Rate hikes will cool, not collapse, home-price gains
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Rate hikes won't kill home prices
Data show few markets vulnerable, even at 8% mortgages

By steve Kerch, CBS.MarketWatch.com
Last Update: 12:01 AM ET Aug. 28, 2003

CHICAGO (CBS.MW) -- Interest rates have risen and mortgage applications have tumbled, although home sales and prices
have remained remarkably strong -- through July anyway.

A number of housing analysts have speculated that the
strong July readings, in the face of the other negative
data, amount to a swan song for the roaring housing
market.

"Members of the housing industry, including Realtors,
homebuilders and mortgage lenders, are virtually
unanimous in their conclusion that rising mortgage rates
will not lead to lower prices for residential real estate,"
wrote Peter Schiff, president or Euro Pacific Capital, in an
e-mail.

"This belief is naturally rooted in self-interest, and fails to
account for a fundamental law of economics, which states
that supply and demand determine price. It should be
obvious to even the casual observer that in the real estate
market, both supply and demand are greatly influenced by
interest rates," he said.

Buyers will typically purchase a home based on the
largest monthly mortgage payment for which they have
been approved, Schiff says.

"If a bank approves a borrower to pay no more than
$2,500 per month in mortgage payments, that borrower
could bid a much higher price for a home if mortgage
rates are 5 percent than if rates were 7 percent.”

As an example, with a 5 percent rate a buyer might be
able to pay $600,000 for a house, but with a 7 percent
rate that same buyer might only be able to pay $450,000. g

"So the level of interest rates actually helps form the
demand curve. Any increase in interest rates reduces
housing demand, causing home prices to be lower than
they would have been had rates not risen," Schiff said.

But that doesn't necessarily mean prices will fall as rates
rise.

Price appreciation of interest rates

Michael Sklarz, chief valuation officer for Fidelity National,
looked at mortgage rates and home prices over a 17-year
period and then figured how homes would have
appreciated if interest rates had been one or two
percentage points higher since the start of 2000.

At the end of 1999, the price of a median existing home in
the United States was about $137,000; at the end of
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Rate hikes will cool, not collapse, home-price gains

2002, the median price was just over $155,000.

Sklarz calculated that if mortgage rates had been one
percentage point higher over those two years than they
actually were, the median would have been just $150,000;
at 2 percentage points higher, $144,000.

In both cases, prices would have taken a dip in the first
half of 2000, but then would have increased steadily
through the end of 2002.
CBS MARKETWATCH
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The increases under the 7 percent scenario would be to

$175,000 in 2004, $182,000 in 2005, $188,500 in 2006,
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With rates at 6 percent, home prices would rise 27

percent in five years, or about 5 percent a year; at 7 . . .

percent, 21.25 percent, or 4 percent a year; and at 8 Edit My Portfolio | Edit Alerts
percent, 16.75 percent, or just over 3 percent per year.

The interest rate-home price relationship is not universal across markets, though. In San Francisco, for example, an 8 percent rate
scenario would send prices tumbling for the next three years, from a median of about $550,000 today to $450,000 in 2006, before prices
turned up again.

Prices would also decline with rates at 7 percent, although the downturn would be milder. If rates stay around 6 percent, home prices in
the Bay Area will remain flat at their elevated levels through 2005 and turn up again after that.

Risk highest in tech centers

One other measure shows the likelihood of home-price declines to be small over the next two years. The PMI Risk Index, developed by
PMI Mortgage Insurance Co., finds that as of the end of June the 50 largest metropolitan statistical areas in the United States have on
average a 15.5 percent probability of experiencing a home-price decline within the next two years.

PMI analysts cautioned, though, that the robust home-price appreciation rates of the past will moderate and outright home-price declines
could occur in a number of areas.

According to PMI analysts, high-tech centers such as the San Francisco Bay Area, parts of the Northwest as well as parts of Texas and
Colorado remain the most vulnerable to home-price declines as a result of high local unemployment rates and shrinking employment
bases.

In contrast, Southern California was identified as the area with the lowest risk of home price declines. Strong home-price appreciation
and acceleration, a fairly stable unemployment rate and continued defense spending remain sources of stability for Southern California,
they said.
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Rate hikes will cool, not collapse, home-price gains

"With a modest, gradual rise in mortgage interest rates going into next year, home sales will slow a bit and help to bring the market
closer to equilibrium between buyers and sellers," said David Lereah, chief economist for the National Association of Realtors.

"This will reduce pressure on home prices and the rate of price increases should slow, but in most areas they'll still rise a little faster than
historic norms."

Steve Kerch is the real estate editor of CBS.MarketWatch.com in Chicago.
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