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While 2004 and 2005 were the years of the housing boom and 2006 the housing bust, early 

signs indicate that 2007 will be the year of recovery. Sales of new and existing homes and mortgage 
purchase applications picked up towards the end of 2006, suggesting the trough may be near at hand. 
Like a patient whose vital signs have stabilized following a serious medical setback, the questions now 
are how long will the convalescence take, and what are the risks? The several different components of 
housing markets are apt to recover on their own distinct timetables. 

Housing’s impact on the macro economy is likely to improve first, and any risks the housing 
contraction could spark an economy-wide recession are fading fast. After subtracting 1.2 percentage 
points from GDP growth in the third and fourth quarters of 2006, the drag from further declines in 
construction spending should peter out towards mid-year. Housing activity is stabilizing at levels well 
below recent years, though, and conditions will remain weak for homebuilders, realtors and brokers, 
especially given the excess capacity in these sectors; further job losses and consolidation lie ahead. 

It may take somewhat longer to work off the supply overhang. Inventories of new homes have 
begun to decline, and months’ supply edged down to 5.9 months at year-end, from its July peak of 7.2 
months. Keep in mind two caveats, however, about excess supply. First, cancellations of sales 
contracts distort both inventory and new home sales figures, as Census Department statistics do not 
return a unit to inventory and deduct it from sales if a contract is cancelled. The reported months’ 
supply figures are thus understated when cancellations are high, and with many builders reporting 
cancellations of 30 percent or more last fall, the distortion could be significant. Recent company 
reports on fourth-quarter results, however, noted that cancellations have slowed at a number of major 
builders. Thus, while the actual months’ supply likely still exceeds the reported figures, the 
improvement may in fact be greater than the official statistics indicate. 

The second caveat about excess supply relates to “hidden inventories” through homeowner 
vacancies. Total homeowner vacancies jumped to a 2.7 percent rate in the fourth quarter, from 2.0 
percent a year earlier. While much of the increase was in condos—homeowner vacancies in structures 
with 10 or more units topped 11 percent, from 6.9 percent at the end of 2005—rates for single-family 
homes rose from 1.8 percent to 2.3 percent. Such a rise corresponds to additional housing units roughly 
equal to half the inventory of new homes, a significant and troubling increase in the supply overhang.  

The process of absorbing the excess housing supply has been under way for several months. 
New supply is low relative to demand, as single-family starts in December were more than 30 percent 
below their peak, while sales of new and existing homes were off 18 and 14 percent, respectively. This 
reduction in new supply will ease the glut, although the process may take most of this year. 

Housing prices and credit quality are likely to lag other aspects of the recovery. Excess 
inventories may continue to weigh on home prices for an extended period, and sellers are gradually 
and reluctantly lowering their asking prices in response to the new reality of a buyers’ market. Credit 
quality may worsen further during this period, as delinquencies caused by triggers such as job loss turn 
into foreclosures when borrowers find they cannot refinance the home or sell it in the weaker market. 
The poor early credit performance of 2005 and 2006 vintage loans, especially subprime, raises a red 
flag about the risks ahead. 

Fortunately, these adjustments are taking place in an otherwise robust economy, with a 
vigorous job market and GDP growth outside of housing at a 4 ¾ percent rate in the fourth quarter. 
Continuing gains in employment and incomes, and interest rates that are low by historical standards, 
will mute the negative impact on housing prices and credit performance as the recovery proceeds. 
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• Real GDP growth.  Fourth quarter 2006 GDP growth came in well above market expectations, with 
stronger contributions from consumer spending and net exports, while residential fixed investment 
continued to subtract more than a percentage point from headline growth.  Given the surprising strength 
outside of housing markets, we revised upward our first quarter 2007 GDP growth (from 2.5%), which 
added an additional one-tenth to 3.1% in 2007; we left 2008 growth at 3.5%.  In addition we expect 
housing to begin making positive contributions to economic growth in the second half of 2007. 

• Consumer price inflation.  We left our forecast for the CPI unchanged at 2.5% in 2007 and 2008.  The 
risk to the forecast is on the upside with potential higher oil prices and/or spillover to other goods. 

• Unemployment rate.  In light of the stronger GDP growth, we lowered the unemployment rate forecast 
by a tenth of a percentage point in the first half of 2007, but unemployment is expected to edge back up 
to 5.0% in the second half of the year. 

• Mortgage rates.  Interest rates on 30-year fixed-rate mortgages are anticipated to increase slightly (20 
basis points) over the course of 2007 to 6.4% at the end of the year and average 6.5% in 2008.  With the 
Federal Reserve likely to keep policy rates on hold, we expect rates for 1-year ARMs to remain steady 
at 5.5% in 2007 and 2008.  In terms of Treasury rates, the yield curve is forecasted to remain inverted in 
2007 and 2008. 

• ARM Share.   The ARM share will likely fall to 13% in 2007 as long-term rates slowly increase, then 
move back up to a 15% share in 2008 as the interest rate spread to 30-year fixed-rate mortgages widens 
slightly. 

• Housing starts.  Total housing starts are expected to be 11% lower in 2007 at 1.62 million units, as 
builders work off excess inventories of unsold new homes. Starts are forecasted to edge up in 2008, to 
1.70 million.   

• Home sales.   Total home sales (new and existing detached homes) are forecast to decline 7% to 6.3 
million in 2007, then move up to 6.4 million in 2008; as the inventory of unsold homes declines, home 
sales should return to trend growth. 

• Home value appreciation.  We expect house price growth as measured by Freddie Mac’s Conventional 
Mortgage Home Price Index, will decelerate further to 3.3% in 2007 and remain at 3.3% in 2008, 
corresponding to modest gains over the CPI.  Home prices are expected to take longer than starts or 
sales to settle back to trend growth. 

• Mortgage activity.  Single-family mortgage originations are expected to decline almost 6% in 2007 to 
around $2.5 trillion and fall another 1% in 2008 to under $2.5 trillion; these declines reflect drops in 
refinance volumes of 19% and 25%, respectively.  Owing to rapid house price growth, the FHA&VA 
share of single-family originations averaged 3% in 2006, but is expected to rise to 4% in 2007 and 5% 
in 2008.  Growth in mortgage debt outstanding should be at a healthy clip of 8.1% for 2007 and 7.1% 
for 2008, down from the 8.9% estimated growth in 2006 and the double-digit growth we saw in 2001-
2005 (averaging 12.8%). 
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