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The Slowdown in Existing Home Sales

BY JOHN KRAINER

Sales of existing homes slowed noticeably over the second half of 2013, reflecting a more
drawn-out recovery than expected for housing markets. A main reason for the slowdown is
higher mortgage rates that have made financing more costly nationwide. Sales appear to be
slowing even more in distressed markets, where real estate investors had bought up single-
family homes to convert into rental properties following the housing bust. Evidence suggests
that investors may be retreating from these markets as housing valuations rise.

Although the housing market appeared to be on the road to recovery in recent years, sales of existing
homes slowed markedly over the second half of 2013. This Economic Letter takes a closer look at some of
the possible reasons for this decline. Evidence shows that existing home sales are not that far out of line
with predictions based on economic fundamentals. The primary explanation for the slowdown is an
increase in mortgage interest rates, which has made financing more difficult for homebuyers.

In some markets, the slower sales have likely been accentuated by a retreat of investors buying single-
family homes to convert into rental properties. Recent research shows that, although investors had
invested heavily in distressed markets in past years, they may be pulling back as house values have
increased in comparison with rental prices.

The simple dynamics of existing home sales
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The fact that home sales in different parts of the country peaked and fell together suggests that some
common underlying factors were at play. One such factor that could account for the decline in home sales
is rising mortgage interest rates. Starting in May 2013, financial market participants became increasingly
convinced that the Federal Reserve would soon taper its long-term asset purchases, and interest rates
moved up. Mortgage rates in particular rose by nearly a full percentage point. Higher mortgage rates
generally have a direct dampening effect on home sales, as buyers face constraints on the size of loans
they can secure and on loan payments relative to their incomes. Since individual incomes likely did not
rise over this short period, and house prices continued to grow in most regions, the rise in mortgage rates
was expected to have an unambiguous negative impact on sales.

To gauge the effects of higher mortgage rates on home sales over time, | use a simple statistical model
that relates existing home sales to past sales, past mortgage rates, and house price appreciation. I include
past values of single-family construction permits to control for conditions in the market for new homes—a
substitute for existing homes.
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have been if mortgage rates had remained at the low levels observed in April 2013.

Figure 2 shows that the model follows the actual data fairly well through May 2013, when mortgage rates
began to climb. At this point, the model predicts that sales should have leveled off and then declined for a
short time. In fact, actual sales jumped just as mortgage rates went up. This could reflect buyers rushing
to complete transactions before mortgage rates increased more, or other shocks to the system that the
model doesn’t account for. The statistical model captures about one-half of the decline in home sales from
July to October 2013.

After October 2013, actual home sales continued to fall through the winter months, probably due in part
to unusually severe winter conditions in many parts of the country. Note that the model anticipated that
home sales would recover by this time. The factor behind this predicted sales growth is the strong
appreciation of house prices that still persists. While higher house prices might be considered a deterrent
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to homebuyers, they actually can be a positive sign in the housing market. House price appreciation may
boost confidence about future economic conditions for both buyers and sellers. In the data, the
correlation between sales volumes and the level of house prices is significant and positive (see, for
example, Krainer 2001).

The role of investors in distressed housing markets

The simulation | described is based on aggregate data and is intended to capture the historical movement
of existing home sales in line with other economic conditions over a long period of time. Digging deeper
and looking at specific market groups, we can invariably find times when relationships between these key
variables change or other factors become important. One factor that may have become an important
influence in the current market is the role played by real estate investors.

Typically, existing home sales are dominated by buyers who intend to live in the homes they purchase. In
the wake of the foreclosure crisis, however, a surplus of housing became available for sale at heavily
discounted prices. Opportunistic investors bought up many formerly owner-occupied units at this time
and converted them into rental properties. These investors are generally less sensitive to mortgage rates
or house prices than traditional buyers, which could have implications for future home sales.

How big a role real estate investors have played is still up for debate, but there is more consensus about
which markets investors are most active in. Research by Molloy and Zarutskie (2013) identified and
ranked investor activity in 2012 for 20 large metropolitan areas. They found a strong negative relation
between investor presence and the ratio of house prices to rents; that is, markets where investors bought
more houses coincided with areas where house prices were relatively lower compared with rental prices.
Not only were investors attracted to markets that had high foreclosure rates and thus plenty of inventory
for sale, they also were drawn to areas with relatively low home valuations that might be expected to rise.

