a while, I lived in what was essentially a construction site. The house I stayed in had a roof and parts of walls but it clearly was a work in progress. Every time Mr. Sana, the owner, had a few extra dollars, he would buy another batch of bricks and build a little more. By the time I left Benin, the house was mostly finished. The walls literally had gone up around me.


At first, I wondered why Mr. Sana hadn’t waited until he could afford enough bricks to build the whole thing at once. But as I got to know more about West African culture, his reasoning finally dawned on me. Like many people in West Africa, Mr. Sana didn’t like his cash lying around. That’s because, in this society of close-knit families and tribes, people aren’t shy about asking for loans and gifts, and local custom makes it very difficult to say no. If Mr. Sana had put his money into a savings account, his family and friends likely would have depleted it. It was safer to convert his cash into bricks and start building, even if he didn’t initially have the funds to complete the house.


Homes are certainly an important economic asset but they’re also a highly personal one. Mr. Sana taught me that. Real estate has an emotional dimension that other investments like stocks or mutual funds do not. When you’re buying or selling equities, you’re guided by financial sensibility, plain and simple. But when you’re buying or selling a home, other considerations come into play, like family situations, emotional attachments, and even cultural expectations. Mr. Sana’s half-finished walls are the perfect illustration of how unique personal circumstances often shape real estate decisions. And that’s equally true in rural Benin and in suburban Seattle.


In 2001, my wife and I moved from Charlottesville, Virginia, to Washington state with our two kids. Since we didn’t know the Seattle area very well, the right thing to do would have been to rent for a while and familiarize ourselves with the surrounding neighborhoods before making the commitment to buy. But we had just moved across the country and it was more important for us to have a home of our own—any home—than to have a perfectly located one. Objectively, it wasn’t the smartest move, but for our family, at that moment in time, buying a home right away was definitely the way to go.


We looked at almost forty houses in three days. Coming from Virginia, we found Seattle home prices a bit of a shock. At the time, the average home in Seattle was worth $220,000. In Charlottesville, it was just over $150,000.


I remember one house we saw in our price range that didn’t even have a front door—you had to enter through the garage. I’d spent years thinking about how cool it would be to take my parents on a tour of my first home. But the thought of showing them a house with no front door, taking them in through the garage, and then telling them the place had cost much more than the home prices they or I were used to just didn’t seem right.


So we found another house—this time with a front door. After two years, we sold it at a profit and bought a new one. We were living in that second house in 2008 when the economy tanked and the real estate market plummeted. With home prices crashing around us, I started thinking about how to minimize our own losses. Like Mr. Sana, we’d converted our money into bricks, and I wanted to protect our investment.


From my perspective as an economist, it seemed like the best move was to sell our house before things got any worse, rent until the market bottomed out, and then purchase our next home at a rock-bottom price. But my wife reminded me that, while selling, renting, and buying again might make good financial sense, it was a pretty terrible idea for our family. By then we had three kids, and uprooting them twice simply wasn’t worth it. In our case, the downside of moving far outweighed any potential financial benefits of my scheme to sell, rent, and then buy low. Even during a time of dire economic circumstances, our house was still more than just a financial asset. It was our home.


This all goes to show that real estate decisions are complicated by so many factors that even an economist can’t always make them strictly as an economist. That’s why, while it may look strange from the outside, building a house brick by brick is sometimes the smartest thing to do for the people on the inside.


Spencer and I wrote Zillow Talk to help you figure out the smartest thing to do for the people on the inside of your house. This book is about the new rules of real estate. It’s intended to help you buy a home or sell a home, and to sound smart when talking about other people buying and selling homes. And it reflects the big bet behind our company, too: Whether you want to spot the next hot neighborhood or are deciding whether to buy the worst house in your current one, let the data be your guide.


