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AcTtivity 1
HousinGg PRICES

The following graph displays data on an index of real (adjusted for inflation) housing prices in the
United States for the years 1950 through 2009,

Real Home Prices

fryfe 1

Jieetoaie !
fride . |
ITEH RN PR :
i ) .
fin ;
indlativn |
|

I

oy !

B0 1

e N : H

pr— . A S, i

£ e R ST b i

0 !

4.4 t

1

H

H

i

B

- i

S |

¢

3

£

:

'

a ot

Source: Case-Shiller Home Price Index.
wwwirrationalesuberance. com

A. Describe the general trend i real home prices from 1850 through 1997,

B. Describe the general trend in real home prices from 1987 through 2006,

C. Describe the general trend in real home prices from 2006 through 2009,

D. Predict what the value of the real home price index would have been in 2009 if the general
trend in prices had continued at the 1950 to 1997 pace.

E. What might be some reagsons for the observed trend in real home prices from 1997 through
20067

F. What might be some reasons for the observed trend in real home prices from 2006 through 20097
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AcTIVITY 2
TAKING OUT A MORTGAGE

In order to understand the role of housing in the financial crisis of 2007 to 2009, it is important to
know how the mortgage market works. A house is the most expensive purchase most people ever make.
Very few people can afford to pay the entire price of a house out of their savings. Therefore, almost all
homebuvers borrow money by taking out a mortgage from a bank or another financial institution. There
are many different types of mortgages, but all function in basically the same way. An individual borrows
money and uses this to pay the previous owner of the house. The borrower makes a monthly payment,
which can cover part of the principal (the original amount borrowed) and the interest (the payment to
compensate the lender for the use of the funds).

In some cases, homeowners are unable to make the mortgage payment. After the borrower has missed
a few payments, the loan is referred to as “delinquent.” If the borrower stops paying altogether the loan
is said to be in “defauit” and eventually the lending institution will put the house in “foreclogure.” At this
point, the fAinancial institution takes ownership of the house and will attempt to sell it to another buyer.

The conditions under which mortgages are given have changed significantly over the last few decades.
The chart below compares some of the important features of prime and subprime mortgages. Many peo-
ple still take out prime mortgages, but during the dramatic run up in housing prices from 1997 to 2006,

subprime mortgages increased significantly.

Prime

Subprime

Down payment

People save before purchasing a house and
usually pay an amount equal 10 20 percent
of the purchase price. This means that the
typical mortgage equals B0 percent of the
purchase price,

People purchase a house with little or no down
paymeni. This means that the mortgage may
equal 100 percent of the purchase price,

[nterest rule

The interest rate 1s Oxed ai the tme the

[ morigage is tken out and remains

unchanged throughout e erm of the Toan
{usually 20 to 30 years) This means that
homeowners will have the same monthly
martgage pavment for the Hife of the foan

Phe interest raie is adjustable, This means that
the interest rate on the loan can go up or down
depending on econamic conditions. Adjustable
rate mortgages often come with a “leaser rate,”
a tow introductory rate that “resets” o a higher
adiustable rate after two 1o five vears. With
adjustable rate mortgages, the monthly
mortgage payment will vary and can eventually
be significantly higher than when the loan was
originally taken out.

Documentation

Individuals who want to borrow money
from banks to purchase a house have 1o
show that they are good credit risks, This
means showing that they have a steady
stream of income and a good record of
paying off other debt, such as car loans and
credit card bills.

[ndividuals are able to take out mortgages even
if they have credit problems and are unable or
unwilling to provide decumentation on work
history and income levels, Often banks and
mortgage brokers accept “self-reported”
information on these factors instead of
contacting employers and creditors,
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ACTIVITY 2, CONTINUED
TAKING OUT A MORTGAGE

The term subprime mortgage has been given to mortgages in which the borrower has some credit
probiems and does not have adequate funds to make a significant down payment. In addition, these
mortgages are often not supported by full documentation: on income and employment status.

A

D.

The U.S. government made increased home ownership by lower income individuals a public policy
goal. Which type of mortgage, prime or subprime, would be more likely to result in the
government’s goal? Why?

If someone defaults on a mortgage, why is it better for the bank if the horrower had put down a
20 percent down payment as opposed to no down payment?

Compare the level of risk to bunks and financial institutions between prime or subprime mort-
gages. Who do you think is more likely to become delinquent on their mortgage payment and face
foreclosure, someone with a prime or a subprime mortgage? Why?

During the run-up in housing prices, banks and mortgage brokers significantly increased
the pumber of subprime mortgages. Why might banks be willing to take on more risky
loans during times of increasing prices? (Hint: What does a bank do if semeone defaults
on a mortgage?}
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ACTIVITY 3

THE Rise iIN Housing PRICES

Real
home
price
index
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Between 1997 and 2006, housing price

demand cause this? Is this lustrated b

B. Between 1997 and 2006, housing prices

supply cause this? [s this illustrated by

Quantity of

houses
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increased dramatically. Would

v a rightward or leftward shift of the curve?

increased dramatically. Would an increase or decrease in
a rightward or leftward shift of the curve?

fell dramaticaily. Would an increase or decrease in demand

cause this? Is this illustrated by a rightward or leftward shiff of the curve?

C. Between 2007 and 2009, housing prices
D. Between 2007 and 2009, housing prices

cause this? Ig this illustrated by a right
E. Housing prices increased hetween 1997

fell dramatically. Would an increase or decrease in supply
ward or leftward shift of the curve?

and 2006 and then decreased between 2007 and 2009,

How might changes in expectations of future price changes affect demand for housing?
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AcTiviTy 3, CONTINUED
THE RisE N HousiNng PRrICES

Eﬁ
the demand curve for housing,
1) An increase in population.

2) An ingrease in building costs.

3} A decrease in interest rates.

4} Changes in expectations of prices of housing.

from 1950 through 20609, Answer the question that follows each graph.

Each of the following has been suggested as a potential eause of the increase in housing
prices from 1997 fo 2006. For each, determine whether this would affect the supply curve or

The graphs below show the relationship between real home prices and other relevant data

Real Home Prices and Real Building Costs
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Source: www.irrationalexuberance.com

1) Does the graph support the view that increases in real home prices from 1997 to 2006 were

justified by increases in building cogts?

154
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AcTtivrry 3, CONTINUED

THE RISE IN

Housing PRICES
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2) Does the graph support the view that increases in real home prices were justified by

Source: www.irrationalexuberance, com

mereases i population?

Index of
real
housing
prices

Real Home Prices and Long-term Interest Rates
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3) Does the graph support the view that increases in real home prices were justified by

Source: www.irrationalexuberance.com

changes in long-term interest rates?

s Boanesle Bpueatios, New Yorg, NY
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AcTiviTy 4
THE FarL iw HOUSING PRICES

Real
home
price
tndex

200

Supply

Demund

This represents the housing market as it existed

Quantity of
houses

in 2006, Following are three explanations for why hous-

ing prices fell from their peak. For each of the explanations, explain whether it affects the supply curve or
the demand curve and in which direction the curve shifts,

to build houses without specific buyers on the expecta-

The Federal Reserve began increasing interest rates in order to stave off inflation. This caused

the interest rate charged on many adjustable mortgages to increase, leading to an increase in

A, The run-up in prices led many developers
tion that the housing boom would continue.
B.
mortgage defaults and foreclosures.
C

Expectations of future housing prices change as current prices begin to decrease.




