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Abstract 
This paper contends that real estate assessments in negative equity situations are a sunk cost 
and proposes a more equitable assessment base in such situations. It also debates the merits 
of the quantitative easing Fed policy started in 2010. 
 
The winter 2010 post quantitative easing 
developments in which both all terms 
Treasury rates as well as the mortgage 
rates went up 25% shows that the Fed had 
not been in turn, bailed out by the banks. 
While the Fed might have expected the 
banks to lower the mortgage rates, the 
contrary happened. 
As such, the banks continuing forecast of 
increased mortgage default levels 
associated with negative real estate equity 
in 2011 based on the Case-Schiller index 
which predicts an additional decline of 5 
percent in US real estate prices in 2011, 
made them increase the mortgage rates.  
While from a monetarist perspective the 
early cancellation of the initial bailout 
monetization1

Besides, a lay Treasuries holder would 
question the recent price drop while the 

 through TARP bank 
repayments before the end of the crisis as 
measured through tepid consumer 
spending, GDP growth and flat 
unemployment as well as real estate 
indices, is reversed through the purchase 
of government debt, the measure ensures 
an appetite for government spending with 
little effect at the consumer level and 
perhaps more certainty of the Afghanistan 
war continuation. 

1 1 Cicero I. Limberea CPA is a Director with PwC 
Financial Instruments and Credit in Washington DC. He 
holds a MIA in Economic Policy Management from 
Columbia University in New York and is a Finance PhD 
candidate. 
J Hicks, 'Mr. Keynes and the Classics: A Suggested 
Interpretation', Econometrica, vol. v (April, 1937), 147-
59; 

Fed is buying as a perception that there 
was incipient default brought by the recent 
softness of the US economy that prompted 
the Fed to buy Treasuries, rather than 
understand the intricacies of the IS-LM 
model2 that indeed prompted them to do 
so3

As such, because of the price drop, the 
selling of Treasuries by skeptics is 
currently higher than the Fed buying it.   

. 

Increased future Treasury yields 
expectations may not be the case in the 
context of the Fed purchasing it while 
holding a lot of the MBSs purchased 
during 2008 and 2010 and it is able to sell 
it therefore there is an expectation of 
higher future premiums for the ones 
holding it.  
This situation of increased Tresury yields 
had been started by the Fed buying 
Treasuries since prior to the Fed starting 
the quantitative easing policy the Treasury 
yields remained low, as such we have an 
indication of the momentum of the yields 
pattern. 
It could be that if the US economy picks 
up steam, the Fed as a Treasuries holder is 
left with huge profits, just as it was left as 
a result of the 2010 hike in MBS and ABS 
prices while it was holding them. 

2 J Dupuit, On the Measurement of the Utility of Public 
Works (Paris, 1844); 
3 R Hicks, 'The Four Consumers' Surpluses', Review of 
Economic Studies, vol. xi (1943), 31-41;JF Muth, 
"Rational Expectations and the Theory of Price 
Movements", Econometrica, Vol XXIX, 3, 1961, 315-35 
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Or, vice versa, it could be that if the US 
economy keeps falling, the Fed is starting 
a run on Treasuries. 
Fortunately, so far there was very little 
ripple effect in the Forex market, whereby 
EU leaders saw the quantitative easing 
policy as an induced depreciation or based 
on the data so far, a stopped appreciation 
of the US dollar. However it is widely 
accepted that the recent appreciation of the 
USD versus the EUR had mainly occurred 
because of the higher magnitude of the 
Euro debt crisis occurring in Greece and 
Ireland. 
Thus we conclude that the Fed's policy is 
pretty much forward-looking, its 
effectiveness resting on banks actions, 
which we already know were Fed policy 
and lending adverse, and the future course 
of the US economy. 
It is probably questionable how the Case-
Schiller index came up with the negative 
2011 outlook for the real estate prices in 
the US, the main components of the 
forecast being the increasing mortgage 
rates as well as the persistent lack of 
consumer spending; but certainly if the 
Fed does not dump their MBS holdings in 
the market in 2011 to lock in profits, the 
banks could be forced to lower mortgage 
rates through lack of yield alternatives, or 
may be helped to do so by FDIC by 
allowing reduced bank capital levels 
against real estate lending at controlled, 
Fed rate-indexed variable mortgage rates.  
At the same time, government purchases 
of real estate with the Fed bail-out 
Treasury money could be a viable 
alternative to having lower real estate 
prices in 2011. 
Notwithstanding that a pure calculation of 
the percentage of Fed participation in the 
new Treasury issuance actions has not 
been disclosed, although the levels of 
Treasury auctions participation prior to the 
inception of the quantitative easing policy 