SPENCER’S SHADES OF GRAY


Like Stan, I (Spencer) have had my own real estate epiphanies, too—though they took place in Seattle, not Sub-Saharan Africa. Just as Stan learned that walls don’t make a home, I learned, a few years back, that it is a rookie error to view a piece of real estate as either for sale or not for sale. In fact, many houses are in a gray area somewhere in between. A homeowner who previously had no intention of selling might suddenly be tempted by a buyer’s generous offer. And a homeowner who wants to sell might be persuaded to wait for better market conditions. So if you’re willing to operate within those shades of gray, there are a lot of creative ways to end up in the house you want.


When my wife and I moved to Seattle in 2003, we needed somewhere to live, but we weren’t quite ready to buy a home. While looking for a house to rent, we came across the perfect place. But there was a catch: The owner wasn’t trying to rent it—he wanted to sell it. Since the house had been on the market for about a year, we figured the owner was having trouble finding a buyer willing to pay his asking price, so we wrote him a letter convincing him to rent it to us instead. (All we knew was the house’s address. We had to send the letter by snail mail.) The alternative for the homeowner was selling at a loss or continuing to pay the mortgage out of his own pocket. Renting to us was therefore a win-win for us all, we suggested. Luckily for us, he agreed. He took the “For Sale” sign out of the yard, and we moved in.


We were still renting that house two years later when we learned that my wife was pregnant with our first child. There’s some social pressure to buy a house when you’re starting a family. (Plus, Zillow was just getting off the ground, and it dawned on me that an executive of an online real estate company should probably own his own home.) Then again, we were happy in our rented home. So we called up our landlord and made him an offer to buy the home we were renting. It couldn’t have worked out better. Even though our offer was below market value, the owner ended up doing fine. He got more for the house than he would have if he’d sold it in 2003, plus he’d collected thirty-six months of rent from us. Also, by selling the house to the rental tenant, he didn’t miss a single month of rent. Meanwhile, my wife and I purchased the home we already loved at a very favorable price.


If we’d let the “For Sale” sign on that house scare us away when we were looking to rent, we would have missed out on a really great opportunity. Instead, our first successful real estate adventure expanded our sense of what’s possible and encouraged us to keep exploring that gray area between for sale and not for sale. Since then, we’ve continued to buy and sell through somewhat unconventional methods.


After our second child was born in 2008, we decided to look for a bigger house. It was time for our family to move, but it was a horrible time to sell, given the state of the housing market. So we did exactly what the previous owner had done: We found a couple that wanted to rent the house with the option of eventually buying it later. In fact, we agreed to set some of their rent money aside each month in a down-payment fund.


Although the market was already pretty bad, we expected it was going to get even worse, and we didn’t want to buy before it bottomed out. So, in the meantime, we moved into a rental and watched real estate prices continue to fall. In early 2012, Stan’s analysis revealed that the real estate market had hit bottom in our area, and we decided to pursue a house that looked promising: a high-end foreclosure.


The previous owner had bought the home in 2005, at the height of the market, and put considerable work into the property before times got tough and the bank foreclosed. By the time we had the title and keys, it had fallen into total disrepair (as we discuss elsewhere, this is common with foreclosures). But even so, we got a great deal: We ended up paying a little more than half of what the seller originally paid for it—plus we got a 3 percent mortgage. One year and several contractors later, our home was worth nearly twice what we’d paid for it.


As this book goes to press, my wife and I are looking for an investment property that can double as a vacation home, and the one we have our eye on is in yet another unconventional transaction: a short sale. As it turns out, buying a short sale can be pretty complicated. Even though there’s a “For Sale” sign in the yard, once again, the situation is hardly black and white. The home we’re hoping to purchase is owned by seven different lenders, which means we have to negotiate with all of them at once. It feels like every time we move closer to a resolution, we take two steps back. On the spectrum of for sale to not for sale, this house is its very own shade of gray.


In our own ways, and from our own respective journeys with homeownership, Stan and I have learned something really fundamental: Real estate is a lens on society. What we’re hoping to do with this book, then, is three-fold:


We want to use Zillow’s data to get you to rethink how you buy, sell, finance, and live in your home.


