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Housing on Fire (Walker)

The US housing sector is on fire. New home sales and housing starts both
reached their highest levels since 2006 in March, and red-hot demand has
brought the supply of homes available for sale down to the lowest level since the
1970s. Competition among buyers for a dwindling national housing supply has
sent prices 12% higher over the last year, but so far this has done little to reduce
the severe imbalance between supply and demand in the housing market.

Strong demand for housing looks sustainable. Even before the pandemic,
demographic tailwinds and historically-low mortgage rates had pushed demand
to high levels. A shift in preferences during the pandemic caused demand to
spike, and consumer surveys indicate that household buying intentions are now
the highest in 20 years. This is especially impressive because unlike in the
mid-2000s, mortgage lending standards have remained fairly tight. With
demographic trends still strong, mortgage rates very low, housing affordability
still high, and household wealth as a share of income at the highest level in US
history, demand should remain strong.

The supply picture offers no quick fixes to the shortage of available homes.
Homebuilders are again facing headwinds that were already present before the
pandemic, especially a lack of available plots to build on and a lack of
construction workers. These constraints are likely to limit the pace of annual
homebuilding to around 1.5mn in coming years. The expiration of
pandemic-related forbearance provisions later this year should put some
additional homes on the market, but this will only modestly alleviate the lack of
supply.

The resulting picture is one of a persistent supply-demand imbalance in the years
ahead. To forecast what this means for home prices, we estimate a model that
jointly considers supply, demand, affordability, and home prices. The model
suggests that rising prices will only gradually reduce affordability enough to
dampen demand and mitigate the supply-demand imbalance. As a result, the
model projects double-digit price gains both this year and next.

House price growth does not directly enter the inflation statistics, but it does
spill over to rent inflation, as economic intuition would suggest. This is one
reason we expect an acceleration in the shelter category this year and next to
provide a meaningful boost to core inflation.
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After slowing in the early months of the pandemic, the US housing sector has boomed.
New home sales reached the highest level since 2006 in March (Exhibit 1) and existing
home sales have exceeded the prior cycle's high in each month since July.

Exhibit 1: New Home Sales Have Risen to the Highest Level Since 2006
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Source: Department of Commerce, Goldman Sachs Global Investment Research

That surge in demand has dramatically reduced the supply of homes available for sale.
The homeowner vacancy rate — which measures the share of housing units that are not
currently being lived in full-time — is at the lowest level since 1978 and equal to the
lowest level in the measure's 65-year history (Exhibit 2, left). The months’ supply of
new- and existing- single family homes available for sale — the number of months that it
would take for the current inventory of houses on the market to sell at the current sales
pace — is at the lowest level on record (Exhibit 2, right).

" Changes in surveying procedures and response rates during the pandemic appear to have distorted the
Housing Vacancy Survey for most of 2020, but the impact appear to have been mostly unwound by 2021Q1
(see Census FAQ here).
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Exhibit 2: Booming Demand Has Reduced the Supply of Homes to the Lowest Level Since the 1970s
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Source: Department of Commerce, National Association of Realtors (NAR), Goldman Sachs Global Investment Research
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Competition among buyers for a dwindling national housing supply is intense: new
homes are being purchased earlier in the development process and newly listed existing

homes are being purchased in record time. This competition has sent home prices 12%
higher over the last year, but so far this has done little to reduce the severe imbalance
between supply and demand.

In this week's Analyst, we assess the outlook for the housing market. We first take an
in-depth look at the drivers of strong demand and the reasons that homebuilders are
struggling to keep up. We then estimate a model that jointly considers supply, demand,
and evolving affordability to project where home prices are headed from here.

The Demand Picture: Sustainable Strength

The Conference Board’s consumer survey indicates that household buying intentions are
now the highest in 20 years (Exhibit 3). Part of the increase in demand appears to
pandemic-related; we previously noted that the pandemic accelerated the housing
search of potential homebuyers, and demand for second homes has increased
significantly over the last year.


https://publishing.gs.com/content/research/en/reports/2021/04/14/57ffd288-09f6-4207-9c79-0e98722a111c.html
https://www.nar.realtor/newsroom/housing-market-reaches-record-high-home-price-and-gains-in-march
https://publishing.gs.com/content/research/en/reports/2020/08/31/05903f21-bcbc-4a00-bfcd-ade78d3d9b6f.html
https://www.redfin.com/news/second-home-purchases-soar-coronavirus-pandemic/
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Exhibit 3: Survey-Based Measures of Housing Demand Are at the Highest Level in 20 Years
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But even aside from the pandemic boost, the fundamentals that tend to drive housing
demand are strong and appear sustainable for two reasons.

