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 Limited selection 

Housing demand weakened over the second half of last year as the rise in 
mortgage rates and home prices reduced affordability. But we think there is another 
important factor weighing on home buying: extremely lean supply. Months’ supply, 
which is ratio of inventory to sales, held at low levels through the year. This means 
that inventory has declined in tandem with the drop in sales. Moreover, home prices 
continued to rise at a rapid clip, suggesting the market remained tight. The 
CoreLogic index rose 10.3% q/q saar in Q4, nearly matching the pace in Q3 2013. 

It is still a seller’s market, in our view. We expect this to become increasingly 
evident, resulting in a pickup in inventory this year. Housing completions are set to 
increase, catching up with the gain in housing starts. This will allow the buyers of 
new construction homes to move to their new properties and sell their existing. 
Moreover, the rise in home prices has put many more homeowners in positive 
equity, making it more feasible to sell their property. A modest rise in supply would 
be a healthy development for the housing market as it would generate greater 
housing turnover and home sales. It will, however, also slow home price 
appreciation. We look for prices to rise 5% this year, about half of the pace in 2013.  

The housing data over the next few months will likely be difficult to interpret due to 
the harsh winter weather. We expect the data to look quite weak, but believe it will 
prove temporary and look for a bounce back in the spring. This will be the real test 
of the strength of the industry. 

Hot topics over past month 
In the US Economic Weekly over the past month, we addressed the low level of 
housing stock, related to the decline in vacancies and lags in the building process. 
We also looked at the decline in affordability in California and measured the 
cumulative contribution from housing on the economy. 

Finishing what you start: Despite the gain in housing starts, there has only been 
a minimal increase in the stock of homes. This reflects the slow pace of housing 
completions. 

Help from housing: The impact of housing on the economy is less powerful than 
in prior recoveries, but it will still provide an important boost to growth this year. 

The Wild Wild West: The housing market in California is set to cool modestly after 
rapid appreciation in 2013. The sharp drop in affordability is already starting to 
weigh on home sales in the major metro areas. 

Vacant no more: There has been a considerable decline in the stock of vacant 
homes, creating opportunities for new construction, especially once household 
formation recovers. 
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Key takeaways  

 We expect home price appreciation to slow from the rapid pace in 2013. We forecast national prices will be up 5.2% (q4/q4) 
this year.  

 Housing construction will continue to head higher amid low inventory and pent-up household formation. We look for housing 
starts to average 1.1 million this year, suggesting residential investment will add 0.3pp to GDP growth.  

 

 

Chart 1: Rise in home prices will encourage more sellers  

 
Source: BofA Merrill Lynch Global Research, Case-Shiller, University of Michigan  

 

  

 The rise in home prices over the past two years 
should encourage new sellers to enter the market. 

 Sentiment is starting to shift. According to the 
University of Michigan survey, 40% of respondents 
now believe it is a good time to sell their property 
compared to only 20% a year ago. 

 We believe this will help unleash pent-up supply, 
generating greater turnover but putting downward 
pressure on home price appreciation. 

 

Chart 2: Housing inventory remains historically low 

 
Source: BofA Merrill Lynch Global Research, Census Bureau, National Association of Realtors  

 

  

 Inventory of homes for sale remained at historically 
low levels in 2013. In the existing market, there were 
1.86 million properties for sale at the end of 2013, 
nearly matching the 1.83 million at the end of 2012. 

 For new construction, inventory ticked up to 171,000 
homes at the end of 2013 from 150,000 at the end of 
2012. 