We want to use it to revisit and revise some tired old myths—for instance, whether homeownership really should be inseparable from the American Dream, and whether the sacred Mortgage Interest Deduction actually does more harm than good to our economy.


And, finally, we want to show exactly how—and how much—the rules of real estate have changed in our fast-paced, hyper-connected, smart phone–wielding world.


LOOK OUT, HERE COMES A FOUNDATION MYTH


I (Spencer) actually came to the world of real estate quite by accident. In fact, I was much more interested in harnessing the power of technology to dis-intermediate—as the parlance goes—a completely different industry: the travel industry.


For years, it may well have been your worst nightmare: not snakes, not public speaking, not heights—which, according to Gallup, are Americans’ three top fears.1 No, I’m talking about booking the family vacation—an experience that, as recently as the early 1990s, involved dialing, say, Great West Airlines, being made to wait on hold, and listening to not-so-soothing Muzak, all while muttering, or begging, or screaming to talk to a human being.


When you finally got through, you would ask if such-and-such a flight was available on a particular day. You would hear the clicking of computer keys on the other end. You would wait some more. And then you would get your answer: “Sorry, but we don’t have a flight from here to there.”


Such was the state of the American travel industry during the pre-Internet age. Consumers had little to no control over getting where they wanted, staying where they needed, or seeing exactly which ticket, car, or hotel was more or less expensive than the next. The information that could have helped them plan a family vacation with ease was locked up in secret databases. Only industry insiders could get their hands on the keys.


I knew I needed to get my hands on those keys, and I was willing to bet that many other people felt likewise. That’s how I came to co-found Hotwire, the discount travel website, in 1999. The idea was simple: If everyone could simply jump through the phone, peer at the travel agent’s screen, and see the flight and fare information for him or herself, we’d all be better off. And, indeed, several years later, consumers were better off. The travel industry had been transformed, thanks in part to Hotwire, and also to sites like Expedia, which acquired Hotwire in 2003—a serendipitous event in Stan’s and my lives because, at the time, Stan was working at Expedia.


Stan was in charge of the Expedia team that was exploring creative ways to use data. When we first met, we realized that we had a pretty strong, shared interest in that topic. We both were thrilled about the possibilities of bending data to empower ordinary people during the heyday of the online revolution. The rest, as they say, is history.


During that same time period, of course, other business innovators were using the fledgling World Wide Web to bring similar transparency to a host of formerly opaque, anti-consumer, or consumer-unfriendly industries. For the first time, people could research and buy stocks, cars, and insurance policies online—to say nothing of music (a story for another day).


Nevertheless, six years into the twenty-first century, at least one major American industry had yet to be transformed by easy access to online information. And this was not just any industry, mind you, but one of the very largest and most important: the United States’ $1.2 trillion real estate marketplace.


It’s shocking to think back and consider that, before Zillow started in 2006, in order to shop for a home, you had to scour the real estate listings in the local Sunday newspaper. Some real estate information had been computerized, but much of it was only available to real estate professionals. Even so, those early, exclusive computer files only contained part of the historical information readily available today, including past sale prices and assessed values.


In other words, the information ordinary people wanted and needed to know was guarded in county courthouses and secret industry databases. Practically speaking, it was nearly impossible to learn online what the home down the street sold for, how the tax assessor had most recently valued it, or what it was likely to be worth on the local market.


Shopping for a home was like being in a dark room where only the agent was holding a flashlight. She’d shine it on two or three homes—listings or “comps” she had chosen for you—but all you wanted to do was grab the flashlight and wield it yourself. Or, better still, just flip on the darned light switch to see it all.


That’s why we created Zillow: to turn on the lights and bring transparency to one of our country’s largest and most opaque industries. So on February 8, 2006, a new website with a funny name launched to the world, with the power to estimate—or, as we call it, “Zestimate”—the value of nearly every home in America.


Within hours, hundreds of thousands of people flocked to the site. A new verb was born, as home after home was “Zillowed,” and we discovered that there were a lot of people out there who shared our curiosity, our envy, and our voyeurism.


