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Two Sides of the Coin
David Lereah, Chief Economist

How, in the name of real estate, can a local market experience a dramatic drop in home sales and
still continue to post healthy price increases? And will prices eventually fall?

Sound familiar? These are the most frequently asked questions that I’ve been confronted with in
recent weeks. Let me tackle these questions head on.

 It is true that some local markets are experiencing a significant drop in home sales while price
appreciation maintains some strength (i.e., stays positive).But other markets are showing signs of price
softening. Those cooling markets that continue to boast price appreciation are still in transition—from a
sellers’ market to a buyers’ market. Usually, in the early stages of such a transition, sellers continue to list
their properties with large price increases, while buyers no longer have the appetite to bid on those lofty-
priced homes. Sellers need to better read the market (they should listen to their REALTOR®!) and list their
home at a more reasonable price. Unfortunately, most of these sellers are still not being realistic. As a
consequence, their properties are remaining on the market longer with little interest from buyers, costing
sellers lost opportunity money. If most sellers in a local market refuse to lower their price expectations, then
most listing prices do not change – thus, the market continues to post a positive appreciation rate, but at
reduced volume.

We are observing this phenomenon in some cooling metros across the nation. For example, the
Riverside-San Bernardino metro posted a 4 percent price appreciation in the first quarter of this year.
Similarly, Daytona Beach posted a 7.3 percent increase, while Nassau-Suffolk (Long Island) posted a home
price appreciation of 2.5 percent, to name a few.

Some cooling metros have already begun a descent. During the first quarter of this year Boston
registered a negative 7 per-cent appreciation rate; Miami a negative 13.7 percent and Sacramento a
negative 4.8 percent. All of these metros are also exhibiting a drop in sales, rising inventories, lengthening
days on market and a softening in home prices. In some markets inventories have skyrocketed. Miami
posted a 17.2 month-supply for the first quarter of this year – compare that to a 7.2 months’-supply posted
a year earlier. Similarly, the Sarasota-Bradenton metro registered a 16.1 months’-supply in the first quarter
of this year versus a 7.2 months’-supply a year ago. Other market shave also experienced a rise in
inventories, but on a smaller scale. Boston’s months’-supply rose to 7.2 in the first quarter of this year
compared with a 2.9 months’-supply in the first quarter a year ago, Los Angeles’s month’s supply rose to
5.2 in the first quarter of this year versus a months’-supply a year earlier.

But there is another side of this housing coin. Half of the nation is warming, not cooling. States like
Texas, Utah, New Mexico, Ohio, North Carolina, and South Carolina have experienced positive sales
growth during the past several months. This suggests that the fundamentals for purchasing homes remain
solid. Mortgage rates remain below 7 percent, while the supply of homes for the nation as a whole is at a
balanced 6.5 months’-supply. In addition, the economy remains healthy, creating job and in come gains,
providing consumers with the confidence and wherewithal to purchase homes.

Looking ahead, I believe the current correction in most of our cooling real estate markets will be
short lived. This is because there is an army of households and investors waiting to get back into the housing
market. Remember, today’s housing correction is unlike previous ones. There is no recession; no net job
losses; and interest rates are not rapidly rising to historically high levels. Households possess the desire and
financial ability to purchase real estate –they are only waiting for the right opportunities to present
themselves. These households have postponed their buying decisions this year. That will result in a great
amount of pent-up demand next year. Similarly, investors are waiting to get back into the housing market.
Investors seeking competitive returns continue to look at real estate against the relatively weak
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This is not to say that all of our nation’s housing markets will experience the same soft landing. Some
markets are actually fragile, vulnerable to a weakening local economy and/or rising interest rates. These
markets are in a weakened state because they are experiencing affordability problems. Most major metros
in California and some in Florida qualify. Households in these locations had to stretch their incomes by
utilizing interest-only and adjustable-rate mortgage loans to pay for homes that are priced significantly higher
than the nation’s average. As interest rates continue to rise, mortgage costs rise in these markets, possibly
resulting in mortgage delinquencies and defaults, inhibiting both real estate activity and local economic
growth.

