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The Housing Bust is not occurring in 

isolation

• The US economy is being simultaneously hit by four major 

negative shocks

• Falling home prices and reduced construction activity are 

impacting consumption and residential construction

• A major credit crunch and a vicious de-leveraging process are 

sharply curtailing credit availability

• Falling equity and non-government debt prices are further 

destroying household wealth

• International oil prices at over US$100 a barrel are at record 

highs
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The Housing Bust is in Full Swing

• Residential construction contracted by over 20 percent in 

2007, thereby directly subtracting more than 1 percentage 

point from GDP

• Housing prices at the national level fell by around 10 

percent, thereby wiping out around U.S. $2 trillion from 

household wealth

• Estimated losses to the financial system from sub-prime 

mortgage lending  have steadily risen to U.S. $400 billion

• Foreclosures have leapt to an annual rate of around 1.5 

million, while the rate of home ownership has started to 

decline
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An Adverse Feedback Loop

• Declining home prices and a housing-induced credit 

crunch have tipped the economy into recession.

• The impending recession further weakens housing 

demand.

• The recession also aggravates the credit crunch.

• Falling home prices and a more pronounced credit crunch 

tips the economy further into recession.
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Excess Supply in the Housing Market

• Vacancy rate are at historic highs

• Unsold inventories have swollen to 5 million units or 

10 months’ supply

• Affordability index remains inflated suggesting a 

further 15-20 percent decline in home prices.
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Housing Demand Will Continue to Contract in 2008

• Many sub-prime and Alt-A lenders, who provided 40 

percent of all mortgage loans in 2006, are no longer in 

business.

• Mortgage lending standards have tightened 

dramatically.

• Adjustable rate mortgages will continue to reset at a 

high rate.

• Foreclosures are set to ratchet up as more homeowners 

have negative equity in their homes.
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Source: Federal Reserve Board
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Source: Federal Reserve Board
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No Stabilization in Housing Market in 2008

• Housing starts and activity will continue to plumb new 

lows

• Home prices will fall by a further 10-15 percent in 

2008.

• Cumulative Bank losses from mortgage lending will 

rise to around $400 billion

• Commercial real estate market will contract in 2008 

and add to construction sector job losses.
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House price Declines Implied by Case-Shiller Future Contracts

Data as of December 12, 2007. Note that these contracts cover prices with a two-month lag, 
and that they average prices over three months, so the November 2007 contract actually 

covers prices from July-September 2007.
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Source: Federal Reserve Board
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Policy Inaction is Not an Option

• Further aggressive interest rate cuts are needed

• A second and more targeted fiscal stimulus package is 

required

• It is not too early to draw up Plan B to provide support 

to the housing market and the financial sector.


