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Beyond the basics: asset
price inflation in the real
estate market

After reading this chapter, you will be able to:

« distinguish asset price inflation in th ta rket from
consumer price inflation; and
+ analyze and interpret the prevaili

prices.

regarding real estate

asset price inflation

commodity 1dity trap

financial accelerator zero lower bound interest rate

Consider asset inflation in terms of various economic factors affecting the
pricing in asset markets, such as stocks, bonds and real estate. The primary
asset that concerns us in this material is real estate.

In contrast to the items priced to determine consumer inflation, real estate
isnot a product (i.e., a good or a service). It is an asset. The simple distinction
here can be thought of in terms of consumption: a product (commodity) is,
generally speaking, a consumable good requiring constant replacement. In
contrast, an asset is reuseable, over and over again during a long term, subject
to physical deterioration and obsolescence.

Once a commodity such as oil is purchased, it is consumed and needs to be
replaced by further production of the commodity.

Alternatively, a tangible or intangible asset is considered property. This
property is held by an owner who may expect future economic opportunities

Chapter

Learning
Objectives

Key Terms

Asset
inflation:
where does
real estate fit
in?
asset price inflation
A rise in the price of

assets, such as stocks,
bonds and real estate.

commodity
A marketable good or
service.
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The amount
of money in
circulation
controls

Consumer
price inflation
versus asset
price inflation

during ownership, i.e., by using it themselves, leasing it to others, selling or
trading it. The owner does not consume or deplete it. It does not therefore
need to be replaced when used, as is the case with commodities.

The Consumer Price Index (CPI) does not measure asset inflation. Asset
prices behave quite differently and independently from consumer price
movement.

Although inflation behaves differently between assets and consumer goods,
the two are intimately related. Why? They are both directly affected by the
amount of money in circulation. At times, one more than the other, as we
are seeing with the asset inflation in quickly rising home prices while at the
same time little to no consumer inflation exists in the recovery as it currently
stands.

If the money supply in circulation increaseggio the point it causes consumer
price inflation, the purchasing power of th€dollar has decreased. In tandem,
the level of real incomes decreases. i

wnership of a home or commercial property
t bought and sold, and listed on the owner’s

. One needs to consider the idea of supply and demand to
fully und d asset price inflation in the real estate market.

Perhaps the most important factor affecting real estate price inflation is the
relationship between supply (marketable inventory on the multiple listing
service (MLS)) and demand (ready buyers) in the real estate market.

As user-demand for real estate ownership outpaces the MLS supply of
property for sale, the market environment experiences a scarcity of supply
reflected in reduced inventory for sale. As a result, real estate prices increase
(or inflate). This pricing occurs whether or not there is an excess in the supply
of money, but the excess supply will accelerate the rate of asset inflation until
of course the excess supply is removed by an increase in interest rates.

Just as with consumer price inflation, the purchasing power of the real estate
(asset) buyer diminishes since there are too many dollars being allocated to
chasing a fixed quantity of assets (property). Thus, the buyer's dollar will
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Consumer price inflation (CPI) is best understood as a fluctuation in the available
money supply (the basic monetarist view).

Asset inflation necessarily includes issues of supply and demand as well as interest
rates, especially in terms of its relationship to rates on mortgages taken out to purchase
property.

now purchase a smaller percentage of the same home as it would have in
the period prior to home price inflation. Thus, more dollars are required to
buy the same property than needed at an earlier date.

Editor’s note — Buyer purchasing power is also determined by interest rates
and buyer incomes.

A word of caution: real estate price inflation is often confused with real estate
asset appreciation for lack of awareness of their obvious di i
are mutually exclusive principals, but both relate to an incre
value over the price paid for the property. When discugsing rea prices
affected by monetary policy, one is referring solely t e portion of price
increases resulting from asset inflation, as we ar h

Real estate appreciation isjust whatitis
by the personal appreciation that buyers a have for a particular
parcel of real estate. Property price a primarily driven by an
increase in population density aroun ion of the property and the
income of that population — not e i ic value of a parcel of real estate
or by consumer price inflation fig®

e crease in price driven

In math terms, the price 1butabla@ito appreciation is the increase in value
of a property exceeding nflation brought on by annual lost
purchasing power of the dollar —gonsumer inflation, precisely.

Thus, “appreciation” is a qualitative term that reflects the human perception
of a property’s value. This perception is then reflected in pricing when this
perception increases demand for the location, or simply for the specific
property, beyond the price dictated by the rate of consumer inflation.

The prevailing lesson taught by the implosion of the Millennium Bubble
is that price and value are not well correlated. Most of all, the recurring
notion that real estate perpetually “appreciates” was destroyed by the Great
Recession, or at least for a generation or so. These cardinal myths floating
in the real estate market need to be banished from the realm of rational
discussions concerning real estate price increases.