One million people visited Zillow.com in its first three days of operation, crashing our wee little servers in the process. Soon “Zillow” and “Zestimate” became part of the zernacular (I mean vernacular). The business of owning or shopping for a home was forever changed, and we no longer had to answer the question, “What do you do for a living?” with some lengthy explanation involving metaphors and hand gestures. We had become, as CNBC’s Mad Money’s Jim Cramer put it in 2014, “the keeper of the numbers.”


Today, Zillow is the largest real estate site on the Web and on mobile, with 140+ million people (unique users) visiting Zillow and its associated mobile apps every month. With data and information on more than 110 million homes—including Zestimates, homes for sale, homes for rent, hundreds of thousands of real estate agent reviews, and other useful information—homeowners, home shoppers, and curious neighbors rely on Zillow for “inside” information not found anywhere else.


Of course, the real power that Zillow provides to consumers doesn’t come from all this data alone—it comes from our analytics. We built Zillow by first amalgamating all the information on housing we could possibly get our hands on. At first, that meant turning to public records that contained information like a home’s number of bedrooms and bathrooms, taxes, and square footage. We took all that data and used it to calculate the value—the Zestimate—of nearly every single home in America. We even went through a similar process to create “Rent Zestimates” for homes all across the United States, estimating what a particular home could reasonably be expected to rent for.


Before long, we took the Zestimate a step further and began to forecast it. In the end, we wound up with a method that could estimate and predict the value of virtually every home in America.


People now have access to all the information they need in one place, and the analysis to translate this data into usable information. But we also think the democratization of real estate data is profoundly important. It’s been said that the enemy of truth isn’t the lie, but the myth. Well, this book is all about deploying the data to replace folklore with facts.


As you’ll see, the numbers tell us that homeownership isn’t the right choice for everyone. A remodeled kitchen doesn’t give you the biggest bang for your home improvement–project buck. A well-timed listing will do far more for your sale price than freshly baked cookies at an open house ever could. And that, with apologies to twentieth-century British property baron Lord Harold Samuel (who purportedly coined the phrase “there are three things that matter in property: location, location, location,”) the three things that matter in property are future location, future location, future location.2


OUR FLOOR PLANS, OURSELVES


The data also shows us how much the market has changed in the past half-century—both in terms of our physical experience of the home and its overall importance in our lives and our economy.


In 1950, the average number of residential square feet per person in the United States was less than 300. By 2000, that figure had climbed to almost 900—both because homes got a lot bigger and families got a bit smaller.3


But that’s only half the story. During essentially that same time frame, this same trend reversed in the workplace. In 1970, companies used to plan an average of 600 square feet per employee when designing industrial and commercial facilities. Today, thanks to improved technology, a devotion to collaboration, and the near-extinction of office libraries, secretaries, and “computer rooms,” the average number of square feet per person in an office has shrunk to less than 100. In other words, if the American home-to-work space ratio used be something like 1:3, today it is 7:1. In still other words, there has been a more than twenty-fold increase in the significance of our homes in our day-to-day lives.


In turn, the home itself has changed radically as a result. In 1970, the word “telecommuting” had not been invented, workout rooms consisted of a tricked-out piece of elastic tied to your doorknob, and it was unheard of to have anything in your house akin to a movie theater. Today, according to the National Association of Home Builders, an exercise room is one of the top ten features that “Home Buyers Really Want” in an upscale home. A media room is almost as desirable. More than 34 million people work from home at least occasionally.


Our homes are not merely bigger and more versatile these days; they also embody the privatization of a whole host of activities that used to be exclusively commercial—from the gym, to the movies, to coffee shops, to the workplace itself. And, yes, Robert Putnam, we even bowl at home—on our TVs and in our living rooms, thanks to the magic of Wii and Xbox.


The upshot is that our homes are now much more than the places where we lay our heads at night. And they aren’t just “where the heart is” anymore, either. Homes are the object of our heart’s desire.