First, the ongoing shift of the millennial cohort — now the largest age group in the US
— into the age range where household formation and home buying tend to peak had
already started to boost owneroccupied housing demand before the pandemic. Much
of the millennial boost is still ahead of us because homeownership rates rise rapidly
around age 30.

To estimate how demographic change will affect the rate of household formation in the
years ahead, we combine our projections of headship rates (the share of people who
are heads of a household) by age group with Census projections of population growth
by age group. This approach yields an estimated rate of household formation of 1.3mn
per year for the next few years, modestly higher than the recent trend (Exhibit 4).2

2 Because individual household formation series are noisy, we average data from the monthly Housing
Vacancies and Homeownership (HVS) survey, the annual American Community Survey (ACS), the March
Current Population Survey (CPS), and estimates based on residential electricity meter data from the Energy
Information Administration (EIA). The household formation data for 2020 that is already released points to a
wide range of values, in part because of pandemic-related distortions to survey procedures (see previous
footnote). We assume that household formation for the year as a whole remained firm, in part because of the
rapid pace of home sales (Exhibit 1) and surveys of homebuyers.


https://publishing.gs.com/content/research/en/reports/2019/08/25/1fbc201a-a986-43d0-8f15-9de5fefd7c30.html
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Exhibit 4: Demographic Trends Imply 1.3mn New Households Per Year
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Source: Haver Analytics, Goldman Sachs Global Investment Research

Second, housing in the US remains affordable relative to historical standards. Our credit
strategists’ Housing Affordability Index® (HAI) measures the ability of a typical household
to pay for a 30-year fixed rate mortgage loan on a typically-priced home based on the
most recent house price and income data (Exhibit 5). Home prices have increased
significantly over the last year and mortgage rates have recently edged up, which has
caused the HAI to decline, indicating that housing is less affordable. But the HAI has
only declined to roughly the pre-pandemic level and remains well above pre-2010 levels,
as rates are still low on an absolute basis and household incomes have remained largely
Intact.

3 Apurva Gundaria and Marty Young, “The Credit Line: US Housing Remains Relatively Affordable,” 2021.


https://publishing.gs.com/content/research/en/reports/2021/04/14/eaae2efb-cb68-4659-a7a5-2d71a9bf4285.html
https://publishing.gs.com/content/research/en/reports/2021/04/14/f108ba9c-428a-4020-b784-f68084adb1c3.html
https://publishing.gs.com/content/research/en/reports/2021/04/14/f108ba9c-428a-4020-b784-f68084adb1c3.html
https://publishing.gs.com/content/research/en/reports/2021/04/14/f108ba9c-428a-4020-b784-f68084adb1c3.html
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Exhibit 5: Despite Recent Price Increases, Low Rates Have Kept Housing Affordable by Historical
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Source: Goldman Sachs Global Investment Research

To estimate how strong demand is likely to be even if the pandemic boost begins to
fade, we first model total sales of new and existing homes in excess of
demographic-implied household formation. We model these “excess sales” using the
GS HAI, forward-looking measures of housing demand from consumer surveys, and
credit availability. We then add back in our estimates of household formation based on
demographic trends to arrive at a forecast for total housing demand. Those two factors
imply that new and existing home sales should currently total roughly 6.5mn on an
annualized basis (Exhibit 6). This suggests that while pandemic preference shifts are
providing a boost,* underlying demand is very strong and solidly above levels seen last
cycle.

4 While the model is well below the actual level of 2021Q1 home sales of 7.2mn, the current pace likely

reflects some pent-up demand from sales that didn't occur early in the pandemic: the gap between the model
and actual is cut in half on a 4QMA basis.
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Exhibit 6: Our Model Based on Demographics, Affordability, and Credit Availability Suggests That Housing
Demand Will Remain Strong
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The Supply Picture: No Quick Fixes to the Housing Shortage
The supply picture offers no quick fixes to the shortage of available homes shown in
Exhibit 2.

Homebuilders are again facing headwinds that were already present before the
pandemic, especially a lack of construction workers and a lack of available plots to build
on.

