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Today

− The two roles of prices in a market economy
1. The ‘right’ quantity
2. The ‘right’ allocation among buyers and sellers

− The concept of ‘rent seeking’

− The market for residential real estate brokers
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What are economic rents?

− Economic rent is any payment to an owner or factor of production in excess of the
costs needed to bring that factor into production

− Rents occur at the margin — hence distinct from consumer or producer surpluses

− Existence of rents often leads to ‘rent seeking’

− But rent seeking is often costly in itself
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The U.S. residential real estate market
operates like a cartel
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Real estate commissions and house prices in 1990

Fig. 2.—Distribution of commission rates in the United States. a, Distribution of com-
mission rates paid by consumers in a nationally representative survey of 934 home sellers
conducted by the FTC in 1979 and 1980. b, Distribution of commission rates as reported
in settlement documents of 5,000 home sales in 1979. The settlement documents are
standardized HUD-1 forms.
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Fig. 4.—Commission rates and price of housing in the CEX. Each point in the figure
is the average commission rate within intervals in housing price $10,000 wide. The su-
perimposed fit is taken from a household-level regression of commission rates on housing
prices (Np406).

figure 4 suggests that there is no correlation between these two
variables.13

What is quite remarkable is that if in fact commission rates are fixed,
the commission from selling a house increases one to one with the price
of the house. For example, the commission paid for the sale of a
$500,000 house is $30,000, whereas the commission from selling a
$100,000 condo is only $6,000. Now, one could argue that the brokers
who deal with a $500,000 house are providing a completely different
service than ones dealing with $100,000 condos. However, it does not
seem likely that the differences in services are large enough to account
for a $24,000 difference in the commission fee. But even if this is the
case when one is looking at houses with different prices within a given

13 House sales includes “own home” (UCC 820101) and “vacation home” (UCC 820102).
We measure commission fees as “total selling expenses” (UCC 820301 and 820302), but
this clearly includes expenses other than commission fees. We estimate commission rate
by dividing commission fees by the price of housing. Any measurement error will introduce
attenuation bias, leading us to understate the true relationship between price and com-
mission rates. To reduce measurement error, we drop observations with implausibly large
or small estimated commission rates (less than 1 percent or more than 10 percent). We
end up with 406 households that report selling their houses and have a nonmissing price
and commission rate. Each point in fig. 4 is the average commission rate within intervals
$10,000 wide. The superimposed fit is taken from a household-level regression of com-
mission rates on housing prices, which yields a slope coefficient on the log housing price
of !0.005 (0.017).
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Plickers Interlude #1





Citywide broker earnings in 1990 v. 0.06 × Σ(House Purchases in $)1104 journal of political economy

Fig. 8.—Relationship between total earnings of brokers and 6 percent of the total value
of homes sold in 282 cities in 1990. Each bubble represents a metropolitan area. The size
of the bubble is proportional to the metropolitan area population. There are 282 met-
ropolitan areas. The x-axis is the expected revenue of real estate agents, calculated as 6
percent of the total value of homes sold in a city. The y-axis is the total value of brokers’
earnings in the city (i.e., the sum of the earnings of all brokers in the city). If the com-
mission rate for all transactions is 6 percent and brokers’ earnings come exclusively from
sales of residential homes, then the sum of earnings reported by all brokers in a city
should be exactly equal to 6 percent of the sum of the value of all home sales in the city.
The solid line is the OLS fit, with an estimated slope equal to 1.08 (0.01). Data are taken
from the 1990 Census of Population and Housing.

brokers should be indifferent among cities. Specifically, we test whether
the average real earnings for brokers are the same in high–housing cost
cities as in cities with lower housing costs.