We now fantasize about upsizing our houses by viewing “real estate porn” online and on dozens of home-related TV shows—spending massive hours on shows like American Dream Builders, Extreme Makeover Home Edition, House Hunters, and the Million Dollar Listing franchise. Not to mention snooping on Zillow to find home information, sale prices, and even pictures of the homes of our bosses, colleagues, prospective dates, ex-girlfriends, aging parents, and ex-girlfriends’ aging parents.


There’s no question that our culture is real estate–obsessed. But there’s a difference between fixation and comprehension. And in our view, housing is the most important industry in America that almost nobody understands. Housing is Issue #1 in the Oval Office, in the corner office, and at the kitchen table.


Yet, even though it’s at the top of mind for everyone from celebrities to central bankers, real estate is far from a perfect market. Up until very recently, home buyers and sellers essentially met in the dark to shake hands on the basis of hunches and guesses. National policy makers advanced gut-level theories about the nexus between homeownership and individual and community well-being. Capital markets placed trillion-dollar bets on real estate trends, based on little more information than what’s available to the average home buyer, and then watched as their investments plummeted and took the global financial system with them.


How can the real estate market—a market that is both so personally intimate and macro-economically consequential—be such a complete mystery?


A few observations:


First, the data on housing simply hasn’t been widely available. Before Zillow, as we mentioned, the few real estate databases that existed were primarily kept in leather-bound volumes on the endless shelves of county office buildings or in privately held industry databases inaccessible to the rest of us.


Second, and perhaps more importantly, we were afraid to ask. Widespread homeownership seemed like such an unmitigated virtue that no one wanted to dig too deeply. When the slot machine keeps paying out, why raise a hand to ask if it might be broken?


Moreover, sunlight isn’t just the best disinfectant. It exposes us, too. Because so many Americans are homeowners, we didn’t necessarily want the real estate market to suffer the same price reductions (or are they “corrections”?) that upended the car, stock, insurance, and travel markets. Quite the contrary, far too many of us wanted—and expected—our home values to continue rising, year after year.


The good news is, the era of ignorant bliss is demonstrably, definitively over. Everybody understands that housing bubbles can pop. And we all want better, more accurate information to prevent bubbles from inflating in the first place.


A BETTER HOUSE TRAP


A decade or so ago, if you wanted an estimate of your home’s value, it took several hours (after weeks of waiting), a trained professional appraiser (who was rarely free when you were), and at least nine hundred dollars. Today, Zillow can estimate a home’s value instantaneously, using tools more familiar in genomics, image compression, and biochemistry than pencils, measuring tapes, and Polaroid cameras. Although Zillow will never replace appraisers, it gives homeowners, investors, and policy makers another tool to use in understanding a home’s potential value. And, most importantly, it does so without human limitations. Creating valuations for every home in America is extremely complicated. Think about the scale on which we’re working. Hundreds of thousands of lines of code. Dozens of servers. More than a million unique valuation models. All told, our computers process 3.2 terabytes of data every day.


Just to give you a sense of the investment on our end: We’re constantly reevaluating and revising our algorithms. These algorithms are created by teams of experts with PhDs. In the past several years alone, we’ve gone from a 13.6 percent margin of error to a less than 7 percent margin of error, while increasing Zestimate coverage from 43 million to more than 100 million homes.


Our multiple databases—all of which are living, breathing, and improving every single day—are central to the genesis of this book. Thanks to newly accessible data and the ability to mine it, we deconstruct some of the falsehoods that have clouded important facts about the housing market, and we reveal data-driven truths that can help all of us—buyers, sellers, observers, analysts, and legislators—to make better decisions going forward.


We talk about some of the most interesting trends and patterns that we’ve seen, and we describe their implications.


Sometimes, that means busting myths. Other times, it means affirming them—with a few, slight modifications. (Do property values rise the closer you are to a Starbucks?)


Sometimes, we turn conventional wisdom on its head. Other times, we explain why conventional wisdom may be right, but for the wrong reasons. (What neighborhood is most likely to gentrify next?)


