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Relevance to this conference

Key: guestion: Wiy a house: price Index?
(@nd why not)

n Asset prices and inflation (YES);
moenetany’ pPolicy ISSUes

x ASset price dynamics and consumption; (YES);
forecasting, retirement ISSUes

= Other reasons ...
= Use In CPI?? ...
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Use in CPI? NO ...

Consumer: price index. (The why guestion.)
TFempting te: use p) When pessess a nigh-guality: measure

BUit enly new house price Index (stocks acquired withim the
Peried) Is theoretically justifiaknle’ (nen-schizephrenia);
trades “Within™ the consumer: are irrelevanit; will
Underestimate consumption expenses (e.g., Diewert, 2003)

Whether new: or extant p(i), Nelther cerrespends: to weliarke
(o1 actuall consumption)

n Elow of services firomrhousing (@nd cest ofi these SerVICES)

a Actual impact en heusenhold’s bottem line (1, w(h))

a Consider cost of shelter services consumed by homeowner on
newly-desirable preperty.
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Except perhaps in User Cost, But ...

A'goeod existing house prce iIndex IS requilied for
e ether theeretically-valid (COL) measure of
consumption; 6ff heUsing: USer cost

FhIs; paper argues that the User cost appreach (as
currently: developed) Is not geed enough for ofificial
statistical' agencies, Weuldl present: eperational
challenges, andweuld generate much COntroversy.
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User Cost

concept simple: compute: cost off ewning a duranie: geod! for
1 pPenoa:

pUrchasingl costs, depreciatien/maintenance, taxes, sell at
end of peried. (Alllitems affect ‘bottem line.’)

Some argument over details;, buit pasically:

*ExX Post Inapprepriate: negative, decisien-making,
ex ante. UC =irentsi in theony

*not r, I. (WhIch 17 contreversy.)

*forecast approeach to E(w) (contreversy...)
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Preview: of Results

EVERI ex anté USEr Costs are! far tee volatile
10 be: useful,, and diverge markedly firom
rfents el Iong| Periods.

No “arbitrage poessikle, theugh,
Deficient theory.

(BUb Uselul - antidote: 1o popular press
misUnderstandings:)
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Data (exclusively US)

CMIFPI (=OEHE®)), Census p(h):
cholce matters a lot for trends, not at alll for
diVergence.

IE 30-yr. mortgage: or"n-bill, basically: little
diffierence.

Confidential BIEST micredata (detached index)
CES data
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Motivation: rent inflation too low?

Comparison of various measures of cost of housing services:
home prices vs. rents (1998-2004)
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Note re: user costs:

Over time;, grows withr P(13) (2s do rents).
BUt In SR, could amplify: fluctuatiens inf P(1).

Eerecasting: average ofi three medels.
Inappropriate: tor Smoeotil these.
Traditienall“avg. over 15 years: Is terrinle.
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Rents and User Costs

I the presence: off landlierds Wihe) are. nsk-neuial,

M0 transactiens; Costs, ete.,
fent = (ex ante) User cost

Argument Is straightfierwvara:

competition drvingl prefits; te zero,

USEr cost = cost fiacing a landlerd.

(Imagine itfialls; landlieral costs fiall; imagine Em(ih)
fises, then need net “gouge” tenants as much.

Lots of detached rental’ units 1 US), semargin Is (In
theory) large.
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Bottom line results (nermalized senes):

Scaled CHMPI user cost
Scaled Census user cost
- .Scaled CPI rent
—--—-Scaled detached rent
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Regression analysis: rents and user cests

Regress rent infiatien en 1ags, Inflatien in
USEl COST determinants, Vacancy, rates,
Inflation i utilites.

Resulis: Only weak evidence: that: rents
respond te USer cost determinants
(even vVacancy: lrate respense Is weak);
pPUZZING.

Elrther evidence off divVeErgence.
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Discussion

Huge divergences (Initheory, measures are equal).
(bigger in coastal cities: land?)

..0Ut, (CE data), ne “arbitrage” possikle; due: to

transactions costs

(see next slide) —

(Cf. to frictienless theony)

DIVERGENCES PErSIst fier Ieng PEroc

Enermeusly, velat

e (can't use in C

2 lLittle reason te

Bt antidote: to po

INaction region

S.

o).

9E confident In theory.
pular press acceunts: I fact,

lately user costsi have: actually” veen helow: rents; so
Press Not even correct about sign ofi the “error. Z
(low: cest explains Increase i homMeOWRErship. )
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Philadelphia example: no “1-yr-arbitrage”

Philadelphia

investor user cost
= = post-tax rent earnings
| = o= QwWNner user cost
—a—— COSt to switch to renter for 1 year




User cost and predicted rent, median structure,
Philadelphia (Gamer and Verbiugge, 2006)

Philadelphia

user cost, median structure

- - - .predicted rent, median structure




Conclusions

Rents diverge firom user costs significantly’ (1.e., equivalent’
Measures are net eguivalent); transactiens, costs) are: of
first-erder Inmportance.

Need a fundamentals-lhased fierecast?
(nerestablished theony)
Reverse-engineered forecast Is leusy.

User cests are theoretically appealing, but empircally not
ready’ for gevernment Work; frictienless theory Inadeguate,
extant measures toe velatile and teo controversial; explicitly,
Includes financial aspects, WhICh may: e oUl-ef-SCopE.

Measuring censumption services? Eind market prces of
theser actual senvices (Uncontaminated wWithrfinancial).

BLS research: “location, location, location™ Is a reliable
guide to predicting” rent inflation.
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