Mean pricingideasarealso hereinvolved as properly instructive of the future.
The mean price trendline of real estate reflects the consumer inflation rate
and income levels (and general population increases) and a further increase
in value brought on by the location’s appreciation. Thus, real estate pricing

Figure 1

Consumer price

inflation versus
asset price
inflation

Real estate
price inflation
versus
appreciation
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Interest rates
and real
estate price
inflation

The financial
accelerator
effect

financial accelerator
The cyclical
phenomenon of
increasingly larger
mortgage amounts
based on increasingly
inflated prices of the
same collateral.

over the full term of a business cycle, not periodic or permanent property
value increases, include the rate of consumer inflation and the rate of any
increased appreciation due to changing demographics of the location.

Although supply and demand in the real estate market are affected by a
multitude of factors, the demand for real estate as we have known it since
the Great Depression is fundamentally encouraged by the availability
of mortgage funds from lenders. In a word, real estate acquisitions are
leveraged in over 80% of transactions since very few buyers-occupants have
cash savings sufficient to pay more than a small fraction of the seller’s asking
price.

Asmostreal estate acquired to be held for the long term is not purchased with
cash, the primary source for satisfying property demand comes from lender
purchase-assist financing. The availability and abundance of purchase-
assist financing is dictated by interest rags, influenced by the general
ised value of the collateral.

ly part of the picture. The Federal Reserve (the Fed) plays
ere as well by setting interest rates.

It was the Fed's failure to control interest rates during the 2000s that produced
the financial accelerator effect which led to the crash of both real estate
prices and Wall Street markets. The financial accelerator effect occurs once
mortgage lenders begin realizing greater profits due to asset price inflation in
the real estate market.

As prices went up, lenders earned greater returns on their capital regardless
of the interest rate. They were able to periodically lend ever greater principal
amounts on new mortgages as prices increased — all based on the same
property as collateral.

Further, each lender wanted greater profits as a matter of maintaining their
competitive advantage since they had to attract depositors by paying ever
greaterreturnslest theylose them to otherlenders. Emboldened by the notion
that the collateral they were holding was “worth” more than the mortgage
amount (a money illusion), lenders made more and larger mortgages to ever
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less qualified borrowers collateralized by the same or comparable property.
The result was massively increased homeownership among those who were
tenants not qualified to be homeowners.

This was the prelude to the vicious market cycle the Fed was supposed to
regulate out of existence but failed to do. Congressional de-regulation since
1980 set the Fed up for failure during the decade of 2000, and the Fed fell into
thetrap by constantlyloweringinterestratestoimprove economicconditions,
called the Greenspan Put at the time. The result was the financial crisis of
2007 when interest rates hit the zero lower-bound rate when a negative rate
was then needed to help the economy when fiscal policy was unwilling to
invest in sufficient projects to keep the population employed.

Consider the landscape of the real estate market going into 2020. Prices are
commonly perceived to be high by end users of real estate, having increased

mortgage lending to end users acquiring real estate, t
right to keep short-term interest rates at essentiall

of cash into the banking system in late-2014 wit

part of their monetary policy. The Fed initially ed short-term interest
rates in December 2015, though FRM rates ikely to rise until bond
rates eventually rise.

The Fed’s hope was that low nominal in s (combined with the Fed's
past three rounds of pumping cash nancial system - quantitative
easing) may generally encourage o make more loans at cheaper

More lending for more commerce and
holding massive amounts of reserves

rates to homebuyers (and
real estate sales is prefer
un-lent, which is still the

So the thinking goes: flush the banks with cheap cash so they will then
redistribute the cash via purchase-assist financing to homebuyers. This will
make willing those ready and able homebuyers by passing on low interest
rate to them - lending at a rate equal to the rate for risk-free 10-Year Treasuries
and the historical 1.5% profit margin.

Has the Fed’s plan worked? We think not (though it likely did not worsen
the housing recovery) — and there is a generally unacknowledged reason
for this: a lack of buyer-occupant demand, or no matter how cheap mortgage
money becomes the public will not further borrow and buy.

The market
today

going negative

The Federal Reserve's
charging of interest on
the excess reserves of
lenders, stimulating
lending activity.

5
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The zero
lower bound
and liquidity

trap

zero lower bound
interest rates
Economic conditions
characterized by a very
low nominal interest
rate. As the interest
rate is at or near zero,
the Federal Reserve
(The Fed) cannot lower
it further to stimulate
the economy without
going negative.

The
aftermath of
zero-bounded
rates

liquidity trap

A condition in which
injections of cash into
the banking system by
the Federal Reserve
fail to stimulate
lending and economic
growth. In the instance
of California’s current
crisis, cheap cash is
sitting in lenders’
reserves and not being
lent to prospective
buyers.

Income Property Brokerage, First Edition

The reason why this plan has not worked can be summed-up with two
financial crisis concepts:

- zero lower bound interest rates; and
+ theliquidity trap.