We tell sellers when and how to list—and we tell buyers why they might want to interpret those listings in ways they hadn’t imagined. (What’s an easy way to spot desperation in a seller?)


We explain when a potential buyer in a particular place is most likely to look for a new home. And we reveal when peak interest and short supply coincide to create the perfect sellers’ market. (What does your street suffix say about the age of your home?)


We also shed light on why America needs to rethink some of its old dogmas about real estate and housing—from the mortgage interest deduction to flood insurance.


Our goal in this book is to ARM (bad mortgage pun intended) you with new tools—and to help you navigate the vastly changed real estate market that we find ourselves in post-recession. And, equipped with our data and analysis, we hope to help you pair your passion for homes with information that will empower you with new rules to make smart decisions about where to live, how to sell, what to buy, and how Washington can facilitate a healthier housing market.


After all, this is why we created Zillow—to marry our left-brain obsession with data and our right-brain love affair with homes; to create a new force for transparency in an industry that seemingly everyone cares about, but virtually no one fully understands.


The name Zillow is a hybrid of “zillions” and “pillows”—what English majors call a portmanteau. Zillions represents the analytical, quantitative side of who we are—the zillions of data points and calculations we crunch to help better understand the housing market. Pillows, where we lay our heads at the end of the day, are an iconic representation of the emotional importance that homes have in our lives.


Ultimately, we want to help you make sense of the zillions so you can rest more easily.


At Zillow, we know that a house is more than an address on a street, or a place you keep your stuff. Home is where your life happens. And here, in this book—just like on our website and across our apps—our aspiration is actually pretty simple: helping you find your way home.


THE ZESTIMATE: WHAT’S MY HOME REALLY WORTH?


It’s the oldest question in real estate, yet up until recently it was nearly impossible to quickly get an estimate for free. Well into the 1990s, the best option was looking at the recent sale prices of surrounding homes (or what real estate professionals call “comps,” short for “comparable sales”), guesstimating a rough value per square foot, and then applying that to your own home. But that method was lacking, to say the least, compared to the free estimates widely available today.


By the time Zillow came onto the scene in 2006, computers and statistical models had updated the process. In those days, a statistician often would handcraft a complicated model to calculate home values. This was a huge improvement over the comp and guesstimate method. It also was a time-consuming, painstaking process, because the statistician would have to plug an enormous number of variables into his or her model—everything from a house’s number of bathrooms to its proximity to the local dump. Virtually everything that could affect the price had to be taken into account.


This kind of value estimation also came with big drawbacks. For one thing, these models really only worked over fairly large geographic areas. With a statistician hand-programming the model, it simply wasn’t practical to refine different versions of the model and then to apply them to each and every neighborhood in the country. So it was rare to have a model that zeroed in much closer than the state or metro level.


Imagine using the same model to calculate the value of homes in celebrity-studded Miami and the panhandle on the other side of the state. See the problem?


When we founded Zillow, we were determined to build a better home value estimate—one that truly incorporated all of the idiosyncrasies that determine a home’s value. So in 2005, we got to work.


First, we scoured the research—and we didn’t stop with techniques specific to real estate. We borrowed from those more commonly used in fields like artificial intelligence, biogenetics, genomic research, and image processing, among others. These methods might have been designed for problems like marking cancer cells or making fuzzy images clearer, but we found that they could be applied to make home values clearer as well.


Right away, we discovered something significant: It turned out that those gigantic, complex models really weren’t the best approach. Instead, we found that we could actually get much more accurate data by deploying a lot of relatively simple models.


To understand why, imagine two photographers who want to capture the image of a house. One spends hours positioning his camera, waiting for just the right light, and then snaps a photo. The other walks around the house taking a whole bunch of pictures—even climbs a ladder to photograph the roof—and then uses a computer program to combine those photos into a 3D image of the home. If you wanted to learn the most about the house, which image would you turn to?


