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Recent Housing Market Dynamics
Some observations and some pressing questions
U.S. house prices are increasing at about a 20 percentage point annual rate in
recent months, the highest rate of growth ever recorded.
The level of real (inflation-adjusted) house prices is the highest in 131 years of house
price data stretching back to 1890.
What does this mean for the housing market?
Is the growth rate of house prices sustainable?
Is the level of house prices sustainable?
Will there be a house price correction?
If there is a correction, what would be the trigger?

Long-run Determinants of House Prices
Over the long run, house prices should reflect
rents,
the user cost of housing and
any credit constraints that drive a wedge between rents and user cost adjusted
prices.
Price of Housing = βRent + ψUser Cost + λCredit

If β = 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:
The first is the sum of the nominal interest rate, i, and the property tax, τp , less tax
deductions at a rate τy , and corrected for an increase in the overall price level, π.
The second component is the housing depreciation rate, δ.
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Long-run Determinants of House Prices
Price of Housing = βRent + ψUser Cost + λCredit

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.
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Housing stock

substituting
Price of Housing = γy I ncome + γk Housing Stock + ψUser Cost + λCredit

If γy = 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
In 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
the half-life of a shock is often measured in decades

Short-run House Price Dynamics
Sustained deviations from
fundamentals can drive the
fundamentals themselves.
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.
Rapid house price growth can feed
expected future house price growth,
lowering the user cost of housing.

Return to fundamentals?
The recent rapid rate of house price growth is not sustainable over the long run.
However, the literature is divided on whether or not the level of house prices will
revert to fundamentals
Even in models where the level does revert it takes a long time
the half-life of a shock is often measured in decades
Many house price models have an acceleration feature, where rapid growth in the
fundamentals can boost current growth temporarily driving prices away from
fundamentals.
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 = γy I ncome + γk Housing Stock + ψUser Cost + λCredit
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If ψ = 1 then a 1 percentage point increase in mortgage rates would lead to a 1 − τy
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 market participants are likely much more significant than the direct effects.

Mortgage Credit

Mortgage Credit
Unlike the previous boom, mortgage
credit has not expanded rapidly.
Research has shown that the growth
in 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.
In the current environment the
expansion of credit has been
measured, especially relative to
equity.
While borrowers do not appear
overextended, a contraction in credit
still could have a substantial impact
on housing markets.

Housing Supply

Housing Supply
In the short term, housing supply is
very sticky or nearly perfectly
inelastic.
But over time, the increase in
housing supply could provide some
relief to the pressure on markets.
Much like with mortgage rates the
direct effects of increased supply are
likely to be limited and unlike
potential rate increases, very gradual.
Exhibit 1 from Freddie Mac Research Note: "Housing Supply: A Growing Deficit"
http://www.freddiemac.com/research/insight/20210507_housing_supply.page

Summary
Real house prices in the U.S. are the highest ever recorded.
The current growth rate of house prices is not sustainable indefinitely, but it could
persist for a long time.
Whether or not the current level of house prices is sustainable remains to be seen.
Increases in mortgage rates, an expansion in housing supply or a contraction in
creidt could be the triggers that result in a house price correction.
However, history has shown that deviations from fundamentals can persist for a very
long time (decades) and during that time risks tend to build.

