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General issues:

In the US, housing services – whether those of tenant- or owner-occupied housing – have been measured by rents or rental equivalents.  This is true for nominal housing services and for the deflators.  This paper raises an important question: how useful are rents or ex ante user costs for measuring the shadow price of owner-occupied housing services?  

It makes a valuable and original contribution to the literature on measuring housing services by attempting to measure ex ante homeowner user costs without relying on measures of rents.  The primary innovation in this paper is to attempt to estimate ex ante home price appreciation by econometric forecast. 

The paper’s central point, that measured ex ante user costs are highly volatile, is almost certainly right.  Rents, on the other hand, are relatively slowly moving.  The author wants to make the further point that rents and user costs do not share a common trend over a 23 year horizon, and that implies that rents are not a good proxy for housing services.  This latter point may be correct, but no statistical test is offered in this paper.

It should be noted that the stock of housing is large, and households adjust their use of housing slowly, so the stream of real housing services should vary only slowly. This in turn makes any highly volatile measure of housing services like user costs an implausible proxy.  Verbrugge’s most precise measure of user costs is actually negative for two years.  A negative measure of housing services makes no sense, nor can it be a useful standard against which to measure the validity of rents.

Highly volatile user costs are evident not only for housing but also for businesses – Shiller, among others, has documented the excessive volatility of user costs for corporations.  This is a symptom of the general problem that economists do not understand asset valuation; financial theory does not match up well with data.  

Detailed comments:

1.  User cost is defined in a risk-neutral environment, which is standard in the rental measurement literature.  However, by highlighting user cost volatility, this paper implicitly argues against such a framework.  The author might wish to comment on whether taking risk aversion into account might reduce or increase user cost volatility.

2.  In the home price appreciation forecasting exercise, only past home price appreciation rates are used.  This might produce the best forecasts, but we are interested in the best user costs estimates.  The author might wish to be more explicit about the criterion used.  In particular, it would be valuable to know whether adding an interest rate (10Y Treasury is best, I think) to the forecasting explanatory variables makes user cost estimates more volatile.

3.  One of the paper’s concerns is the longer term trend in user costs.  However, no test is reported as to whether the difference in trend between the rental price series and the user cost series is statistically significant.  Given the substantial volatility, I would be skeptical absent such a test.  Moreover, the trend will be affected by changes in the cost of maintenance and repairs, and innovations in mortgages, which are ignored in the construction of the user cost estimates.   Finally, the decline in use of the mortgage interest rate deduction is ignored.  I do not ask the author to fill in these gaps in addition to the substantial work already done, but to comment on whether these omissions might affect trends in any important way.

4.   Section 5: Are rents related to theoretical variables?  This is a valuable question.  Two points need to be noted.  First, for the reasons we have been discussing, user cost is likely measured with error.  Thus the coefficients on variables that are proxying for user cost (interest rate, housing price, and vacancies) are likely to be biased towards zero, weakening the test. Second, the expected house price appreciation rate should be on the right hand side; if included, this will be significant (at least for standard tenant rental units).

5.  I am skeptical about the detached rent series that the author has constructed.  The BLS has had a lot of trouble with its efforts to find rental units that closely approximate owner-occupied units; such units are often atypical rentals and are difficult to track over time.  Thus the more convincing evidence is about the standard rental units.  Finally, the rent inflation rates before 1985 should probably be adjusted as discussed in “The CPI for Rents: A Case of Understated Inflation,” Crone et al (2004), at least to check for robustness.

