Introduction to Real Estate Economics

Introduction to Real?Estate Economics
Key concepts, relationships, and tools for understanding how real?estate markets work

1. What Is Real?Estate Economics?

Aspect Description

Definit The study of how scarce land and built?infrastructure resources are allocated, priced,
efinition
and used over time.

s Residential, commercial, industrial, and agricultural properties; includes land,
cope
P structures, and the services that support them.

Goal Explain market behavior, forecast trends, and guide investment, policy, and
oa
development decisions.

2. Fundamental Economic Principles Applied to Real Estate

Principle Real?Estate Implication
Scarcity Land is finite; location drives value.
Supply & Prices rise when demand exceeds the available stock of usable land/buildings,
Demand and fall when supply outpaces demand.
Marginal Developers compare the marginal cost of adding a unit (e.g., a new apartment)
Analysis with the marginal revenue (rent or sale price).

Opportunity Holding land idle incurs a cost equal to the foregone rent or alternative
Cost investment return.

. Public amenities (parks, schools) raise nearby property values; negative
Externalities

externalities (pollution) depress them.

Time Future cash flows are discounted; higher interest rates lower present values of
Preference rents and sales prices.

3. The Real?Estate Market Cycle

1. Recovery — Low vacancy, rising rents, modest price appreciation.
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2. Expansion — Construction accelerates, financing is abundant, prices climb faster.
3. Hyper?Supply — New inventory outpaces demand; vacancy begins to rise.
4. Recession — Prices fall, vacancies peak, new development slows or stops.

Key Indicators

Vacancy rates

Absorption (net lease-up)

Construction starts & permits

Lending standards & interest rates

Consumer confidence & income growth

4. Demand?Side Drivers

Driver How It Affects Real Estate
Population Growth Increases household formation ? higher residential demand.

Income & ) _ .
Higher wages boost purchasing power and commercial space needs.
Employment

_ Age cohorts (e.g., Millennials, Baby Boomers) shape housing type
Demographics
preferences.

Preferences & ] o ] o
) Shift to urban living, co?working spaces, or “green” buildings.
Lifestyle

Lower rates reduce borrowing costs ? higher affordability ? stronger
Interest Rates
demand.

) . Tax incentives (e.g., depreciation, mortgage interest deductions)
Fiscal Policy ) _
stimulate buying.

5. Supply?Side Factors

Factor Real?Estate Impact
Zoning, land?use regulations, and geographic constraints limit new
supply.
Construction Costs  Labor, materials, and permitting fees affect feasibility and pricing.

Land Availability
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Factor Real?Estate Impact
Regulatory Height limits, parking requirements, and environmental reviews can
Environment delay or restrict projects.

) ) - Lender risk appetite determines how much capital is available for
Financing Conditions
development.

Prefabrication, BIM, and modular construction can lower costs and

Technolo
S speed delivery.

New transit, roads, or utilities expand the “effective” supply of

Infrastructure
developable land.

6. Valuation Foundations

1. Cost Approach — Value = Land value + Replacement cost of improvements — Depreciation.

2. Sales?Comparison Approach — Adjusted price
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