by the Fed were strong, it is assumed that 
the Fed acted on both the primary as well 
as the secondary Treasury markets. 
However during 2010 the big Fed victory 
consists in exogenously fixing the nominal 
price levels due to contained inflation, thus 
being able to apply the framework of the 
IS-LM model. 
In this context, consumption raises with 
income, so supposedly any Fed action 
even though it would be increasing 
consumer confidence, it cannot relaunch 
GDP growth in and of itself. 
Thus, the only realistic target that Fed 
could have besides inflation is asset prices, 
therefore instead of the quantitative easing 
policy, which is further fetched, Fed could 
attempt to directly target real estate prices 
in the sense of neutrally raising them to 
cost levels. 
An interesting feature of the US credit 
crisis consists in the fact that the multiplier 
effect of government spending in the IS-
LM framework does not act entirely in the 
sense of raising private income since the 
government spending has been also 
oriented towards the Afghanistan and Iraq 
wars, and as such the use of some of such 
spending has been non-US, therefore 
acting as both an inflationary drag as well 
as a onetime consumption surge, with no 
permanent effect on increasing the 
multiplier. 
The increase in government spending that 
has been directly related to an eventual 
increase in military production output at 
the onset of the wars would have to be 
eventually shrunk back to pre-war levels 
all else equal, making this spending 
recessionary and an additional sunk cost, 
as such rendering some of the Fed 
Treasury purchases realistically Fiat 
money4

4 John Maynard Keynes (1965) [1930]. "1. The 
Classification of Money". A Treatise on Money - Macmillan 
& Co Ltd. pp. 7. 

. 
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A main feature of the US real estate crisis 
has been the undershooting of the real 
estate prices below cost. While the 
commodity prices of Canadian logs used 
primarily in building US houses has 
doubled over the past 5 years and given 
that the CAD has appreciated to almost at 
par with the USD, such price behaviour 
lacks fundamentals. 
An explanation could be the fact that the 
real estate taxes have been indexed to a 
percentage of the real estate value, 
applying a constant levy to this percentage, 
irrespective of the fact as to whether the 
owner has negative or positive equity in 
the property. 
While a third of owner-occupied US 
households reported negative equity in 
2010, the situation is widespread and has 
been reported by banks as a further lending 
repellent. Furthermore the FDIC reported 
that the mortgage modification program 
has not resolved the issues associated with 
the negative equity as obviously in 
negative equity cases, the incentive of the 
owner to keep the property other than 
separate tax credits are nil.   
We will demonstrate that for owner-
occupied negative equity properties, the 
real estate tax becomes an additional wage 
tax - thus a sunk cost, since the refinancing 
of the real estate property through 
homeowners equity lines can no longer be 
obtained. As such, in recessionary 
situations such as during cases of a salary 
cut, this situation becomes untenable.  
Given that the elasticity of the real estate 
tax with respect to all homeowners, 
irrespective of the equity levels and salary 
levels, is variable, based on a combination 
of individual welfare given by the wage 
level and home equity level this tax is 
regressive.  
Ti/Wk*Et = Ri,k,t >0 where T is the tax level, 
W is the wage level and R is E is the 
equity level, if the equity is positive 

And 
(Ti*IEtI )/Wk = Ri,k,t <0 where T is the tax 
level, W is the wage level and R is IEI is 
the absolute level of equity, if the equity is 
negative. 
Therefore the negative equity acts as a tax 
compounding effect, the higher the 
negativity, the higher the effect, and would 
require either a tax deduction or a tax 
credit. 
In reality in US the real estate assessments 
have been done through calculating a 
percentage of the real estate Fair Market 
Value and applying the tax bracket. 
T = FMVi*k*t  
where i is property-specific, 0<k<1 and 
municipality-specified and 0<t<1the tax 
bracket. 
We can contend that during real estate 
appreciation years, real estate taxes were 
not intrusive if the level of home equity 
appreciation was higher than the real estate 
tax, since such tax could be immediately 
financed through home equity lines of 
credit and as such has contributed to 
speculative investments in real estate.  
Tn/(FMVn + k) close to zero if k = 
FMVn+1-FMVn large number or if Tn < k 
n is the year and k can be financed entirely 
Furthermore k is known in year n and can 
be financed in year n, so you could have 
your real estate tax paid by the bank. 
For such type of homeowners, the wage 
level was unimportant (see all banks that 
financed home purchases without checking 
salary level references), but when future 
equity lines were lost the houses were 
immediately sold or the mortgage and tax 
payments remained unpaid. 
As such, the proposed taxation system 
would contribute to holding houses longer 
since a new owner would have some tax 
relief or abatement. 
It is socially arguable that the merit of an 
investor that bought a house at the peak of 
the real estate boom and is fully vested in 
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the property is more than pure luck and 
should be taxed as much as someone that 
bought his home at the peak of the 
appreciation, lost his job during the credit 
crisis and still lives in the house. Granting 
such a case tax relief would also be a 
contributing factor to lower foreclosure 
rates. 
The tax base is likely to be higher since as 
reported, only a third of US households are 
in a negative equity situation and for 
positive equity situations, the whole vested 
equity would become tax base therefore 
overall the government will not have less 
revenue from taxing real estate. A 
calibration to the original k, municipality-
specified tax base from the actual formula 
can ensure that the vested owners are not 
unfairly taxed either and that the 
government only bears the negative equity 
credit burden. 
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