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Housing Supply: A Growing Deficit

Freddie Mac’s Chief Economist, Sam Khater highlighted the growing deficit
that the industry has been facing, not only during the pandemic but even
before the pandemic hit. In 2018, we estimated the housing shortage to
be 2.5 million units.” In this Note we provide an updated estimate for the
national housing supply shortage with data through 2020 and delve into
the reasons for the severe deficit.

Our analysis estimates the housing shortage not only based on the actual number of households
but also considers the latent demand and the number of vacant units. A well-functioning housing
market requires some vacant properties for sale and for rent.

Exhibit 1 shows the updated target housing
stock numbers. As of the fourth quarter of
2020, the U.S. had a housing supply deficit of
3.8 million units. These 3.8 million units are
needed to not only meet the demand from
the growing number of households but also

EXHIBIT 1

Updated target housing stock

to maintain a target vacancy rate of 13%. HVS, Millions Actual  Target  Gap
Between 2018 and 2020, the housing stock ) Housoholds e aE e
deficit increased by approximately 52%
(See Appendix 1 for detailed calculations (2)  Vacant Units 170 183 1.3
of the Housing Supply Deficit).

=(1)+(2) Housing Stock 138.3 140.8 2.5

Source: U.S. Census Bureau Housing Vacancy Survey (HVS).
Note: Totals may not add up due to rounding.

1 See “The Major Challenge of Inadequate U.S. Housing Supply” (http:/www.freddiemac.com/research/

2018 2020

Actual  Target Gap
125.8 126.2 0.4
15.4 18.9 3.5
141.2 145.0 3.8
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The evolution of the housing supply shortage

For years, tight housing supply has been the sore spot for an otherwise healthy housing market.
Inventory of both new and existing homes for sale is currently at a historical low. There are various
reasons why housing supply has not been able to keep up with the rising household demand.

A few of the most often cited reasons for housing shortages are the lack of available construction labor
(81% of the construction firms surveyed by Associated General Contractors of America in 2020 cited
this issue?), land use regulations, zoning restrictions preventing supply from picking up in areas which
have the most demand, NIMBYism (not in my back yard), lack of land developers and land to develop.

In recent years, increasing raw material costs have also been adding to builders' woes, especially
during the pandemic when lumber prices increased more than 150%. But one of the most important
reasons for this shortfall has been the severe underbuilding of entry-level homes, where most of the
demand exists, especially now given the large cohort of Millennials entering the housing market.
Given the significant impact of this factor, we discuss the entry-level shortage in some detail below.

The main driver of the housing shortfall has been the
long-term decline in the construction of single-family
homes. That decline has been exacerbated by an even

larger decrease in the supply of entry-level single-family The main driver of the housing
homes, or starter homes.® Between 1976 and 1979,
the construction of new entry-level single-family homes* shortfall has been the long-term

averaged 418,000 units per year or 34% of all new homes
completed (Exhibit 2 and 3). During the 1980s, mortgage
rates increased dramatically, rising from an average of single-family homes and that
8.9% during the 1970s to 12.7%. The rise in mortgage

rates led to a decline in housing demand and supply as

decline in the construction of

decline has been exacerbated by

housing became less affordable. As a result, entry-level an even |arger decrease in the
housing supply fell by over 100,000 units to 314,000 units
per year during the 1980s. While the overall number of supply of entry-level single-family

new single-family homes fell, the entry-level share of all

new homes constructed remained at 33%, similar to the
late 1970s, indicating that entry-level supply dropped by
a similar number as the overall new construction market.

homes, or starter homes.

2 See “How to Adapt to the Skilled Labor Shortage in Construction”

(https://www.propelleraero.com/blog/how-to-adapt-to-the-skilled-labor-shortage-in-construction/)

4 We define entry-level homes as homes with 1,400 square feet or less. The median single-family home today has about
2,000 square feet (U.S. Census Bureau, https://www.census.gov/construction/chars/highlights.html).
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EXHIBIT 2

Number of new homes constructed below 1,400 square feet

Entry-Level home construction collapsed after the Great Recession and never recovered
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Source: U.S. Census Bureau.

EXHIBIT 3

Percent of new homes below 1,400 square feet
Entry-Level home construction consistently declined as a share of new construction
and is at near a 50-Year Low
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However, the decade long average for construction of single-family homes masked a

troubling trend. In the second half of the 1980s, the share of new entry-level supply decreased
from 40% of our nation’s new single-family housing units in 1982 to 24% by 1989, a large decline
that continues to today.

In the 1990s, as inflation fears decreased, mortgage rates
fell by over four percentage points to 8.1%. The decline
in mortgage rates led to an increase in demand for new
single-family construction from 966,000 units in 1990 to In 2020, we estimate that there
one million units by 1999, the highest rate since 1979.

. . ) were only 65,000 new entry-level
While new construction was at a 20-year high, entry-level

single-family production averaged a mere 207,000 units homes completed —less than
per year during the 1990s, down from 314,000 during )
the 1980s and 418,000 in the latter half of the 1970s. one-fifth of the entry-level homes

The 2000s saw a substantial rise in new housing supply constructed per year in the late

in reaction to new mortgage rate lows and new subprime 1970s and early 1980s.
and Alt-A products that led to record home purchase
demand by the middle of the decade. As a result, new
single-family housing supply rose to 1.7 million in 2006 —
the highest construction level in sixty years. Despite the
record increase and level of new single-family housing supply, entry-level supply continued its
downward trajectory. During the 2000s, new entry-level housing supply averaged 150,000 units per
year, compared to 207,000 during the 1990s. Even at its cyclical peak during the 2000s, entry-level
supply reached only 186,000 units in 2004, the same year that homeownership peaked during this
period. This trend is indicative of the impact of entry-level housing supply on homeownership,
which is well below the peaks of prior expansions.