The scenario described above regarding the current plan for asset inflation is
one piece of the zero lowerbound interest rate puzzle. Aslowering the interest
rate is the Fed's primary means for stimulating lending and thus home sales,
there needs to be an interest rate baseline which is deemed effective to stir
up buyer demand.

However, once rates have reached zero as they did back in 2009, remaining
there through December 2015, the Fed is rendered impotent to move the
economy, sinceitisunwilling to lower the rate sufficient to excite lendersand
borrowers by the Fed going negative on interest rates. It may not (politically
in the U.S.) lower rates beyond the zero lower bound as is needed to spark
bankers and buyers of homesinto action. (Edrope’s banks have overcome this

age spending. Banks are swimming in basically free cash
ed. They are in a state of extreme liquidity since they have
ey have deposited with the Fed and are not investing in
such as mortgages.

banker’s ass

Yet, credit — cash — is available, but only to the most qualified buyers. Most
others with a solid job in this recovery are deemed uncreditworthy due to
prior unemployment, foreclosure, short sale or bankruptcy and present low
wages.

This is the liquidity trap Californians are snared by. While cheap cash is in
the bank'’s coffers, it remains trapped out of reach of prospective buyers. Thus,
asset price inflation, much less one’s appreciation of California as the place
to own real estate, has gone nowhere with one hugely influential exception
- speculator acquisitions for profit on a flip, as short-term absentee owners
with cash to burn.
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This brings us back full circle to consumer price inflation and the CPI.

Until banks open the floodgates of liquidity, necessary asset price inflation in
the real estate market will only be a reality once the economy as a whole —
jobs and wages — picks up.

What will this look like?

+ Near-to-full-employment levels of 2007 (the number of job lost to
the Great Recession were recovered by mid-2014, but employment
numbers won't catch up with population growth and be reflected in
wage increases until about 2019);

+ Increasing gross domestic product (GDP) exceeding the rate of
inflation and California’s 1% annual population growth; and

+ The slow but steady process of making those credit-crunched buyers
creditworthy again (as the Federal Housing Administration (FHA)
has decided to do, and credit agencies if not banks will sogs# follow the
government’s lead).

This is a description of a virtuous market cycle. Once the ball o
economy starts rolling again, the market will be releaged from
trap and those zero bound rates may start working.

However, the economy has now broken loose
lower bound rates with the Fed moveme -term rates at the end
of 2015. Escaping zero rates heralds in a futu i
rates with a time horizon of two or
recessionary periods.

Once mortgages rates rise consist tRe 4% range, real estate investor
capitalization rates will ris me at challenge. Bond prices, stocks and
real estate values will drog’in recipr@eal response.

Going forward, expect real eState prices to reliably increase at the annual
rate of consumer inflation, plus some rate for appreciation due to population
build up and wage increases, for the foreseeable future (3% per annum). Any
annual rise actually experienced in market prices beyond 3% (like the tax-
stimulus price rise in 2009 and the speculator driven price rise of 2013-2014) is
unsustainable and unsupported by user demand and will eventually return
to the mean price line.

Five to seven years of ownership on future acquisitions will give an owner
the ability to sell and recover their cash down payment and principal
amortization as net sales proceeds. Those lucky to live in a location which
experiences excessive population and income growth will take profits due to
regional appreciation.

Thus, right now California real estate, regardless of type, is essentially a
hedge against consumer inflation for those in ownership.

Consumer
inflation is
the name of
this game
(for now)

Hedge
against
inflation
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Chapter 1
Summary

Chapter 1
Key Terms

In contrast to the items priced to determine consumer inflation, real
estate is not a product (i.e., a good or a service). It is an asset. The simple
distinction here can be thought of in terms of consumption: a product
(commodity) is, generally speaking, a consumable good requiring
constant replacement. In contrast, an asset is reuseable, over and
over again during a long term, subject to physical deterioration and
obsolescence.

The mean price trendline of real estate reflects the consumer inflation
rate and income levels (and general population increases) and a further
increase in value brought on by the location’s appreciation. Thus,
real estate pricing over the full term of a business cycle, not periodic
or permanent property value increases, include the rate of consumer
inflation and the rate of any increased appreciation due to changing
demographics of the location.

t rates during the 2000s that
widich led to the crash of both
im@ncial accelerator effect
reater profits due to asset

It was the Fed’s failure to control int
produced the financial accelerator ef;

occurs once mortgage lenders b
price inflation in the real est

In the aftermath of zero- rates, inflation is still below the Fed's
target rate of 2% and X ation in the long-term bond market that
it will rise for a deca S e mortgage lending market remains
inherently slug uidity trap. The likely reason is the lack
of sufficient con flation to encourage spending. Banks are
swimming sica
state of extr idity since they have tons of cash that they have
he Fed and are not investing in banker’s assets, such as
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asset price inflation pPg.1
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financial accelerator Pg-4
going negative Pg.5
liquidity trap Pg.6

zero lower bound interest rates Pg.6