In the same way, we’re able to account for almost every angle of a home’s value by using hundreds of simple models. They factor in a home’s lot size, its number of bedrooms, and virtually all of the elements that might affect home value. And because these models are much smaller, they’re able to weigh all of those variables based on hyper-local history. Instead of treating entire states like homogenous markets, these smaller models are able to account for the value differences that occur from street to street.


Most importantly, our models refine and retrain themselves nightly. Every single night, our computers build about 1.2 million statistical models, which immediately start calculating home values in every corner of the country. Once they’ve finished the job, those models are deleted. The next night, another 1.2 million models are built based on the new conditions of a brand-new day, and the process repeats.


Because of this constant refinement, our home value estimates catch any changing conditions that might affect home values as soon as they shift. That’s how we get the Zestimate—the most accurate, up-to-date home valuations we are able to create.
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SCORING A DATA-DRIVEN DEAL ON A NEW HOUSE
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Highclere Castle, located in Hampshire, England, is the home of the Crawley family in Downton Abbey (Stan Humphries)
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Warren Buffett Is (Always) Right


Why Buying a Home Is Still a Really Smart Investment


It’s hard to think of an investor with more credibility than the “Oracle of Omaha,” Warren Buffett. From his perch atop the central plains, Buffett sees all. And, as the longtime chairman of Berkshire Hathaway, the massive holding company, Buffett nearly owns all, too. If you want a single measure of Buffett’s success as an investor—aside from the fact that, at the moment, he’s the third richest person on Earth1—here it is: From 1964, when Buffett began gobbling up businesses, through 2012, the value of Berkshire’s stock has soared 586,817 percent.2 Today, Berkshire’s holdings include dozens of famously successful companies, from GEICO to Brooks Running to American Express. The result is that a dollar invested in Berkshire in 1964 is worth more than $500,000 today.


Enough said. The guy knows investing.


Every year, Buffett grants a lengthy “Ask Warren” interview to CNBC’s Squawk Box, during which the show’s anchors ask every conceivable question about his investment strategies, economic forecasts, the weather in Nebraska… you name it. And, because Buffett is the undisputed master of the markets, people listen carefully to what he has to say. Very carefully.


During Buffett’s inquest in February 2012, our ears perked up when CNBC’s Becky Quick, the co-host, asked Buffett, “Do you still think that this is a great time to be buying stocks?” “Yes,” he replied, right before he changed the subject from equities to real estate. But “if I had a way of buying a couple hundred thousand single-family homes,” he said, “… I would load up on them.”3


Quick then asked whether Buffett would advise young investors to put their money in stocks, or use their savings to buy a first home. Buffett replied that buying a home with a thirty-year mortgage, at the historically low interest rates of early 2012, was “a terrific deal” and “as attractive an investment as you can make now.”4


For obvious reasons, we were very happy to hear Buffett encourage people to shop for homes. And Buffett didn’t just speak. He acted. Berkshire Hathaway has recently purchased more than a dozen real estate brokerages, and during 2013, Buffet launched his own: Berkshire Hathaway HomeServices. It’s safe to say that the Oracle is putting his money where his mouth is.


But let’s suppose you’re not a billionaire investor. If you’re in the market for just one house, instead of a few hundred thousand, does Buffett’s advice still apply? Should you invest in real estate? Are single-family homes really a better deal than stocks?


Most people think so. Even in our post–housing bubble world, Americans have held fast to the belief that real estate is always a surefire way—and usually the very best way—to grow your money. A 2011 Pew Research Center survey found that 81 percent of adults in the United States believe that “buying a home is the best long-term investment a person can make.”5 Each month, Fannie Mae tracks consumer sentiment about the housing market specifically, and the economy more generally. The response to one question in particular has remained remarkably steady over the past several tumultuous years: When potential movers are asked whether they would rather rent or buy, two out of every three have consistently told Fannie that they would rather buy.6 In other words, as the housing market was continuing to bottom-out, and as foreclosures were still on the rise, the public’s confidence in residential real estate was—and remains—incredibly high.


To see if that confidence was warranted, we decided to crunch the data. And there’s an awful lot of it to crunch.


