The University of Illinois

ORER Letter

Published by the Office of Real Estate Research at the University of Illi-

Inside This Issue. . .

Chicago: Avoiding New England Market Woes 4
Update on Homelessness 7
Interest Rate Risk and Optimal Design of Mortgage Instruments 8
Economist David Fand on Thrift Crisis, Government Interference 10
Vacancy Management II: An Agency Problem 14
Rho Epsilon Completes Active Semester 15
Keeping Up With a Changing Freddie Mac 16

In Search of the Housing Downturn
Peter F. Colwell and Joseph W. Trefzger

Housing has some unique charac-
teristics. Markets are localized, all
parcels are

differentiated, and housing's dura-
bility and high cost both permit
and necessitate the existence of
complex financing

arrangements. However, the anal-
ysis of housing markets is facili-
tated by the fact that housing is a
durable good. As such, the hous-
ing market shares some
characteristics with other durable
goods

markets.

One general characteristic of
durable goods is that their produc-
tion seems to rise and fall in a cy-
clical pattern, whereas their con-
sumption seems much more
stable. Sizable inventories accu-
mulate during the high output
phase of a cycle, and these inven-
tories are depleted after the cycle
has peaked. Unfortunately, ob-
servers of a durable goods market
might take notice of relatively

high (or low) points over a series
of repeating cycles, and wrongly
conclude that the market isin a
long-term upward (or downward)
trend. Such an erroneous conclu-
sion might adversely affect market
participants' behavior and public
policy decisions. It istherefore
important that we learn to distin-
guish short-term fluctuations, re-
ferred to in this article as
"cycles," from long-term trends.
The recent history of the Great
Lakes illustrates problems caused
by the failure to recognize cycles.
Several years ago, many observers
expected a crisis; Lake levels had
risen to such an extent that some
shoreline property had been
destroyed, and a simple projection
of
the "trend" indicated that a sub-
stantial amount of other property
around the Lakes was threatened.
However, even a casual examina-
tion of the relevant data indicates
that the water levels in the Great
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Noted Broker Addressed
U of | Alumni

The Office of Real Estate Re-
search sponsored its ninth
luncheon for

University of Illinois alumni
working in the real estate field.
Approximately 75 alumni and
their guests attended the event,
held from 11:30 A.M. until
2:00 P.M. on Friday, April 20
at the Chicago Y acht Club.
Thanks to Gene Stunard, who
again arranged for the use of
the Club's facilities.

The speaker was Goldie B.
Wolfe, President of Goldie B.
Wolfe & Co., which specializ-
es in the office segment of the
Chicago real estate market.
Ms. Wolfe, who began her real
estate career with Rubloff and
was the first woman to be
named a Senior Vice President
of that company,
established her own firm in
1989. The recipient of humer-
ous awards for her sales pro-
ductivity, Ms. Wolfe spoke on
"The Art of Negotiating."

Quigg to Jain Illinois Faculty

Laura Quigg will join the Uni-
versity of Illinois real estate fa-
culty in the Fall 1990 semester.
Quigg, who is completing her
Ph.D. at the University of Cali-
fornia at Berkeley, specializes
in the application of option
theory to land valuation.
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Commentary

Lakes follow a cycle (of perhaps
11 or 12 yearsin duration). Itis
unfortunate that those who pre-
dicted calamity did not instead
recognize that they were observing
the peak of acycle. Indeed, with-
in afew years the cyclical trough
had arrived.

A Downturn in Housing Values?

We question the conclusions of a
study published in the May 1989
issue of

passed its prime home buying
years, hence the strong demand
and

accompanying rapid appreciation
are

behind us, and we should expect
declining prices after adjusting
for inflation. The prediction of-
fered is that this decline will con-
tinue across the U.S. over the next
two decades. The analysisis
thought-provoking, and the factu-
al information on population

Regional trends and
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ularized in | Of @ cycle. Within a few years, the lightening.
a recent trough of the cycle had arrived. Yet the Har-
Wall vard re-

Street Journal editorial and else-
where in the media. "The Baby
Boom, the Baby Bust, and the
Housing Market," by Harvard
University researchers N. Gregory