The Federal Reserve is walking a fine line with regard to their current interest-rate policy and the
housing sector. The economy and particularly the consumer are showing signs of weakening, but inflation
pressures are rising. With each interest-rate hike, inflation takes a blow, but so does the economy. If the Fed
over-shoots, we end up with higher mortgage rates and a sluggish economy having difficulty creating jobs.
Both harm the housing sector, which, in turn, harms the entire economy again. We can only hope that
Chairman Bernanke and the Fed deliberate care-fully and are able to adroitly walk this tight rope.

Want more insights from NAR Chief Economist David Lereah? Visit REALTOR.org to see some of
his latest comments from press interviews and speeches at www.REALTOR.org/Research.nsf/
Pages/housingoverview
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Recent statistics on home sales and building activity suggest that the housing market is transitioning at a
faster clip than earlier thought.  High oil prices have evidently begun to curtail economic and job growth.
The unemployment rate has essentially already hit its bottom and will begin to climb.  Single-family housing
starts and permits nationwide have fallen 8% and 10%, respectively from a year ago.  Pending existing
home sales are off by 13% from peak levels of last summer.  The national home price growth of 0.9% in
May was the lowest gain in over 10 years.

The forecast is for national existing home sales to decline 6.5% in 2006.  The more cyclical new home sales
are projected to fall 13.4%.  Declining sales mean more homes will stay on the market for a longer period.
Though difficult to quantify, it appears that many homeowners postponed listing their homes for sale last year
in hopes of fully benefiting from the real estate boom; they have now decided to make the move at the first
signs of a slowing in their local market.  So those postponed homes hitting the market have significantly
ratcheted up housing inventory.  The 3.725 million total existing homes on the market at the end of May
represent a 39% increase from May 2005.  The condo-coop market is experiencing an even sharper
adjustment with inventory now up by 63% over last year.

The rise in inventory has and will continue to exert downward pressure on home price growth.  Condo
prices have already declined 2.1% over the 12 months.  In the West, the condo prices declined 10.8% and
in the South the decrease was 8.1%.

It is too early to say definitively if the price declines in those sub-segment sectors will continue – or portend
what to expect for the broader housing market.  Both the West and South are creating jobs at a good pace.
Furthermore, Florida, the one of the fastest transitioning markets with sales down close to 35%, is the top
state in terms of net migration.  Florida attracted slightly over a million net new households who moved from
other states in the past five years (far exceeding second place Arizona at 400,000).  Therefore, the decline
in home values will likely lead to a quick pick-up in home buying by an army of ready bargain hunters.  But,
the current Florida problem is not driven normal market factors of mortgage rates and job/income gains, but
more by the lack of affordable property insurance (hurricane-related).

Despite the situations in some of these problematic areas, there are plenty of bright spots.  Sales are rising in
27 states and at double-digit clips in places like New Mexico, North Carolina and Utah.  The strong
demand in more affordable regions also appears to be pushing up home prices at an accelerating rate.

In the Consolidated MLS region, home sales were down 15.2% in the second quarter.  Prices still rose
4.3% from a year ago.  Sales and prices are expected to steadily stabilize in the upcoming months.  By
2007, local sales will show essentially no decline.  Home prices will have risen 4%
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Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 2004 2005 2006 2007
U.S. Economy
Annual Growth Rate
Real GDP 2.8 3.4 3.1 3.2 2.8 3.4 3.1 3.2 3.2 3.2 3.9 3.2 3.5 3.1
Nonfarm Payroll Employment 1.3 1.3 1.2 1.3 1.3 1.3 1.2 1.3 1.6 1.3 1.1 1.5 1.4 1.3
Consumer Prices 2.5 2.7 2.0 2.5 2.5 2.7 2.0 2.5 2.4 2.5 2.7 3.4 3.5 2.6
Real Disposable Income 9.3 4.4 4.7 3.2 9.3 4.4 4.7 3.2 3.2 2.5 3.6 1.2 3.0 4.3
Consumer Confidence 99 96 106 107 106 105 104 104 105 106 80 100 106 105

Percent
Unemployment Rate 4.7 4.7 4.8 4.8 4.7 4.7 4.8 4.8 4.7 4.7 5.5 5.1 4.7 4.8