According to the World Bank, the US stock market is worth more than $18.7 trillion.7 Just to put that number in perspective, it’s a few trillion dollars more than the entire annual gross domestic product of the United States. If you can believe it, though, the housing market is even bigger. According to recent estimates, the value of America’s housing stock is more than $25.7 trillion.


Furthermore, in addition to being really big, both the US housing and equities markets are very old. That means we have access to a huge volume of data over a longtime horizon—an economist’s dream come true! (No really, this is what Stan dreams about at night.)


When we compare these massive markets, at first blush, stocks seem to easily outperform real estate. From 1970 to 2010, the Standard & Poor’s (S&P) 500—an index that is widely accepted to reflect the overall performance of the stock market—showed an annualized increase in price of between 8 and 11 percent. Home prices, on the other hand, rose an average of 4 percent per year during that same span.


On its face, then, the better investment looks like the stock market, hands down.


But in order to truly evaluate their relative performance, we need to make this an apples-to-apples comparison. Obviously, there are financial benefits to holding stocks and owning real estate that aren’t reflected in their paper value. When you own stocks, for instance, you often earn dividends as a shareholder. When you own a house, on the other hand, you’re building equity and lessening your tax burden, thanks to a few lines in the US tax code that allow homeowners to write off the interest on their mortgages (more on this in Chapter 25).


Oh yeah, and try living in a stock, or renting it out on Airbnb. Real estate does triple duty as somewhere to put your money, your stuff, and yourself… or your tenants.


We won’t bore you with the math, but when factoring all of these variables and distinctions into our calculations—from stock dividends, to rental income, to tax advantages—the result surprised even a couple of die-hard real estate fans like us. Based on our analysis, from 1975 to 2014, the S&P 500 averaged an annual return of 10.4 percent, while residential real estate returned 11.6 percent each year on average. That’s right: All things being equal, investing in real estate is definitely the better bet.


[image: image]


Historically speaking, and accounting for all of the important distinctions between real estate and stocks, real estate wins the day—though only by 1.2 percent. Still, as the graph above illustrates, over the long haul, even a small difference in the average return on investment can result in a very big payoff, because returns are compounded each and every year. That’s why, beyond the twenty-year mark, the solid line (real estate) races above and beyond the dotted line (stocks).


Meanwhile, there’s another reason that real estate beats stocks as a long-term investment: volatility. Investing in the stock market is often compared to riding a roller coaster, and for good reason. The value of a stock (or an entire portfolio, for that matter) can skyrocket or nose-dive over the course of any given year, month, day, or even hour. These peaks and valleys are especially bumpy—in other words, risky—over short periods of time. Over long periods of time, investing in the stock market is less risky, to be sure. But historically, whatever the time frame—a year, a decade, or longer—housing is always less volatile than stocks, as you can plainly see in the graph below.


[image: image]


Investing in real estate also beats investing in the stock market in a final way that’s worth noting, and that’s not reflected in our analysis above. As we explore at length elsewhere in this book, the majority of Americans take out a mortgage to purchase real estate. That is, they leverage a down payment of 10, 20, or 30 percent to secure a loan for the full cost of their investment. If you have $100,000 to invest in real estate, by taking out a mortgage, you can buy a $500,000 house. On the other hand, if you invest $100,000 in the stock market, you end up with $100,000 in stocks (or even a bit less, after brokers’ fees). Technically, it’s possible to leverage your investment in the stock market as well (it’s called “buying on margin”), but the process is tricky, and not generally available to the average retail investor.


We would never suggest that real estate is the bulletproof investment it seemed to be ten or twenty years ago. Things have changed. This much we know.


What hasn’t changed, despite the crash of the housing market and the slow economic recovery, is that residential real estate is still a terrific place to put your savings. The returns are better than stocks. The risks are lower. And the benefits—from tax write-offs, to leverage, to a roof over your head—are more significant, too.


We suppose it’s no surprise that Warren Buffett was right. His advice, after all, is always on the money.
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