Economic Impacts of the Housing Sector

The real estate industry is one of the largest sectors of the economy.  It is a significant contributor to the U.S. economy, providing millions of Americans with jobs and generating hundreds of billions of dollars of economic output each year.  It is also an important source of wealth building.  And homeownership is an integral part of the “American Dream.”  There are several different methods of measuring the economic impact of the real estate industry (see below).  As large as the resulting numbers may be, many understate the financial impact.  Beyond economic measures, homeownership and adequate rental housing also contributes to our society.  

For an appreciation of the scope of the industry, consider the following:  

· The housing sector contributes about 14 percent to the nation’s total production.  

· Home equity constitutes the largest share of household net worth.

· In the 1st quarter of 2001, 72.1 million households were homeowners for a national homeownership rate of 67.5 percent.

· The stock of fixed residential assets is worth nearly $10 trillion – equivalent to one-year worth of U.S. GDP.

· About 1.5 million newly housing units are started each year.  Housing starts is one of the key factors in the macroeconomic business cycle.

· About 40 percent of monthly consumer expenditures are housing related.

· More than $1 trillion exchanged hands from the sale of existing and new homes. 

· There are 288,273 establishments categorized as “real estate & rental & leasing with over 1.7 million paid employees.

Impact on the National Economy

Gross Domestic Product (GDP) is a measure of all goods and services produced in the economy.  And the housing sector contributes directly and significantly to overall production activity.  The two line items in GDP directly associated with the housing sector are residential fixed investment and housing service.  Residential fixed investment consists of value-put-in-place of new housing units, production of mobile homes, brokers’ commissions on the sale of existing residential properties, expenditures related to improving and additions to existing units, and net purchases of used structures from government agencies.  Housing service is a component of personal consumption expenditures, purchased by residents in the United States, usually in the form of rent for tenants or as rental equivalence for homeowners.  It is important to note that this approach measures the value to the homeowner of the daily consumption of the flow-of-services provided by a home (a place to fix meals, relax, entertain, garden, etc.) and not the value of an investment in a long-lived asset (home).  Rental equivalence or implicit rent is the amount of rent that homeowners could charge if their homes were leased to others instead of living in the homes themselves.  Because implicit rent is not a market transaction, such as the payment to a landlord from a renter, it is estimated by measuring the change in market rents for rental housing units with similar characteristics and in similar locations as the homeowner units.  In 2000, residential fixed investment totaled $415 billion and housing service expenditure was $956 billion.  The combined total of  $1.37 trillion represented 14 percent of GDP.  

The construction and sale of new homes make direct contribution to GDP, based on the value of construction put in place.  However, the sales price for existing homes do not enter into the calculation of the nation’s domestic output, just as a used car sales price does not get entered because the transaction does not represent a new production.  However, purchases related to the transaction of existing home sale do get included in the GDP.  For example, all payments for services rendered, such as real estate agent commissions, home inspection, attorney, and loan origination fees, are included.  The transfer payments, such as transfer taxes, escrows, title and other insurance premiums, interest payments, and loan points are excluded.  Furthermore, a sale of a home generates additional consumer expenditures.  Home sales naturally involve moving costs, whether through a professional moving company or via “self-move” from renting a moving van.  Expenditures accompanying the moves, though they do not show up in the housing sector category of the GDP accounting, also need to be considered.  

By examining the Consumer Expenditure Survey, which contains detailed information on all household expenditures over the course of 12 consecutive months, it is possible to assess different spending patterns between recent movers who are current homeowners and the rest of the population.  By comparing expenditures for recent homebuyers with the rest of the group, it is possible to assess the cost associated with homeowner moves.  For example, fix-up and furnishing expenditures were $884 higher for recent homebuyers than for non-moving homeowners, according a 1991 Price Waterhouse study for the National Association of Realtors (NAR).  There are also the actual moving costs, both the purchase of professional moving services and the out-of-pocket costs of “self-moving.”   Based on the number of home sales and accounting for these pre-move, post-move, and moving costs of each homeowner move, the additional expenditure from exisiting home sales amounts to about 0.28% of GDP.   This figure is in addition to the brokerage commission already accounted for in the GDP computation. 

Finally, all economic activity produces a “Keynesian” multiplier effect.  A home purchase usually results in further spending in other sectors of the economy (landscaping, appliances, and so on).    The income earned by the landscapers is re-circulated into the economy as they spend, generating another round of income and purchases.  The degree of multiplier depends on the degree of monetary policy accommodation and the “crowding out” effect.  NAR’s macroeconomic modeling suggests that the multiplier is between 1.34 and 1.62 in the first year or two after an autonomous increase in spending.  This means that for each dollar increase in direct housing activity will increase the overall GDP by $1.34 to $1.62.