Homebuilders have faced a shortage of labor for several years, especially for the
most-skilled workers. Heading into the pandemic recession, the construction industry
labor market was very tight, even compared to the tight overall labor market, and the job
openings rate was much higher than during the mid-2000s construction boom (Exhibit 7,
left). With labor scarce over the last few years, homebuilders have struggled to find
workers to keep pace with surging demand.

Rising land costs and an overall scarcity of buildable land present another significant
headwind. Regulatory requirements and related costs have trended upwards for
decades, increasing the time required to secure permits. Past the permitting stage, the
time to completion has also risen for several years (Exhibit 7 right), with homebuilders
increasingly citing both these rising costs and the long delays between land acquisition
and final home sales as an obstacle to building. The pandemic has likely caused even_
further delays in the form of supply chain disruptions, lumber and labor shortages, and
enhanced safety protocols in place for construction workers due to the virus.

These constraints are likely to limit the pace of annual homebuilding to around 1.5mn in
coming years. Subtracting roughly 250k demolitions per year implies a trend level of
new housing supply of 1.2-1.3mn units per year.


https://research.gs.com/content/research/en/reports/2019/08/25/1fbc201a-a986-43d0-8f15-9de5fefd7c30.html
https://publishing.gs.com/content/research/en/reports/2020/10/19/280a9cb2-93b6-4b24-8245-8d8a5f62dc27.html
https://publishing.gs.com/content/research/en/reports/2020/10/19/280a9cb2-93b6-4b24-8245-8d8a5f62dc27.html
https://publishing.gs.com/content/research/en/reports/2020/10/19/280a9cb2-93b6-4b24-8245-8d8a5f62dc27.html
https://publishing.gs.com/content/research/en/reports/2021/03/16/5c14bc84-c0bc-4c99-8a3c-ad6a5e15efb1.html
https://publishing.gs.com/content/research/en/reports/2021/02/19/b87dd4ea-9c38-4ae1-8fb9-241a963cd2b1.html
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Exhibit 7: Homebuilders Are Constrained by the Lack of Available Labor and Land
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The expiration of pandemic-related forbearance provisions later this year should put
some additional homes on the market, but this will only modestly alleviate the lack of
supply. 4.5% of the roughly 45mn mortgages in the US are currently in forbearance
(Exhibit 8). However, it is unlikely that the majority of those mortgages will enter
foreclosure because the substantial improvement in the labor market we expect in
coming months should increase households’ ability to resume mortgage payments.
Starting in the second half of this year, we assume that 600k housing units — one-third
of those currently in forbearance — wiill gradually be added to the supply of existing
homes, which includes both homes undergoing foreclosure and people choosing to sell
their homes because they are unable to make payments.

Exhibit 8: Foreclosures Following the Expiration of Pandemic-Related Forbearance Should Provide a
Modest Boost to the Supply of Homes for Sale

Percent Percent
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Home Prices: A Multi-Year Boom

The resulting picture is one of a persistent supply-demand imbalance in the years ahead.
To see what this means for home prices, we build a model of home prices that consists
of the prior quarter value of the GS HAI, the homeowner vacancy rate, months’ supply
of available homes for sale, consumer survey questions on housing demand and
inflation expectations, and credit availability® (Exhibit 9). The model’s Q1 signal is
consistent with the current pace of home price appreciation (+16% QoQ ar), reflecting
well-above average contributions from the historically-low supply measures in the prior
quarter.

Exhibit 9: Our Home Price Model Accounts for Supply, Demand, and Affordability
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Source: Standard and Poor’s, Goldman Sachs Global Investment Research

To get forecasts from our home price and demand models, we estimate both models
simultaneously while also keeping track of implied changes to the HAIl and housing
supply variables. When projecting the HAI, we assume that mortgage rates increase
over the next few years — in line with our strategists’ forecasts — and that income
growth improves in line with our economic forecast.®

The exercise suggests that rising prices will only gradually reduce affordability (Exhibit
10, left). That in turn reduces demand, which slowly boosts the supply of available
housing as the rate of housing completions remains steady and new listings of existing
homes recover to the pre-pandemic trend (Exhibit 10, middle). That dynamic eventually
mitigates the supply-demand imbalance and reduces price pressures, but not before—
the model projects—home prices grow at double-digit rates both this year and next
(Exhibit 10, right).

5 For discussion on the impact of consumer expectations and credit availability on home prices, see Brian
Chen and Marty Young, “US Daily: Will Home Price Growth Slow Further?” 2019.