 At the average sales pace last year, it took 4.9 
months to clear the overhang of existing homes and 
4.7 months of new homes. This represents a tight 
housing market. 
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Table 1: Summary of housing forecasts     
 Quarterly  Annual average 
 1Q13 2Q13 3Q13 4Q13 1Q14 2Q14 3Q14 4Q14  2012 2013 2014 2015 
Existing home sales (000s, saar) 4943 5057 5357 4937 4997 5059 5233 5419  4661 5073 5177 5450 
New home sales (000s, saar) 449 442 388 441 444 484 517 556  368 430 500 575 
Housing starts (000s, saar) 957 869 882 1002 993 1047 1128 1232  783 928 1100 1300 
S&P Case-Shiller home prices (% yoy) 9.9 9.9 11.2 10.0 7.7 6.9 5.5 5.2  2.8 10.2 6.3 3.5 
Source: BofA Merrill Lynch Global Research, Census Bureau, National Association of Realtors, S&P Case-Shiller; Note: S&P Case-Shiller prices are annual average, 4Q/4Q change are in the quarterly table 
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Finishing what you start 
Housing Watch: January 30 
Despite the gain in housing starts – recovering almost half of the decline during 
the downturn – there has only been a minimal increase in the stock of homes, 
particularly of single family properties. This is partly because of the offset from 
depreciation of the housing stock. But it is also due to lags in the homebuilding 
process. We should see a pickup in the rate of completions this year relative to 
2013.  

Last year, there were 928,000 homes started but only 761,000 completed. The 
rate of housing starts began to outpace that of completions in spring 2011 (Chart 
3). This is not unusual: during upturns, starts tend to run ahead of completions 
and the reverse is true during downturns. The gap between starts and 
completions is even more extreme if we focus on the single family sector where 
only 567,000 homes were completed last year. This is only up modestly from the 
trough in 2010 of 495,000.  

There are two related reasons for the exceptionally low pace of single family 
completions: multi-family building and lags from start to completion. Roughly half 
of the cumulative gain in housing starts from the trough has been multi-family 
properties. In contrast, during the upturn from 2002 to 2006, multi-family homes 
made up only 10% of the increase in housing starts. This reflects the increase in 
rental demand as many homeowners were forced to transition to renters due to 
foreclosures. Also, a good number of households have been renters longer than 
normal due to tight credit conditions.  

It takes considerably longer to complete a multifamily property than a single 
family home, particularly for large apartment buildings. In 2012, it took 6 months 
from start to completion for a single family home, 9.6 months for a 2-4 multifamily 
unit and 11.8 months for a 5+ unit structure.  

When can I buy? 
The good news is that people don’t have to wait for a property to be completed to 
make a purchase. About 70% of new home sales in 2013 were made when the 
property was still under construction (Chart 4). This has allowed single family 
home sales to increase faster than single family completions. This reflects the 
cautious behavior of builders who are not eager to build for speculative reasons 
and hold completed projects.  

Given the pipeline of homes under construction — both single family and 
apartments — we expect supply to pick up next year. Not only will these homes 
enter the housing stock, we could see a pickup in inventory as people who 
purchased properties while they were under construction can move from their 
former homes. Remember that part of the reason home sales are weak is 
because of a lack of supply. This could help generate a healthy churn in the 
housing market.  
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Chart 3: Housing starts vs. total completions 
(000s saar) 

 
Source: BofA Merrill Lynch Global Research, Census Bureau  

Chart 4: New home sales by stage of 
construction (000s NSA, 12-m mavg) 

 
Source: BofA Merrill Lynch Global Research, Census Bureau  
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Help from housing 
Housing Watch: January 23 
Although the recovery in the housing market has been slow by historical 
standards, significant progress has been made already. The gains in 
homebuilding and prices served as an important contributor to growth in 2013 and 
we look for at least a comparable boost from housing in 2014. 

Even after accounting for the unexpected decline in residential investment in Q4 
(which we think is due in part to special factors), residential investment was up 
12% in 2013*. This explained 0.34pp of the 1.9% growth rate of overall GDP. We 
estimate the contribution from home price appreciation to have added another 
0.2pp via the wealth effect on consumer spending. And finally, there were positive 
multipliers through renovation spending and furniture sales, which could add 
another tenth or two to growth. All in, we believe housing can explain at least 
0.6pp of the growth in 2013. 