Recently, consumer expenditure arising from the wealth effect has gained wide attention.  Research indicates that consumer spending and the real economy is affected by the rise and fall of the stock market.  Paper wealth creation and destruction also can influence spending decisions.  The estimated wealth effect is on the order of 3 to 7 cents for each one dollar change in the equity value of the stock market.  Interestingly, the wealth effect of home equity has not yet been thoroughly studied.   According to a Federal Reserve survey, home equity is the largest component of total household assets.    

NAR estimates that home equity build-up from home price appreciation is more than $700 billion in 2000.  The gains are mostly tax-free given the preferential treatment of home purchase/sale in the tax code.    The impact on the economic activity from home price appreciation is likely to be greater than that from stock price changes since homewonership is more egalitarian ownership of homes than stockownership.  Assuming a 5 cent wealth effect, this could be as much as $35 billion in additional spending or about 0.35 percentage addition to the annual GDP growth.  Though not large, it is certainly not an insignificant amount.  

Another method of calculating the contribution of housing to the economy is by examining levels of household expenditure.  The Bureau of Labor Statistics provides the relative weights according the relative importance in the overall consumer expenditure basket (which is used in the construction the consumer price index).  The table below used by the BLS shows the structure of the shelter component of total consumer expenditures.  Spending for shelter comprises 28.3 percent of the total.  If expenditures for household operation, such as utility usage, were included, then the figure would approach 40 percent of monthly consumer’s expenditure.

	Item
	Relative Importance

	Shelter
	28.289

	Renters’ costs
	7.988

	   Rent, residential
	5.762

	   Other renters’ costs
	2.227

	Homeowners’ costs
	20.012

	   Owners’ equivalent rent
	19.716

	   Household insurance
	.386

	Maintenance and repairs
	.199


Even though the out-of-pocket expense for shelter by consumers on a monthly basis for home consumption is large, it is worth reiterating that the full amount of payments to financial intermediaries, such as to insurance companies and mortgage banks, are not included in GDP.  Only the net value added from financial intermediary services is included.  This is computed by adding up factor incomes such as employee compensation, rental income, and corporate profits.  In effect, only a small portion of insurance premiums and mortgage payments enter into GDP, as discussed earlier.  The rest is treated as a redistribution of income between borrowers and lenders or among insurance policy holders.

Many people’s livelihoods depend on real estate.  BLS produces monthly employment reports listing employees on payrolls by industry.  The February 2001 report showed that 1.49 million workers were employed in the real estate industry.  In addition BLS also tracks numbers of employees by occupational code as defined by Standard Industry Code (SIC/NAICS).  The Real Estate and Rental and Leasing sector, which comprises establishments primarily engaged in renting, leasing, selling, and buying real estate for others, and appraising real estate, totaled 288,273 establishments with 1.7 million paid employees.  The annual payroll amounted to $41.6 billion.  A detailed breakdown by industry code is shown below.

	NAICS
code
	Description
	Establishments
	Paid employees

	53 
	Real estate & rental & leasing
	288,273 
	1,702,420 

	531 
	Real estate
	221,650 
	1,117,249 

	5311 
	Lessors of real estate
	110,226 
	469,397 

	53111 
	Lessors of residential buildings & dwellings
	59,718 
	267,784 

	53112 
	Lessors of nonresidential buildings (except miniwarehouses)
	31,497 
	145,317 

	53113 
	Lessors of miniwarehouses & self storage units
	6,994 
	18,673 

	53119 
	Lessors of other real estate property
	12,017 
	37,623 

	5312 
	Offices of real estate agents & brokers
	60,620 
	219,633 

	5313 
	Activities related to real estate
	50,804 
	428,219 

	53131 
	Real estate property managers
	32,139 
	352,720 

	531311 
	Residential property managers
	22,128 
	235,670 

	531312 
	Nonresidential property managers
	10,011 
	117,050 

	53132 
	Offices of real estate appraisers
	11,387 
	34,399 

	53139 
	Other activities related to real estate
	7,278 
	41,100 


In addition to its direct contribution to GDP, the housing sector plays an important role in the overall direction of the nation’s economy over the course of macroeconomic business cycles.  New home construction, in particular, can undergo large swings.  For example, during the last two economic recessions in the early 1980s and the early 1990s, housing starts dropped drastically from its historical norm, decreasing by more than half from a few years earlier.  Conversely, housing starts make just as dramatic a change, coming out of a recession.  In fact, housing starts lead the rest of the economy preceding changes in GDP.  In other words, disruptions to the housing sector (arising from policy changes) are likely to be followed by a significant macroeconomic slowdown, while a stimulus to housing can lead the rest of the economy out of a slowdown.