To study how investors might have impacted sales in the housing market, | compare cities that Molloy
and Zarutskie ranked in the top five by level of investor activity in 2012—specifically Atlanta, Las Vegas,
Phoenix, Tampa Bay, and Charlotte—and low investor markets ranked in the bottom five—Seattle, San
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investor cities. Drilling down to the city level, Las Vegas and Phoenix show the most prominent change
among the high investor markets; sales grew briskly there from 2008 to late 2011, possibly reflecting
investors entering the market, but have declined steadily ever since. By contrast, current sales growth for
markets with a low investor share actually appears to be stronger than for the nation as a whole. These
markets also did not experience as pronounced a decline as high investor markets did in the wake of the
mortgage interest rate hike in the summer of 2013.

Molloy and Zarutskie found that
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plausible that investors have retreated from these formerly low-priced housing markets. It should also be
noted that, with interest rates rising in the bond market over this period, yields on other financial assets
may have become relatively more attractive compared with housing.

Conclusion

The analysis in this Economic Letter suggests that changes in fundamentals such as rising mortgage rates
can account for much of the sluggishness in existing home sales over the past year. This drop-off in sales
seems more pronounced in some markets where investors had previously been active, though these
markets have been slowing for the past several years, even before mortgage rates began to rise. Further
increases in future mortgage rates could dampen the recovery in existing home sales. It should be noted,
however, that many other indicators of housing market activity—including housing starts and new home
construction—remain significantly below what history would lead us to expect for this stage of the
recovery. Thus, some other factors may be holding back home sales. For example, prospective
homebuyers may have impaired access to credit, they may be underwater on their mortgages or have low
home equity, or they may simply be reluctant to make large spending decisions when economic prospects
are still somewhat uncertain. As the moderate recovery continues and these factors begin to dissipate, all
forms of housing market activity, including existing home sales, should post more solid growth.

John Krainer is a senior economist in the Economic Research Department of the Federal Reserve Bank
of San Francisco.



http://www.frbsf.org/economic-research/economists/john-krainer/

FRBSF Economic Letter 2014-15

May 19, 2014

References

Krainer, John. 2001. “A Theory of Real Estate Liquidity.” Journal of Urban Economics 49, pp. 32—53.

Molloy, Raven, and Rebecca Zarutskie. 2013. “Business Investor Activity in the Single-Family-Housing Market.”
Federal Reserve Board of Governors FEDS Notes, December 5.
http://www.federalreserve.gov/econresdata/notes/feds-notes/2013/business-investor-activity-in-the-single-

family-housing-market-20131205.html

Recent issues of FRBSF Economic Letter are available at
http://www.frbsf.org/economic-research/publications/economic-letter/

2014-14

2014-13

2014-12

2014-11

2014-10

2014-09

2014-08

2014-07

2014-06

2014-05

Financial Market Outlook for Inflation
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/may/financial-market-outlook-inflation-derivatives/

Is It Still Worth Going to College?
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/may/is-college-worth-it-education-tuition-wages/

Interpreting Deviations from Okun’s Law
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/april/okun-law-deviation-unemployment-recession/

How Important Are Hedge Funds in a Crisis?
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/april/hedge-fund-risk-measurement-spillover-economic-

crisis/

Age Discrimination and the Great Recession
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/april/age-discrimination-older-workers-great-recession/

Career Changes Decline during Recessions
http://qga.frbsf.org/economic-research/publications/economic-
letter/2014/march/career-change-decline-recession/

Stress Testing the Fed
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/march/federal-reserve-interest-rate-risk-stress-test/

Private Credit and Public Debt in Financial Crises
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/march/private-credit-public-debt-financial-crisis/

Fed Tapering News and Emerging Markets
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/march/federal-reserve-tapering-emerging-markets/

State Hiring Credits and Recent Job Growth
http://www.frbsf.org/economic-research/publications/economic-
letter/2014/february/job-growth-state-hiring-credits-employment/

Bauer / Christensen

Daly / Bengali

Daly / Fernald / Jorda /

Nechio

Gropp

Neumark / Button

Carrillo-Tudela / Hobijn /

Visschers

Christensen / Lopez /

Rudebusch

Schularick / Taylor

Nechio

Neumark / Grijalva

Opinions expressed in FRBSF Economic Letter do not necessarily reflect the views of the management of the

Federal Reserve Bank of San Francisco or of the Board of Governors of the Federal Reserve System. This

publication is edited by Anita Todd. Permission to reprint portions of articles or whole articles must be obtained

in writing. Please send editorial comments and requests for reprint permission to Research.Library.sf@sf.frb.org.





