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@ Consider the down payment requirement.

@ Equilibrium 1: Down Payment requirement = 0%
o All market participants believe that down payment is 0%
@ And will be forever.
@ Transition to Equilibrium 2: Down Payment requirement
= 20%

o All market participants believe that down payment is 20%
o And will be forever.
@ What's the problem?

@ People believe that probability of change is 0
@ But it obviously isn't!

o “Failure of Rational Expectations”
@ This is not just a technical problem.

o All the transition dynamics result from the fact that the
change is completely unanticipated.
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@ To get big changes in asset prices in GE models
@ You need changes in fundamentals that are

s Big

@ Unanticipated

@ Macroeconomic variables change very slowly
o Worst Recession in 75 years: C falls 3%.

@ So to explain wild swings in asset prices we need big changes
@ Policy?

@ Problem is that large, unanticipated changes in policy are
Very, very rare.

prior to the housing boom that ended in 2006, the combined LTV for first and
second conventional mortgages (mortgages without mortgage insurance) was
rarely if ever allowed to exceed 75 to 80 percent of the appraised value of the
home (Favilukis et al., 2010, p. 42).
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@ No downpayment loans had been around since the Gl Bill.
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History of no down payment loans

@ No downpayment loans had been around since the Gl Bill.
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Loan-to-Value in %

701 NS&L loans
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@ Most house price variation over time is unforecastable
@ Economists
o Practitioners.

@ Consensus did not anticipate:

@ Boom in the late 90s-00s
@ Bust in 2006-2010.

@ Two years ago, | wrote, “Good news: Economists are
predicting falling house prices.”
e “So it's time to buy!”

@ That was good advice!
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@ Since 2010, Zillow has conducted a survey of economist about
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@ A Who's Who of housing economics

o Academics
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@ How have they done?
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@ Evolution of median forecast for 2012.
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Annualized House Price Appreciation
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@ Evolution of median forecast for 2012.

@ Throughout 2011, became more pessimistic...

@ Except for the pessimists...
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Annualized House Price Appreciation

@ What happened?
@ House prices went up double the optimistic forecasts!

@ > 8 percentage points over median!
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Forecasts of 2012 House Prices

Annualized House Price Appreciation

.
.
.
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‘
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 90th percentile forecast ’
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2011 2012

@ More “Adaptive Expectations”
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@ “What have they been thinking? Home buyer behavior in hot

and cold markets”

@ Brookings Papers on Economic Activity, Fall 2012
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