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Recent Housing Market Dynamics

Some observations and some pressing questions

e U.S. house prices are increasing at about a 20 percentage point annual rate in
recent months, the highest rate of growth ever recorded.

e The level of real (inflation-adjusted) house prices is the highest in 131 years of house
price data stretching back to 1890.

e \What does this mean for the housing market?

o |sthe growth rate of house prices sustainable?

o |sthe level of house prices sustainable?

o Will there be a house price correction?

o |fthere is a correction, what would be the trigger?



U.S. real house prices at a 131-year record high
Real house price index (1890=100, log scale)
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@lenkiefer Data source: U.S. Home Price and Related data,
for Figure 3.1 in Robert J. Shiller, Irrational Exuberance, 3rd. Edition, Princeton University Press, 2015, as updated by author



MSA YoY House Price Growth for August 2021
Top 10 Fastest Growing MSAs Labeled
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Long-run Determinants of House Prices

Over the long run, house prices should reflect

e rents,

e the user cost of housing and
e any credit constraints that drive a wedge between rents and user cost adjusted

prices.

Price of Housing = BRent + ¥User Cost + ACredit

If 8 =1 and the User Cost and Credit variables are stationary this equation implies a
stable long-run house price-to-rent ratio.

Terms on the right hand side of the above equation (or their proxies) are often referred
to as fundamentals.



Long-run Determinants of House Prices

User Cost

The user cost of housing contains three terms:

e The firstis the sum of the nominal interest rate, i, and the property tax, 7, less tax
deductions at a rate 1, and corrected for an increase in the overall price level, .

e The second component is the housing depreciation rate, d.

e The final component is the expected real housing price inflation, £ (%) with PH

denoting real housing prices.

. PH
User Cost = (1 —7,)(i +7,) —m+d—FE D77



Long-run Determinants of House Prices

Price of Housing = BRent + ¥ User Cost + ACredit

Due to restricted data on rents, economists often approximate rents with supply and
demand factors. We might think of demand as proportional to income and supply
related to the housing stock.

ﬁIncome + Te

B B

Rent ~ Housing stock

substituting
Price of Housing = «y,Income + ~y;Housing Stock + 9User Cost + ACredit

Ifv, = 1 and the Housing Stock, User Cost and Credit variables are stationary this
equation implies a stable long-run house price-to-income ratio.



Short-run House Price Dynamics

N the short run, housing supply is inelastic

Thus, housing demand largely determines price

The restoration of equilibrium (return to long-run trend) depends on the speed with
which the housing market adjusts

The housing market does not adjust quickly

o the half-life of a shock is often measured in decades



Short-run House Price Dynamics

e Sustained deviations from Median expected home price change (%)
fundamentals can drive the
fundamentals themselves.

e Rapid house price growth can lead to
a loosening of credit, expanding
demand to segments of the
population that might not have been
active in the housing market before.

e Rapid house price growth can feed
expected future house price growth,
lowering the user cost of housing.
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Source: Mew York Fed Survey of Consumer Expectations



Return to fundamentals?

e The recent rapid rate of house price growth is not sustainable over the long run.

e However, the literature is divided on whether or not the level of house prices will
revert to fundamentals

e Even in models where the level does revert it takes a long time
o the half-life of a shock is often measured in decades

e Many house price models have an acceleration feature, where rapid growth in the
fundamentals can boost current growth temporarily driving prices away from
fundamentals.

e Given the boom-bust cycles in historical real estate it is important to think about
what could drive prices down.



Mortgage Rates



Mortgage Rates

Price of Housing = vy,Income + y;Housing Stock + 9 User Cost 4+ A\Credit

| PH
User Cost = (1 —71,)(i+7p) +0 —7m— E (PH)

f 1) = 1 then a1 percentage point increase in mortgage rates would leadtoa 1 — Ty
percentage point decrease in the level of house prices over the long run.

That's not very significant considering annualized growth is currently about 20 percent.

However, higher mortgage rates could cause credit to become more binding and
potentially reduce expected house price growth.

Thus the indirect effects of higher mortgage rates, and the signal that could send to
housing Mmarket participants are likely much more significant than the direct effects.



Mortgage rates over 5+ decades
U.S. Weekly Average 30-year fixed mortgage rate April 2, 1971 to September 30, 2021
Line weekly value, shaded area from decade average to weekly value
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Estimated density over weekly values
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Average conventional purchase loan size ($)
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Mortgage payments, interest rates and loan size

dotted line shows equal payment combinations of rate and loan size
each dot value for week 39 of the year (latest week available in 2021)
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payments principal and interest (P&l) for 30-year fixed mortgage
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Mortgage Credit



Mortgage Credit

U.S. homeowner equity surges to over $23 trillion as the value of the housing stock nears $35 trillion

e Unlike the previous boom, mortgage
credit has not expanded rapidly.

e Research has shown that the growth
INn Mortgage debt in the last boom
was primarily driven by investors and
others who increased debt on

existing properties rather than new
entrants/first-time homebuyers.

e |In the current environment the
expansion of credit has been
Mmeasure d, e Sp e Ci 3 | | y r elativ e t o B ancil Aceounts of e United Staies Table B.101 Balance Sheetof Househalds and Nonproft Organizations
equity.

e \While borrowers do not appear
overextended, a contraction in credit
still could have a substantial impact

on housing markets.
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Housing Supply



Housing Supply

e |nthe short term, housing supply is

very sticky or nearly perfectly EXHIBIT 1
i ne | a StiC Updated target housing stock

2018 2020

e But over time, the increase in
houging sy pply could pro\/ide some HVS, Millions Actual Target Gap  Actual Target
re”ef o the pressure on markets. )  Households 1212 1226 13 1258 1282

(2) Vacant Units 17.0 18.3 1.3 154 189

e Much like with mortgage rates the
direct effects of increased supply are |
A . A . Source: U.S. Census Bureau Housing Vacancy Survey (HV'S).
likely to be limited and unlike Not: Totele mey ot acd up due torounding.
potential rate increases, very gradual.

=(1)+(2) Housing Stock 138.3 1408 25 1412 1450

Exhibit 1 from Freddie Mac Research Note: "Housing Supply: A Growing Deficit"
http://www.freddiemac.com/research/insight/20210507_housing_supply.page


http://www.freddiemac.com/research/insight/20210507_housing_supply.page

Summary

Real house prices in the U.S. are the highest ever recorded.

e The current growth rate of house prices is not sustainable indefinitely, but it could
persist for a long time.

e Whether or not the current level of house prices is sustainable remains to be seen.

e |Ncreases in Mortgage rates, an expansion in housing supply or a contraction in
creidt could be the triggers that result in a house price correction.

e However, history has shown that deviations from fundamentals can persist for a very
long time (decades) and during that time risks tend to build.



