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During the COVID pandemic, the housing sector surged, largely the result of “loose” money. By 
keeping short-term rates artifi cially low, the Federal Reserve allowed the money supply to grow 
exponentially. Now, with short-term rates rising and slower growth in the money supply, mort-
gage rates have jumped, and the housing sector is beginning to feel the pain. Home sales are 
down, construction is down, and the most recent reports reveal that home prices are experiencing 
a sudden and sharp deceleration.

A Cool Down in Housing Has Already Begun

If this sounds familiar, it’s because it should. The current housing environment is very similar 
to what happened to “real” (infl ation-adjusted) retail sales. Sales soared in 2021 but have since 
plateaued, as the growth in consumer spending came from services, not goods. All signs point to 
a similar outcome with housing over the next several years, with average home prices plateauing 
while rents continue to catch up.

Problems in the housing sector are widespread rather than isolated. Existing home sales have fall-
en six consecutive months and, except for the fi rst few months of the pandemic, are the slowest 
since 2015. New home sales are the slowest since early 2016, even including the initial months of 
COVID.

Private residential construction had risen for 24 consecutive months through May of this year but 
has now declined for two straight months. After peaking at a 1.8 million annualized rate in April, 
housing starts have fallen almost 20% to a 1.45 million fi gure in July. Translated, fewer housing 
starts today will lead to less overall construction and home completions in the latter part of the 
year.

But perhaps the most dramatic change has been in home prices. The national Case-Shiller index 
rose more than 1.0% every single month from August 2020 through May 2022. Home prices rose 
a total of 9% in the fi rst fi ve months of 2022. Then in June, growth in prices began to decelerate, 
rising only 0.3%.

All of these trends have combined to lead some analysts to call for a massive housing bust similar 
to the one experienced during the fi nancial crisis. That outcome is highly unlikely, however. Hous-
ing will absolutely feel some pain, but nothing like the housing bust in the late 2000s.

For example, the last housing bust produced staggering numbers. National average home pric-
es bottomed in 2012 about 25% below their peak in 2007. From peak to bottom, housing starts 
plummeted 79% and new home sales fell 81%. Existing home sales fell 52%. Combine these 
changes with mark-to-market accounting, and it’s easy to see why the end result was the Financial 
Crisis and the Great Recession. That won’t happen this time around.
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Housing History is Not Destined to Repeat
There are several reasons why such a housing disaster will not repeat itself. First, the last housing 
bust was preceded by several years of massive overbuilding. This led to a large oversupply of too 
many homes, both for sale and for rent. Conversely, the current turbulence in the housing mar-
ket has not been preceded by overbuilding. If anything, not enough homes were built in the past 
decade.

Second, while home prices have risen substantially since 2020, relative to replacement cost, they 
are only up 2%, and just 4% higher than the median in the past forty years. Why does replace-
ment cost matter? Because the more it costs to replace a home, the more the home is worth. So, 
while home prices are up substantially, the costs of copper pipe, drywall, lumber, and labor are up 
too, which logically makes sense for home prices to be up as well.

Third, rents should continue to rapidly increase, creating stronger support for home values. In the 
last housing crisis, not only did home prices fall but housing rents decelerated sharply and even 
temporarily went negative! As hard as it is to imagine today, the last crisis saw many walk away 
from homeownership in order to rent, but landlords couldn’t capitalize and raise rents due to a 
massive excess of homes available.

In the current environment, higher mortgage rates are persuading some potential home buyers to 
take a wait-and-see approach, putting landlords in a much stronger position. They can keep rais-
ing rents because the market isn’t oversupplied with available homes. And, in turn, higher rents 
should keep home prices from cratering as they did in the prior housing bust. In short, the more 
income a home can generate (or any asset for that matter), the more valuable it becomes.

The bottom line is that the current pain felt in the housing market is due to higher interest rates 
and the aftermath of loose monetary policy employed during the pandemic. Home prices reached 
levels that were too high versus rents in the past couple of years, which warranted a correction. 
Continued increases in rents with largely fl at home prices over the next few years should be ex-
pected. The drop in home prices from peak to bottom in this cycle should only be around 5%, 
nothing like the 25% implosion during the housing bust a decade ago.
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