Interest Rates, Percent
Fed Funds Rate 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.0 4.8 1.3 3.2 5.0 5.1
3-Month T-Bill Rate 5.1 5.1 5.0 5.0 5.1 5.1 5.0 5.0 4.8 4.5 1.4 3.1 4.8 4.8
Prime Rate 8.2 8.4 8.3 8.3 8.3 8.3 8.3 8.3 8.0 7.8 4.3 6.2 8.0 8.1
Corporate Aaa Bond Yield 6.0 6.2 6.3 6.3 6.0 6.2 6.3 6.3 6.3 6.3 5.6 5.2 5.9 6.3
10-Year Government Bond 5.2 5.4 5.4 5.5 5.2 5.4 5.4 5.5 5.4 5.3 4.3 4.3 5.1 5.4
30-Year Government Bond 5.4 5.5 5.6 5.6 5.4 5.5 5.6 5.6 5.6 5.6 5.1 4.6 5.1 5.6

Mortgage Rates, percent
30-Year Fixed Rate 5.7 6.2 6.2 6.6 6.8 6.9 6.9 7.0 6.9 6.8 5.8 5.9 6.6 6.9
1-Year Adjustable 4.5 5.1 5.3 5.6 5.9 5.9 5.9 5.9 5.7 5.5 3.9 4.5 5.7 5.8

National Housing Indicators
Thousands
Existing Single-Family Sales 7,180 6,943 6,790 6,693 6,533 6,508 6,506 6,559 6,579 6,704 6,779 7,075 6,613 6,584
New Single-Family Sales 1,297 1,280 1,111 1,152 1,128 1,078 1,050 1,038 1,044 1,056 1,203 1,283 1,119 1,046
Housing Starts 2,101 2,060 2,123 1,878 1,791 1,732 1,737 1,751 1,785 1,836 1,956 2,068 1,881 1,777
Single-Family Units 1,748 1,718 1,747 1,533 1,437 1,372 1,364 1,366 1,382 1,408 1,611 1,716 1,522 1,380
Multifamily Units 353 342 376 345 353 360 373 385 403 428 345 352 359 397
Residential Construction* 620 619 619 608 577 556 546 546 551 560 560 608 590 551

Percent Change -- Year Ago
Existing Single-Family Sales 6.5 0.9 -2.2 -7.0 -9.0 -6.3 -4.2 -2.0 0.7 3.0 9.8 4.4 -6.5 -0.4
New Single-Family Sales 11.9 3.1 -11.5 -10.3 -13.0 -15.8 -5.5 -9.9 -7.5 -2.1 10.8 6.7 -12.8 -6.5
Housing Starts 6.3 4.8 2.6 -9.0 -14.8 -15.9 -18.2 -6.8 -0.3 6.0 5.2 5.7 -9.1 -5.5
Single-Family Units 6.5 6.7 2.6 -10.2 -17.8 -20.2 -21.9 -10.9 -3.8 2.6 6.6 6.5 -11.3 -9.3
Multifamily Units 4.9 -3.7 2.9 -3.3 0.0 5.3 -0.8 11.6 14.0 18.8 -0.9 1.9 1.8 10.8
Residential Construction 9.1 9.0 6.1 -0.2 -6.9 -10.2 -11.7 -10.3 -4.6 0.7 10.3 8.6 -2.9 -6.7

National Home Prices
Thousands of Dollars
Existing Home Prices 227.3 225.3 218.7 227.3 235.3 233.2 225.9 235.9 244.5 243.0 195.4 219.6 229.0 237.8
New Home Prices 236.6 240.1 244.8 240.0 239.4 244.7 251.4 247.9 248.0 254.0 221.0 240.9 242.1 250.2

Percent Change -- Year Ago
Existing Home Prices 14.2 13.4 9.5 3.3 3.5 3.5 3.3 3.8 3.9 4.2 9.3 12.4 4.3 3.8
New Home Prices 10.5 5.4 6.5 4.2 1.2 1.9 2.7 3.3 3.6 3.8 13.3 9.0 0.5 3.4

Local Region
Payroll Jobs (in thousands) 412.7 416.5 406.2 415.5 414.8 419.0 409.0 418.4 418.1 421.9 410.0 412.4 414.6 416.9
Home Sales 3742 2501 1916 2820 3360 2298 1859 2837 3401 2342 11655 11608 10395 10438
Home Prices (in thousand $) 695.0 627.1 658.0 669.0 720.1 651.6 677.7 690.4 747.4 679.6 593.8 653.0 679.6 704.3