During an economic slowdown, the Federal Reserve lowers interest rates, other things equal.  Consequently, the fall in interest rates during an economic slowdown acts as a strong buffer often providing a stimulus to the interest-sensitive housing sector.  A drop in mortgage rates mean lower monthly mortgage payments. This, in turn, means a lower qualifying income necessary to purchase a home.  Conservatively, a one percentage drop in mortgage rates translates into roughly 3 million additional households who would have the necessary income to qualify for a mortgage for purchasing a median priced home.  Furthermore, many homeowners refinance their mortgages with the falling interest rates, leaving additional spending money to counter economic downturns.   The economic slowdown from the mid-2000 to 2001 is a prime example of how this scenario is being played out.  Housing starts and home sales began declining in spring of 2000 as the Fed raised interest rates to cool the exceptionally fast growing economy.  However, the economy cooled much more drastically than desired and the Fed began reversing the interest rate policy by cutting the rates in early 2001.  The subsequent falling interest rates have kept the housing starts and home sales to rebound to healthy levels even as the overall economy began sinking further.  The economy would have undoubtedly tipped into a recession in early 2001 without the support of the housing sector during this period.

Impact on Communities 

Construction of new homes provides jobs and higher tax revenues for local, state, and federal governments.  According to a BLS study, construction of each new single-family home requires 1,591 worker-hours or the equivalent of 0.869 year of full-time labor.  Each multifamily unit requires 0.402 year of full-time labor.  Projecting these estimates and accounting for productivity and price changes over the years, the National Association of Home Builders (NAHB) estimates that the construction of 1,000 single-family homes generates 2,448 full-time jobs in construction and construction-related industries, $79.4 million in wages, and $42.5 million in combined federal, state and local revenues and fees.  The construction of 1,000 multifamily units generates 1,030 full-time jobs in construction and construction-related industries, $33.5 million in wages; and $17.8 million in combined federal, state and local tax revenues and fees.  Furthermore, NAHB estimates that roughly 30 percent of the new home occupant’s income is spent on items produced by local businesses, such as hospitals, daycare centers, dry cleaners, and auto repair shops.  

Almost 70 percent of all tax revenues raised by local governments in the United States come from property taxes.  Homeowners contribute about 43 percent of property taxes, while commercial property account for 57 percent of real property tax revenues.  Construction of new homes expands the tax base and so increases property tax revenues.  Using the average sales price of new homes in 2000, the local tax revenue base will increase by $185 billion.  Assuming a property tax rate of 1% of value, the local tax revenue will rise by $1.85 billion in the first year across the nation.  Because home prices historically have outpaced inflation rate by a couple of percentage points, the local tax base and revenue also is likely to continue to outpace inflation.     

Aside from tax revenue to local communities, home production and subsequent homeownership provide additional intangible values.  Homeowners do not move as frequently as renters, providing a source of neighborhood stability.  Neighborhood stability in turn confers benefits of higher social and community involvement such as crime prevention programs.  Homeowners have a stake in their neighborhoods and communities, and so are likely to behave in ways that benefit everyone in the community.  Owners maintain their properties in better condition than do renters of comparable housing.  Such behavioral differences have been observed regardless of the age or income of homeowners.  All of these social benefits to homeownership can impact property values.  

Impact on Individuals

Homeownership also provides individuals with a way to accumulate wealth for the future while benefiting from the provision of shelter.   A tabulation of household wealth from the Federal Reserve’s Survey of Consumer Finances (1998) shows that home equity (the value of the home net of mortgages) was the largest component of total wealth.  Equity in primary residences accounted for 28% of the total family asset.  Furthermore, the survey shows that 12.8% of families had some form of residential real estate in addition to primary residence (second homes, time shares, and other type of residential property), an increasefrom 11.8% in 1995.  The value of the asset in other residential property accounted for additional 5% of the total houshold asset.  Retirement accounts were the largest financial assets outside of primary residence, with 19.8% of the total.   Only for the very wealthy (income over $100,000 per year) did the home equity portion of wealth fall below 50% of the total household wealth.   

A separate survey from the Census Bureau also shows the dominant importance of home equity in determining household net worth.  The Survey of Income and Program Participation periodically collects detailed wealth and asset data as a supplement to its core questions about labor force participation, income, demographic characteristics, and program participation.  In 1995, median household net worth was $40,200; Median home equity for home-owning households was $50,000.  Home equity constituted the largest share of household net worth, accounting for 44 percent of total net worth.  

