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 There is a strong connection between home 
prices and foreclosures

 Do foreclosures cause price declines or do price 
declines cause foreclosures?

 The prevalence of distressed sales is causing 
price indices to overstate the true magnitude 
of housing price declines



 Suppose you want to know how much your 
home’s value has changed and there have 
been two recent sales in your neighborhood

 Comparable 1: Distressed sale

▪ Home value has fallen by 20%

 Comparable 2: Arm’s length sale

▪ Home value has been flat



 Most price indices would count these sales 
equally, suggesting your home’s value has 
fallen by 10%
 In fact, if your home see in an arm’s length 

transaction, your home’s value has probably not 
fallen at all

 Until foreclosures work their way through the 
system, home price indices will be a biased 
measure of home price appreciation















 Nominal mortgage rates include the 
following factors

 Real, risk-free return on money 
over time

 Premium for expected inflation

 Premium for risk

 Implies “normal” mortgage rates should be in 
the 5.5% to 7.5% range.

≈ 2.5% - 3.5%

≈ 1% - 2%

≈ 2%
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