6 We assume that inflation expectations — an input to our home prices model — evolve in a manner
consistent with our inflation forecasts, as outlined in Joseph Briggs, “US Daily: A Top-Down Checkup On Our
Inflation Forecast,” 2021. We assume that credit availability and surveys of consumer demand remain roughly
unchanged.


https://publishing.gs.com/content/research/en/reports/2021/04/28/7f76e794-996a-4ae0-abc5-bdac3c47c2d0.html
https://publishing.gs.com/content/research/en/reports/2021/04/14/f108ba9c-428a-4020-b784-f68084adb1c3.html
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Exhibit 10: Higher Prices Will Only Gradually Reduce Affordability Enough to Dampen Demand and Reduce the Supply-Demand Imbalance

in the Housing Market
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There is certainly some uncertainty around our assumptions. For example, housing
supply could grow more quickly if homebuilders find ways around building constraints or
if there are more foreclosures than we expect following the end of pandemic-related
forbearance. Those scenarios would alleviate some of the prices pressures. Cutting in
the other direction, President Biden has previously supported lifting the cap on
deductions for state and local taxes and a tax credit for first-time homebuyers. If
implemented, those types of proposals could boost housing demand and increase price
pressures, although we previously found only a small impact of the dilution of tax
incentives by the TCJA on both home prices and homeownership.

What does rapid home price appreciation mean for measured inflation? Home price
growth does not directly enter the official inflation statistics, but it does spill over to rent
inflation.” This is one reason we expect an acceleration in the shelter category this year
and next to provide a meaningful boost to core inflation.

Ronnie Walker

7 David Mericle, “US Daily: Shelter Inflation Likely to Rise a Bit Further,” 2014.


https://publishing.gs.com/content/research/en/reports/2021/04/28/844f61c8-a83e-4d85-b9e6-18bd80c88173.html
https://research.gs.com/content/research/en/reports/2019/08/25/1fbc201a-a986-43d0-8f15-9de5fefd7c30.html
https://publishing.gs.com/content/research/en/reports/2021/05/01/773715e8-c67c-452d-ae63-ecdee5b9a2e1.html
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The US Economic and Financial Outlook

THE US ECONOMIC AND FINANCIAL OUTLOOK
(% change on previous period, annualized, except where noted)