Percent Change -- Year Ago
Jobs 0.6% 0.4% 0.7% 0.4% 0.5% 0.6% 0.7% 0.7% 0.8% 0.7% -0.1% 0.6% 0.5% 0.6%
Home Sales 5.4% -10.3% -6.1% -15.2% -10.2% -8.1% -3.0% 0.6% 1.2% 1.9% 4.8% -0.4% -10.5% 0.4%
Home Prices 12.6% 7.7% 5.1% 4.3% 3.6% 3.9% 3.0% 3.2% 3.8% 4.3% 15.1% 10.0% 4.1% 3.6%

Quarterly figures are seasonally adjusted annual rates.
* Billion dollars
Source: Forecast produced using Macroeconomic Advisers quarterly model of the U.S. economy.
Assumptions and simulations by Dr. David Lereah and Dr. Lawrence Yun.
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Mortgage Rates In June, the 30-year fixed rate mortgage increased 8 basis
points to 6.68%. The rise in mortgage rates has impacted affordability, and
thus demand. Mortgage rates are expected to rise gradually throughout the
year and should maintain at middle to high 6 percent levels.

Existing Home Sales  eased slightly in May, posting 6.67 million
seasonally adjusted annual units – a 1.2 percent decrease from April. The
national median existing-home price was $230,000 in May, up 6.0 percent
from May 2005. Total housing inventory levels rose 5.5 percent at the end
of May to a 6.5-months’ supply at the current sales pace.

New Home Sales New home sales rose 4.6% in May, posting a seasonally
adjusted annual rate of 1.23 million units. April sales figures were revised
upward to 1.18 million units. New home inventory decreased slightly to
556,000 – a 5.5-months’supply at the current sales rate.

Housing Starts After three months of decline, housing starts rebounded in
May to 1.96 million seasonally adjusted annualized units. The reduction in
housing demand wrought by higher interest rates has significantly raised
inventory levels in many markets, and builders’ sentiment has continued to
fall as a result portending a less robust activity in the months ahead.

Employment The job market was up slightly in June,with theeconomy
adding 121,000 to nonfarm payrolls. May’s figure wasrevised upward to a
still lackluster 92,000 jobs. The good newsis that the unemployment rate
remained steady at 4.6 percent– a rate considered as “full employment.”

Purchase Applications Mortgage loan application activity continued
to slip in June. The Mortgage Bankers Association’s purchase application
index was 403.5 in June – its lowest level since October 2003. Demand
for home purchases may continue to trend lower in tandem with rising
mortgage rates.

Housing Affordability Housing affordability, as measured by NAR’s
Housing Affordability Index, fell 3.9% in March to 104.5. The decrease
was due to the combination of rising interest rates, an increase in the
median price of homes, and an increase in the income necessary to
qualify for a mortgage.

Inflation The consumer price index (CPI) rose 0.4% in May. The core
index, which excludes food and energy, rose 0.3%. Inflation eased off last
month’s sharp pace, but nearly every sector experienced increases in May.
The bulk of the increase was from rising gas prices. Core prices will
continue to rise steadily through the summer.

 Economic Monitor 
This table reflects data available through
July 7, 2006.

Apr 6.51
May 6.60
June 6.68

Will hit 7% by the
year’s end

Monthly Indicator
ForecastRecent

Statistics

Likely Direction
Over the Next

Six Months

Mar 6,900
Apr 6,750
May 6,670

Beginning to
stabilize after
having declined
almost 10% from
their peak

Home builders
areclearing rising
inventory with
aggressive pricing

Single-family units
will be cut but more
multifamily units
will be built

Subpar economic
growth for the next
two quarters holds
back  job gains

Modestly lower
from this point

To fall a couple of
more notches
before stabilizing

Oil prices likely to
have peaked so
CPI price increases
will begin to slow

Notes: All rate are seasonally adjusted.  New home sales, existing home sales, and housing starts are shown in thousands.  Employment growth is shown as
month-to-month change in thousands.  Inflation  is shown as the month-to-month change in the Consumer Price Index. Sources: NAR, Bureau of the
Census, Bureau of Labor Statistics, Freddie Mac, and the Mortgage Bankers Association
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Mar 1,114
Apr 1,180
May 1,234

Mar 1,972
Apr 1,863
May 1,957

Apr 126
May 92
June 121

Apr      412.0
May     408.8
June     403.5

Mar 111.9
Apr 108.7
May 104.5

Mar 0.4%
Apr 0.6%
May 0.4%