We expect the contribution to be larger this year. Our forecast for housing starts 
of 1.1 million is consistent with residential investment adding another 0.3pp to 
growth. This annual contribution is held down by the weak end to 2013; we are 
actually forecasting an average quarterly contribution of 0.5pp this year. The 
wealth effect should be more powerful this year than last despite our forecast for 
home price appreciation to slow this year to 5.0% (4Q/4Q). Since the wealth 
effect works with a lag, consumers will be responding to wealth gains from the 
prior two years as well as the likely improvement this year. We estimate the 
wealth effect from housing to add between 0.3 and 0.5pp to growth. The boost to 
the economy from the turnover of the housing stock will also be modestly larger. 
We therefore think housing has the potential to add almost a full percentage point 
to growth this year.  

Good, but not like the past 
While this is not small potatoes, the jolt to the economy from housing has been 
less than in prior recoveries, both through homebuilding and home prices. Not 
only has the gain in housing starts been slower than previous cycles, it has been 
more heavily concentrated in multifamily building, which has a smaller multiplier 
into the economy than single family. Chart 5 shows how the contribution from 
homebuilding has been delayed and less forceful in this cycle compared to 
historical turns. The multiplier effects from housing have also been smaller in this 
cycle given the low rate of turnover, measured as the ratio of single family home 
sales to owner-occupied housing stock (Chart 6). 

The wealth effect is also likely less powerful in this cycle. As we argued in last 
week’s US Economic Weekly, Revenge of the consumer, we think the wealth 
effect is smaller due to the challenge to realize the gain in wealth. Credit 
conditions remain tight and consumers are likely to be more cautious and look to 
increase savings. This reduces, but does not eliminate, the wealth effect.  

Although the housing market still has challenges and is dealing with residual 
effects of the downturn, it has been, and will continue to be, an important source 
of growth for the economy. Housing still matters. 

*Updated after Q4 GDP release on January 30 
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Chart 5: Residential investment contribution to 
real GDP (annual, percentage points) 

 
Source: BofA Merrill Lynch Global Research, Bureau of Economic Analysis  

Chart 6: Low rate of turnover (single family sales 
to owner-occupied housing stock) 

 
Source: BofA Merrill Lynch Global Research, Census Bureau  
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The Wild Wild West 
Housing Watch: January 16 
The gain in home prices over the past two years has been driven by markets on 
the West coast. The recovery has been particularly strong in California, which 
was the epicenter of the housing crisis. Home prices fell 42% in California from 
the peak in March 2006 to the trough in December 2011, but have since 
rebounded 36%. A key reason for the faster recovery is that the decline in home 
prices was more extreme, allowing for a bigger bounce. However, there are other 
factors in play including the efficient disposition of distressed homes, low non-
distressed inventory, economic recovery and foreign/second home demand.  

Dividing California into the three major metro areas – San Francisco, Los Angeles 
and San Diego – shows broad-based strength (Chart 7). Prices in the San 
Francisco metro area have already exceeded the pre-crisis peak and set a new 
record high (based on CoreLogic data). This reflects low inventory and a minimal 
amount of distressed activity – only 4.5% of sales are distressed and it takes less 
than 2 months to clear the distressed supply. San Diego has 3.5 months of 
distressed supply while Los Angeles has 6.1 months. To put this into perspective, 
the US overall has 5.8 months while Chicago and Miami have 12.6 and 12.9 
months, respectively.  

The California metro areas have enjoyed the support of investors – both domestic 
and foreign – as well as second home purchasers. Moreover, the regional 
economy has improved with very strong growth in certain areas, such as Silicon 
Valley. The unemployment rate in California has declined from a peak of 12.4% to 
8.5%, with nonfarm payrolls growing by more than 760,000 in the same period.  