To begin, we show the relationship between the expected revenue of
real estate agents, computed as 6 percent of the total value of homes
sold in a city, and the actual total value of brokers’ earnings in the city,
as reported by brokers in the census. Under the following assumptions—
(1) the commission rate for all transactions is 6 percent, (2) brokers’
earnings come exclusively from sales of residential homes, and (3) bro-
kers report their revenues from commissions as their earnings—the sum
of earnings reported by all brokers in a city should be exactly equal to
6 percent of the sum of the value of all home sales in the city. Figure
8 plots the log of actual brokers’ earnings against the log of expected
brokers’ earnings for 282 cities. If the three assumptions above are true,
then we should observe a slope equal to one. The coefficient in a re-
gression of log expected brokers’ earnings on log actual earnings is 1.08
(0.01).
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The market for real estate brokers:

A simple (but subtle) model
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A simple model: Four assumptions
1. There is an upward sloping supply of real estate brokers QR(w), where w is the

expected wage that a broker will earn if working

2. Total commissions TC are equal to 6% of all real estate sales:
TC = 0.06 × Σ(House Purchases in $)

3. Brokers do not affect the number of houses on the market, the price of housing, or
the likelihood that a house sells (all houses eventually sell)

4. The expected wage of a broker is equal to total commissions divided by the
number of brokers

E[w] = [0.06 × Σ(House Purchases in $)]/QR(w)
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Equilibrium in real estate broker market

Realtors (R)QR0 = QH0

w0 = TC/QR0

QR(w)

w = TC/QR

Definitions: TC0 = QH0×PH0×0.06,   TC1 = QH0×PH1×0.06

Earnings 
per broker 

(w)
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What happens in the broker market when house
prices rise?
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Effect of house price increase on broker market

Realtors (R)QR0 = QH0

w0 = TC0/QR0

QR(w)

w = TC0/QR

Definitions: TC0 = QH0×PH0×0.06,   TC1 = QH0×PH1×0.06

W’0 = TC1/QR0

w = TC1/QR

A

B C

D

Earnings 
per broker 

(w)
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Effect of house price increase on broker market

Realtors (R)QR0 = QH0

w0 = TC0/QR0

QR(w)

w = TC0/QR

Definitions: TC0 = QH0×PH0×0.06,   TC1 = QH0×PH1×0.06

w = TC1/QR

QR1, 
(QH=QH0)

Earnings 
per broker 

(w)

w1 = TC1/QR1

W’0 = TC1/QR0

A

B C

D
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Predictions: Effect of ∆Phouses on real estate brokers

When house prices rise...

1. More real estate brokers enter the market

2. Houses sold per broker falls

3. Earnings of brokers rise less than one-for-one with house prices
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Brokers as % of employed adults v. average
house prices in 1980: Cross-city scatter plot

1980
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Brokers as % of employed adults v. average
house prices in 1990: Cross-city scatter plot

1990
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∆ Brokers as % of employed adults v.
∆ average house prices, 1980–1990
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Predictions: Effect of ∆Phouses on real estate brokers

When house prices rise...

1. More real estate brokers enter the market

2. Houses sold per broker falls

3. Earnings of brokers rise less than one-for-one with house prices
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Average Time on the Market vs. Average House Prices (1990)
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Productivity: ∆[Houses Sold/Broker Hours] vs. ∆ House Prices
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Predictions: Effect of ∆Phouses on real estate brokers

When house prices rise...

1. More real estate brokers enter the market

2. Houses sold per broker falls

3. Earnings of brokers rise less than one-for-one with house prices
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Broker Incomes: ∆[Broker Relative Earnings] vs. ∆ House Prices
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Regression of ln (broker hourly earnings) on ln(Phouses) 1980,
1990, 1980-90

Regression of ln∆(Broker Relative Earnings)) on ∆Phouses

Hsieh and Moretti ’03
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Correlations between average house prices and demographic
attributes of real estate brokers
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Okay – Brokers respond to incentives.
So, what’s the economic problem here?
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Plickers Interlude #2



Here’s what the REALTOR organization says about Realtors

“The thing about Realtors: They wear a lot of different hats. Sure, they’re salespeople,
but they actually do a whole heck of a lot to earn their commission. . . They spend their
own money on marketing your home... And they’re working for you at nearly all hours
of the day and night—whether you need more info on a home or just someone to talk
to in order to feel at ease with the offer you just put in.”
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Effect of house price increase: Economic accounting

Realtors (R)QR0 = QH0

w0 = TC0/QR0

QR(w)

w = TC0/QR

Definitions: TC0 = QH0×PH0×0.06,   TC1 = QH0×PH1×0.06

w = TC1/QR

A

B C

D

E F

G
B’ C’

QR1, 
(QH=QH0)

Earnings 
per broker 

(w)

w1 = TC1/QR1

W’0 = TC1/QR0
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How should broker commissions be structured?
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