Mankiw and David N. Weil, con-
cludes that real housing valuesin
the U. S. could decline by close to
3% per annum over the next two
decades. The reported result of
such a sustained decline would be
to render real housing prices 47%
lower than their current levels by
the year 2007. (The figures repre-
sent inflation-adjusted values;
with high inflation, nominal val-
ues could still rise under this sce-
nario.) The explanation offered
for the coming decline, which
Mankiw and Weil expect to see
nationwide, is that there has been
an ongoing change in population
characteristics. The researchers'
results have been interpreted, for
example in the Journal editorial, as
an explanation for recent housing
market declines observed in New
England and other parts of the
country.

The reasoning offered is that the
"baby boom" (the large group
born during the post-World War |1
period of high birth rates) has

searchers offer what is almost
solely a demand-based approach
to explaining market movements
that certainly are not affected by
demand alone. They have noted
an association between demand
(as they compute it) and prices.
They imply that they have discov-
ered causation between demand
and price when, in fact, a number
of "cyclical"

economic variables are also close-
ly

associated with these price move-
ments.

The Harvard team concedes the
general difficulty of making fore-
casts, but does not mention the fu-
tility of forecasting price without
considering the supply side. Itis
quite difficult to reach accurate
conclusions by projecting that one
perceived determinant's move-
ment in a given direction will
cause movement in a complex
market to continue unabated for a
prolonged period.

Housing Cycles

Problems in the housing markets
of New England and other areas

where prices are said to have de-

clined might more properly be at-
tributed to
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cycles than to demographic fac-
tors. Such cycles might have
been triggered by cyclical de-
clines in regional economies.
This explanation is more appeal -
ing than one based on a supposed
long-run demographic feature.
Limited demographic arguments
are seldom convincing by them-
selves even in explaining the de-
mand side of a market, because
certain demographic features,
such as adult
population, can be overwhelmed
by
others, such as in-migration and
household formation.

Price increases driven by the

rately predicted far in advance,
migration certainly
cannot be.

Furthermore, even if population
were the sole determinant of de-
mand, we could not predict in ad-
vance the amount and type of
housing that a given population
would seek in distant future peri-
ods. How many young adults in
the year 2010 will marry, or co-
habit, or remain in (or return to)
their parents' homes? It may be
tempting to emphasize demo-
graphic explanations, but attribut-
ing to them a high degree of accu-
racy is inappropriate. Note that

when the pigs are ready to be sold,
the price falls. The lower price, in
turn, causes production to be cur-
tailed, and after several months
the supply is again low while the
price is again high.

A similar internal dynamic cy-
cle might be influencing real es-
tate markets, causing over-
adjustment on the production, or
supply, side. Builders produce too
much housing during the upward
phase of a cycle, and that excessis

absorbed during the downward
phase

following the cyclical peak. Con-
struction remains low until a

supply side of the market re-
flect labor and

material costs, environmental
laws, and local government
policies. In fact, the price in-
creases of the last decade might

Continuing technological developments

will cause upheavals in the housing
market, leaving the existing housing
stock in the wrong place.

time when prices have clearly
risen; at that time, a new sup-
ply cycle begins, as builders
become active, anticipating
that prices will remain high.
(Household formation might

reflect, to some degree, builder
attempts to recoup costs of un-
measured quality

increases, such as improved insu-
lation or increased electrical ca-
pacity. Demand certainly plays a
role; if costs rise but low demand
prevents builders from passing
higher costs to buyers, then build-
ers may curtail output, and if they
fear low prices over the longer
run, many may exit the industry.
Y et price movements cannot be
predicted without recognition of
the activities of suppliers, whose
asking prices are based on their
costs.  Even the impact of dem-
ographic

factors on demand is not as clear
as the researchers suggest. They
assert that housing booms of the
1970s were "pre-

dictable far in advance," because
of the maturing baby boom. Yet
the housing booms were largely
regional cyclical phenomena
fueled by migration into growing
areas, such as balmy California
and oil-rich Texas. While nation-
al adult population can be accu-

the "baby bust" was to have result-
ed in a dearth of college students
by the late 1980s, whereas appli-
cations and enrollments
remained strong.