During the 2010s, new entry-level housing supply decreased further to an average of 55,000 units
per year, and in 2020, we estimate that there were only 65,000 new entry-level homes completed—
less than one-fifth of the entry-level homes constructed per year in the late 1970s and early 1980s.

Future outlook: shortage to continue on strong demand

The ongoing housing shortage is large and rising, in part due to the effects of the COVID-19 pandemic.
Our estimates suggest that the shortage has increased 52% from 2.5 million in 2018 to 3.8 million

in 2020. And given the low mortgage interest rate environment, the high demand and the need for
more space, we expect this shortage to continue into the near future. In fact, the decline in entry-level
supply is even more pronounced than the overall shortage. The share of entry-level homes in overall
construction declined from 40% in the early 1980s to around 7% in 2019.
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The U.S. is currently experiencing an increase in housing demand that is well beyond what record

low mortgage rates would typically yield as many people are spending more time at home. This high
demand has driven the housing supply shortage even higher and has also caused home prices to rise
over 12% from a year ago. We do not expect housing demand to decrease in the near-term, especially
given the demographic tailwind. For example, Millennials at a population of 72 million, are now the
largest demographic in the U.S., and they are at their peak first-time homebuying age —the age where
homeownership soars the most. This can be seen in Exhibit 4a, which indicates the percentage
point change in homeownership by age group. The exhibit indicates that the largest change in the
homeownership rate is for those under 25 years of age to those between 25 to 29 years of age.
This change is also reflected in the increase in the homeownership rate of the 25-34 year olds,
which has been increasing since 2016 after recovering from the impact of the Great Recession of
2008-09 (Exhibit 4b). Given the large young adult cohorts entering the housing market, the demand
for entry-level single-family homes should remain high for the rest of the decade.

EXHIBIT 4a

Percentage point change in homeownership
by age cohort
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Source: HVS, U.S. Census Bureau, 2020.

EXHIBIT 4b

Homeownership rate of 25-34 year-olds
starting to rise again in recent years
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Source: U.S. Census Bureau Housing Vacancy Survey.

The combination of low supply (especially entry-level) and high demand (especially entry-level)
is causing entry-level prices to rapidly escalate well above overall prices, triggering affordability

issues for buyers to come up with even larger down payments.
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Appendix

The calculation in Exhibit 1 is based on the following data sources and assumptions.

1.

Number of Households: We obtain the number of households and headship rates
from the CPS-ASEC 2020 survey. The latest available data is from the March 2020
ASEC survey at 128.5 million.

Target Households: To obtain the target households, we need a target headship rate.

As we did in our 2018 analysis, we use the housing costs factor from the Oaxaca Blinder
decomposition and add it back to the actual headship rate to get the target headship rate.
We use the same housing costs factor as we did in our 2018 analysis and add that to the
current headship rates. We then apply these target headship rates to the 2020 population
numbers that we obtain from the CPS ASEC survey. We estimate the target households
as a product of the target headship rate and the population to be equal to 129.8 million.

a. However, household estimates vary considerably based on the source. Because we

use the Housing Vacancy Survey for our analysis of housing supply, we must convert
households based on the CPS-ASEC to a series consistent with the estimates from the
HVS. To do so, we apply a multiplier to the target households obtained above from the
CPS-ASEC 2020 (129.8mn). The multiplier is based on the ratio of the CPS-ASEC and
HVS households. The CPS-ASEC household estimate for March 2020 was 128.5 million.
The HVS estimate for that month was 124.9 million. We deflate our target households by
a factor equal to 124.9/128.5, or 0.97. This gives us target households of 126.2 million.

Vacancy Rate: The current vacancy rate according to the HVS is at 10.9% for Q42020,
which puts the vacant units at 15.4 million.

Target Vacancy Rate: The target vacancy rate is unchanged from our previous analysis
at 13% or 18.9 mn units. It is estimated to ensure that there is a well-functioning housing
market, which requires some vacant properties for sale and for rent.

Housing Stock: The housing stock estimate from HVS was at 141.2 million for 2020Q4.

Target Housing Stock: Based on the target households (126.2 million) and the target
vacancy rate of 13%, we estimate the target housing stock (k™) as

. hh*
k T 11—t

Where hh* is target households and v* is the target vacancy rate
Which gives us an estimated required housing stock of 145 million units or
a shortage of 3.8 million units.
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Opinions, estimates, forecasts, and other views contained in this document are those of
Freddie Mac's Economic & Housing Research group, do not necessarily represent the views
of Freddie Mac or its management, and should not be construed as indicating Freddie Mac's
business prospects or expected results. Although the Economic & Housing Research group
attempts to provide reliable, useful information, it does not guarantee that the information or
other content in this document is accurate, current or suitable for any particular purpose.

All content is subject to change without notice. All content is provided on an “as is” basis,
with no warranties of any kind whatsoever. Information from this document may be used
with proper attribution. Alteration of this document or its content is strictly prohibited.
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