A privately owned home, therefore, is an important vehicle for wealth accumulation for a large segment of society.  In addition, home investment plays an important role in portfolio diversification.  Home prices in the U.S., on average, have risen steadily, and have much lower volatility than stock or bond prices.  The historically standard deviation for stocks and bonds has been 20% and 9%, respectively.  For housing, the standard deviation is about 4%.  Furthermore, the correlation between home prices with stock or bond prices is very low.  Homeowners also benefit from the easy availability of home equity loans.  Whether as a readily available source of funds, or just the security of a credit source, certainly adds value to homeownership.  
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Source:U.S.Census Bureau,Survey of Income and Program Participation,1993 panel.
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Housing Contribution to Society

Outside the scope of this paper, but worth briefly reviewing, is the impact of homeownership other outcomes.  Several researchers have reached the conclusion that, all else being equal, homeownership has a positive impact on children within the household.  Among these benefits are an increased educational attainment for children, a lower teen-age pregnancy rate, a higher lifetime annual income for children raised in an owned home.   (Green and White, Journal of Urban Economics 1996; Kane, Journal of Political Economy 1994.)

Although the level and benefits of community involvement are hard to measure, several researchers have found that homeowners tend to be more involved in their communities and local governments then renters.  For instance, owners participate in a greater number of non-professional organizations and have higher voter participation rates.  In addition to higher civic participation, owners also tend to remain in their homes longer, adding stability and familiarity to the neighborhood, and also tend to spend more time and money maintaining their residence.  (Rossi and Webb, Housing Policy Debate 1996; Rohe and Stewart, Housing Policy Debate 1996)

Homeowners are twice as likely to hold direct ownership in business ventures than renters.  The 1995 Survey of Consumer Finances reports that 13.4 percent of owners held some form of nonstock business equity, compared to only 6.4 percent of renters.  Furthermore, a typical homeowner held almost twice as much in business equity as a typical renter.  The median nonstock business equity holding for owners was $50,000 in 1995, compared to $26,000 for renters.  

Home equity is one of the largest sources of collateral for bank loans to start new businesses.  Over 740,000 businesses in 1992 reported a mortgage or home equity loan as a source of start-up capital for their business.  (Census, Characteristics of Business Owners, 1992.)  It has been estimated in the UK that a 10 percent rise in the aggregate value of home equity increases the number of new business registeration by 5 percent. (Black, DeMeza, Jeffreys, Economic Journal, 1996.)

Furthermore, people want to be homeowners.  Fifty eight percent of the renters responded that owning a home is either the top or very important priority according to 2000 Fannie Mae’s National Housing Survey.  On question regarding personal satisfaction, homeowners are more satisfied (Saunders, 1990 International Journal of Urban and Regional Research).  Freedom to alter their homes or engaging in home maintenance and improving may provide intrinsic joys.

Rohe and Stegman (Housing Policy Debate, 1996) provided evidence of higher satisfaction among homeowners compared to renters.  Futhermore, others have noted that the homebuying process and homeownership improve self-efficacy or a person’s sense of control over life events.  And from extensive psychological studies self-efficacy is associated with better health status.  

Homeownership – The American Dream

The American Dream is to own a home.  Currently 67.5% of households are realizing this dream.  This translates into 71.9 million households who are homeowners.  While whites have a homeownership rate of 73 percent homeownership rate the fastest growing rates have been minority owners. The homeownership rate for Blacks is now 46 percent, and for other races and ethnicities is 54 percent.  

The Bureau of the Census projects an additional 11.7 million new households will form over the next decade, with the larger percentage growth among minorities.  The demand for housing, therefore, will continue to over the next decade.  Freddie Mac estimates that 50 million families will be buy homes in the next 10 years - more than 10 million of them for the first time.  Clearly, a substantial segment of society is and will continue to realize the American Dream.
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		Median Value of Asset Holdings for Selected Asset Types:1993 and 1995

		Source:U.S.Census Bureau,Survey of Income and Program Participation,1991,1992,and 1993 panels.
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		Median Net Worth and Median Net Worth Excluding Home Equity of Households,by Age of Householder:1995

		Source:U.S.Census Bureau,Survey of Income and Program Participation,1993 panel.

				Median net worth		Median net worth excluding home equity

		75 years of age and older		$81,600		$19,149

		70 to 74 years		$97,414		$24,797

		65 to 69 years		$106,408		$31,524

		55 to 64 years		$91,330		$22,397

		45 to 54 years		$61,248		$17,423

		35 to 44 years		$31,691		$9,873

		Less than 35 years		$7,428		$4,350
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Median Value of Asset Holdings for Selected Asset Types in 1995 
Source:U.S.Census Bureau,Survey of Income and Program Participation,1991,1992,and 1993 panels.
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