Therefore, we should not accept
a Wall Street Journal suggestion,
that builders are now in trouble
because they ignored the demogra-
phers, without considering alterna-
tive possibilities. One
alternative view is that builders
are in trouble much of the time,
because housing markets demon-
strate so much cyclical fluctuation.

Possible Explanationsfor Cycles

Why do such cycles exist? The
answer may be that thereis areal
estate market equivalent of the
"hog cycle." The hog cycle can be
explained as follows: when the
price of pigsis high, farmersin-
crease their pork production.
However, several months must
pass before the pigs are ready to
sell, and at the end of that period a
large number of pigsis ready for
market at one time. Therefore,

also be explained to some de-
gree by such cyclical move-
ments on the demand side of the
housing market. A radical decline
in the real price of housing would
induce additional household for-
mation; the
resulting buying activity would, in
turn, serve to moderate the price
declines.) Other explanations
might be offered for the cycles ob-
served in real estate markets. One
theory, which is based on finan-
cial factors, predicts a flight of
capital to real estate development
in the face of high
inflation or volatile interest rates.
Why can supply cycles occur;
how can an uptrend in construc-
tion continue if demand is not ris-
ing as well? One possible expla-
nation is that an agency problem
exists: builders do not bear the full
risk of the business of building
homes, because they transfer some
risk through lenders to govern-
ment deposit insurance and ulti-
mately to the taxpayers. Because
those who make the decisions can
avoid part of the risk, they might
fail to reduce output when a true
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risk-bearer would find it

prudent to do so; the result is cy-
clicality in the form of a construc-
tion glut in

certain years.

Another possible explanation for
cyclical over-adjustments in sup-
ply is that builders find it neces-
sary to protect key workers, and
therefore keep them working even
during weak market periods when
it would otherwise be sensible to
reduce output. According to this
argument, builders accept losses in
the short run in order to retain key
workers for the next highly profit-
able cyclical upturn.

The Technology Factor

Technology, a factor that influenc-
es

supply rather than demand, has
been the impetus for housing
booms throughout recent history,
and there is no reason to feel that
it will not be in the future. For ex-
ample, why was there an explo-
sion of home construction after
World War [1? Certainly there
was the return of the soldiers, and
their return sparked a high rate of
immediate post-war household
formation. Yet the war had not
destroyed our housing stock, and
those young adults who survived
the conflict had all lived some-
where before the war.

Admittedly there was underpro-
duction of housing during both the
Great Depression and the War, but
not to a sufficient degree to create
the major postwar building boom.
The fact is that the U.S. had a
great deal of housing, but much of
it was in the wrong place. Be-
cause of technological changes,
the early postwar
period found the nation in the
midst of urbanization; rural hous-
ing was being abandoned at the
same time urban housing was be-
ing built at an exhausting pace.[JA
few years later, as with the shift
from rural to urban living, the sub-
urbanization of housing was also

Figure 1: Cook County Construction Permit Values, 1970-89 ($ Millions)
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Chicago: Avoiding New England Market Woes

Peter F. Colwell

At atime when cyclical move-
ments have caused price declines
in some markets, it isinteresting
to study the cyclicality of Chicago
real estate over recent periods.
The accompanying graphs depict
single-family, multi-family, and
non-residential construction activi-
ty in the Chicago area over the
past 20 years; they also help toil-
lustrate the cycles in building ac-

tivity observable in real estate
markets in general. Consider Fig-
ure 1, which shows fluctuations in
Cook County. Thereis avery evi-
dent cycle in construction; even
during a period of significant mar-
ket activity, such as the 1970s, the
graph shows something other than
uninterrupted upward movement.
In fact, there were two strong cy-
clesin the '70s. Because changes

Figure 2: DuPage County Construction Permit Values, 1970-89 ($ Millions)

800

—— Non-Residential
700 [ —— Multi-Family

Single-Family

600 |-
500 |
400 |-
300 [
=00 r \
100 |- S -

I I (N M ot Y NN NN I TR e, Y Y N Y N IO

7071 72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87 88 89

ORER Letter /