2019 2020 2021 2022 2023 2024 2022
(f) (f) (f) (f) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
OUTPUT AND SPENDING
Real GDP 22 -3.5 7.0 5.1 1.8 2.1 6.4 10.5 8.0 7.0 5.0 3.0 2.0 1.5
Real GDP (annual=Q4/Q4, quarterly=yoy) 23 2.4 8.0 2.9 1.9 2.1 0.4 13.1 7.3 8.0 7.6 5.7 4.2 2.9
Consumer Expenditures 24 -3.9 8.5 5.1 1.8 2.1 10.7 12.5 7.0 7.0 5.0 3.0 2.0 1.5
Residential Fixed Investment 1.7 6.1 14.9 4.9 2.6 2.0 10.8 6.1 7.0 6.0 5.0 4.0 3.0 3.0
Business Fixed Investment 29 -4.0 9.2 5.6 3.6 3.6 9.9 11.1 9.6 6.7 4.3 3.9 3.7 3.4
Structures -06 -11.0 -3.5 7.0 2.8 2.5 -4.8 9.0 15.0 10.0 5.0 5.0 4.0 2.5
Equipment 21 -5.0 16.2 4.2 2.5 2.5 16.7 12.0 8.0 5.0 2.5 2.5 2.5 25
Intellectual Property Products 6.4 1.7 8.3 6.5 5.3 5.5 10.1 11.0 9.0 7.0 6.0 5.0 5.0 5.0
Federal Government 4.0 4.3 27 -1.0 0.0 0.0 13.8 1.0 -5.0 -2.0 0.0 0.0 0.0 0.0
State & Local Government 13 -0.8 0.5 3.4 0.6 0.5 1.7 2.0 3.0 5.0 6.0 2.0 0.5 0.5
Net Exports ($bn, '12) -918 -926 -1,242 -1,253 -1,210 -1,190 1176  -1229  -1270  -1292 -1284  -1258  -1236  -1232
Inventory Investment ($bn, "12) 49 -7 2 85 60 60 -86 -55 50 100 100 92 80 70
Industrial Production, Mfg. -0.2 -6.5 8.5 6.1 2.0 2.0 1.7 12.8 9.9 8.1 5.8 3.8 2.6 1.4
HOUSING MARKET
Housing Starts (units, thous) 1,205 1,395 1,494 1,519 - - 1,613 1,370 1,502 1,492 1,482 1,509 1,538 1,545
New Home Sales (units, thous) 685 825 816 803 795 795 959 769 760 776 803 815 800 795
Existing Home Sales (units, thous) 5,327 5,658 6344 6456 6,569 6,683 6,303 6337 6358 6,385 6,414 6442 6470 6,498
Case-Shiller Home Prices (%yoy)* 34 9.8 6.8 39 4.6 - 10.1 11.3 9.4 6.8 6.0 5.3 46 39
INFLATION (% ch, yrlyr)
Consumer Price Index (CPI)** 23 1.3 2.8 2.0 2.2 24 1.9 3.6 3.0 2.8 24 2.0 1.9 2.0
Core CPI ** 22 1.6 2.2 2.3 2.4 2.5 1.4 2.3 1.9 2.1 2.4 2.3 2.4 2.3
Core PCE** 1 1.6 14 2.05 2.00 2.10 2.20 1.5 2.3 2.0 2.1 2.0 1.9 1.9 2.0
LABOR MARKET
Unemployment Rate (%)" 3.6 6.7 4.0 3.5 3.2 3.1 6.0 5.1 4.4 4.0 37 3.6 35 3.5
U6 Underemployment Rate (%)* 6.8 1.7 8.1 7.1 6.6 6.3 10.7 9.4 8.6 8.1 7.5 7.3 7.2 7.1
Payrolls (thous, monthly rate) 168 -785 637 237 146 105 539 867 650 492 350 233 192 172
GOVERNMENT FINANCE
Federal Budget (FY, $bn) -984 -3,132 -3300 -1,800 -1,450 -1,350 - - - - - - - -
FINANCIAL INDICATORS
FF Target Range (Bottom-Top, %)* 15175 0-0.25 0-0.25 0-0.25 0-0.25 0.5-0.75 0-0.25 0-0.25 0-0.25 0-0.25 0-0.25 0-0.25 0-0.25 0-0.25
10-Year Treasury Note” 1.92 0.93 1.90 2.10 2.30 2.40 1.74 1.80 1.90 1.90 1.95 2.00 2.05 2.10
Euro (€/$) 1.12 1.22 1.27 1.30 1.30 1.30 1.17 1.22 1.26 1.27 1.28 1.28 1.29 1.30
Yen ($/¥)* 109 103 106 100 99 99 111 109 107 106 104 103 102 100

* Weighted average of metro-level HPIs for 381 metro cities where the weights are dollar values of housing stock reported in the American Community Survey. Annual numbers are Q4/Q4.
** Annual inflation numbers are December year-on-year values. Quarterly values are Q4/Q4.

1 PCE = Personal consumption expenditures. * Denotes end of period.

Note: Published figures in bold.

Source: Goldman Sachs Global Investment Research
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Date
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10:00
8:15
10:00
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Indicator
Construction Spending (March)

ISM Manufacturing (April)

Lightweight Motor Vehicle Sales (April)

Trade Balance (March)
Factory Orders (March)
ADP Employment
ISM Services (April)
Nonfarm Productivity (Q1 preliminary)
Unit Labor Costs (Q1 preliminary)
Initial Jobless Claims

Continuing Claims
Nonfarm Payrolls (April)
Private Payrolls (April)
Unemployment Rate (April)
Average Hourly Earnings (April)
Labor Force Participation Rate (April)

Wholesale Inventories (March final)

Estimate

GS Consensus

+1.8%
65.2
17.40M
-$74.5bn
+1.3%
800K
64.0
+4.2%
Flat
530K
n.a.
1,300K
1,200K
5.5%
Flat
n.a.

n.a.

+1.8%
65.0
17.50M
-$73.5bn
+1.6%
888K
64.1
+3.7%
-0.8%
540K
3,620K
978K
900K
5.7%
Flat
61.6%

n.a.

Last Report

-0.8%
64.7
17.75M
-$90.6bn
-0.8%
517K
63.7
-4.2%
+6.0%
553K
3,660K
916K
780K
6.0%
-0.1%
61.5%
+1.4%

Source: Goldman Sachs Global Investment Research
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