We expect the California housing market to cool over 2014 as a decline in 
affordability hurts demand and weighs on home price appreciation. Only about a 
third of households in California can currently afford to purchase a home, bringing 
the affordability index back to the historical average, according to the California 
Association of Realtors (CAR). Even more extreme, only 21% of households in 
San Francisco can afford to purchase a home. Of course, the affordability index 
tends to be historically lower than the national composite given the presence of 
international buyers, investors and second home purchases in San Francisco and 
other parts of California.  

Home sales have already started to slow in response to the drop in affordability. 
According to the California Association of Realtors, home sales weakened in the 
second half of 2013. The CAR is estimating sales to be down about 2% this year, 
following a 4% gain in 2012 (Chart 8). We think this will lead to a slowdown in the 
pace of home price appreciation this year to a rate that is more consistent with 
income growth.  

While the cycle is more extreme in California, the trend in its housing market 
tends to be a good leading indicator of the overall nation. This is consistent with 
our view that national home price appreciation will slow to about 5% this year, 
from the current run-rate of nearly 14% yoy in 2013.  
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Chart 7: California home prices exceed the US 
(% yoy) 

 
Source: BofA Merrill Lynch Global Research, Case-Shiller 
Note: Case Shiller and CoreLogic home prices trend together, but do not 
match in part due to MSA definitions 

Chart 8: California Association of Realtors 
(CAR) housing outlook (California single family 
existing home sales w/ CAR forecast) 

 
Source: BofA Merrill Lynch Global Research, California Association of 
Realtors  
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Vacant no more 
Housing watch: January 10 
After the housing bubble burst, the market was left with a large overhang of 
vacant properties. Builders had to cope with unsold inventory while banks dealt 
with a massive pipeline of foreclosed properties. Many questioned how 
construction would ever be able to recover with this imbalance. It has taken 
several years, but significant progress has been made and there is a clear need 
for greater homebuilding.  

There are three main categories of vacant properties: for sale, for rent and held 
off the market (which includes seasonal, occasional use and “other reasons”). 
The biggest imbalance was in the first group — the homeowner vacancy rate 
climbed to a peak of 2.8% in 2H 08, leaving over one million excess vacant 
homes. Since then excess has been cleared: the vacancy rate is back to a normal 
1.6%, with about 200,000 excess vacant properties for sale.  

It is more difficult to gauge the normal rental vacancy rate since there appears to 
be a structural drift higher over the years. That said, we think the current rate is 
close to normal and therefore do not see excess rental properties. However, there 
is another category which is still quite large — those held off the market for “other 
reasons.” Our estimated vacancy rate shows considerable excess in this category 
(Chart 9). We suspect this is capturing properties in the foreclosure process 
which have not yet been put on the market for sale. If we assume a return back to 
the pre-crisis trend, we estimate that 730,000 properties will need to be cleared. 
However, these homes should be considered future supply. A portion of these 
homes will likely never make it to the market and will be demolished and the rest 
will flow into the market slowly.  

The decline in vacancies has created opportunities for new construction, even in 
an environment of slow household formation. Housing demand is captured by 
household formation, second home purchases and demolitions (which need to be 
replaced). Housing supply is a function of new construction, vacant excess 
properties on the market and manufactured homes. We estimate the following as 
of the end of 2013: 

Demand = formation of 500,000 + demolitions of 350,000 + second home 
purchases of 250,000 = 1.1 million 

Supply = new completions of 770,000 + excess vacant properties of 200,000 + 
manufactured homes of 80,000 = 1.05 million 

Plotting a long history of housing supply and demand shows that demand started 
to outpace supply in 2011, which prompted a turn higher in housing starts (Chart 
10). At this point, the housing stock is not prepared to accommodate stronger 
demand — builders will need to fill the gap.  
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Chart 9: Shrinking share of vacant stock  
(vacancy rates, % of stock) 

 
Source: BofA Merrill Lynch Global Research, Census Bureau 

Chart 10: Housing demand back in line with 
supply (000s of homes) 

 
Source: BofA Merrill Lynch Global Research 
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Link to Definitions 
Macro 
Click here for definitions of commonly used terms. 
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