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Are NZ Housing Prices still Overvalued?
Introduction

The boom in New Zealand housing prices in the 6 year period 2002-2007 saw house prices more than double. The standard  measures of  relative value also show that house prices in relation to incomes, consumer prices, and rental yields  reached a historically high peak in 2007.Subsequently they fell a little, but even in the first quarter of 2012 the national median house price at $370,000 was 7.16 times the gross average ordinary time wage. Back in 1990 the ratio was around 4.4.
After 2007 nominal house prices dropped a little, and up till the end of 2011 had been fluctuating at a level somewhat below the 2007 market peak.  Prices in relation to incomes and rents have edged downwards.  An issue then is whether the adjustment phase is now over, or if relative prices still have some way to fall as the IMF has suggested. Conversely, some agents in the Real Estate industry ( Dominion Post April 16, 2012) have indicted that 2012 nominal housing prices have already passed the 2007 peak and are on the way upwards again. A key issue is “affordable for whom?” – ordinary homebuyers or property investors?  The answers may be different.
This paper examines the NZ data to see what conclusions can be drawn.  

Housing price data used is the housing price index prepared by Quotable Value rather than the median house price data compilations of the Real Estate Institute, as the latter can be affected by changes in the composition of houses being sold. 
Graph 1 – Housing Price Index
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Recent housing property price cycles

Since 1991 there have been two clear housing property price cycles in New Zealand.
· The first lasted about a decade on a trough to trough basis.  The upswing began in 1992, and troughed in 2001, with the market peak being recorded in the December quarter of 1997.  While prices rose over 55 per cent in the upswing phase, the downturn was very limited. At the lowest level of the trough prices were only 2.4% below the peak level. During the downturn phase property prices fluctuated at a level a little below the peak.  However, relative prices ( i.e. house prices in relation to incomes or to overall consumer  prices) fell during the downswing periods, and the volume of sales reduced. 
The pattern looked to be one where the boom ratcheted up the price level, but sellers remained resistant to any significant downward falls in nominal prices once the boom was over.  Most subsequent adjustment in relative prices took place over several years as other prices and incomes rose.  Further, the ratio of prices to incomes had risen long term, and the next upswing took place from a higher relative price level.
· The second housing property price cycle looks very similar, although the magnitude of the upswing was much larger.  The length of the cycle may also turn out to be about a decade, although it is too early to say this with any certainty.   What is clear is that a sustained price upswing was underway in 2002, and this did not peak until the December quarter of 2007.  Prices in December 2007 were nearly 120 per cent above the June 2001 level.  The subsequent absolute trough ( March quarter 2009) was only 9.9 per cent below the peak, though since then while absolute prices have fluctuated, prices in  relation to incomes have further trended down.
Graph 2 – Annual Percentage Change in Housing Prices
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Housing Prices and Property Sales Volume
The housing price cycle also shows up strongly in the annual data for residential property sales.  When housing prices are rising rapidly, the number of residential  property sales also rises sharply, and stays at a high level while price rises are still significant.  Conversely, when housing property prices fall or fluctuate at levels below the cyclical price peak, then property sales fall or stay low.

The pattern appears to be that when buyers are only prepared to pay prices below the previous boom level, then many residential properties go off the market or stay unsold for longer periods.  Conversely, when prices boom more properties come back onto the market and unsold backlogs are cleared.   

Graph 3 - Residential Property Sales and Annual Percentage Changes in Housing Prices
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Housing Prices and Residential Construction

It would be normal to expect residential construction to move in line with property prices.  A reasonable expectation would be that new housing starts would boom when property prices were rising rapidly, and fall when prices were falling.

The data for the number of residential building consents issued gives partial support for this view.  Generally consents have been higher in housing price boom periods, and lower when prices were falling in relative terms.  However, the correlation is not as strong as might be expected.

· In the first of the decade long housing price cycles studied, shorter term cycles in the consents data are much more visible than the overall trend.  Indeed, the highest annual total for residential consents occurred in 1999, well after the price cycle upswing had ended.

· In the second housing price cycle the correlation looks better, but even so the peak in consents issued was in 2004, three years before the major housing price upswing ended.  However, in the housing price downturn consent issue then collapsed to the lowest level recorded for a number of decades. 

These features suggest that at least in part residential construction is driven by some other factors as well as the trend in residential property prices.  It may be for example that in relation to the last cycle many would- be new home buyers who would have preferred the new build option concluded that house prices were just too high, and bailed out of the market long before landlord property investors stopped bidding up the prices of existing residential properties.  Similarly property developers may have found margins being squeezed ( e.g. via higher land prices) well before the price boom ended. Reduced levels of net immigration after 2004 may also have played a role in the fall in residential consents.    
Graph 4 – Building  Consents for Dwellings and Housing Price [image: image4.emf]-
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Housing Property Prices and the General Economy
Housing property prices to a significant degree reflect trend in the general economy.
However, the correspondence is not one to one.  The graph below shows the relationship between changes in Gross National Expenditure in current prices (GNE), and Housing property prices.

If the correspondence were unitary the expected pattern would be for property prices to move generally in line with the level of GNE, but at a lower level.  This is because The housing price index is a price index only, while GNE is an aggregate including both price and volume effects.

What shows up instead is a less than lock-step relationship between the two. aggregates.  When GNE grows at above trend rate for a sustained period housing prices also rise rapidly, but at a much higher rate of growth than GNE.  Sharp downturns also tend to coincide, but overall year to year movements are not always consistent.  Further, over both cycles, there appears to have been  a distinct upward trend in the relationship between housing prices and the GNE aggregate.           

Graph 5 - Annual Changes in Gross National Expenditure and Housing Prices
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Trends and cycles in Property Prices   
Movements in property prices show much greater swings than the economy in general.  The data for the period from 1990 to 2001 indicate both the existence of a pronounced housing price cycle and an apparent uptrend in the ratio of housing prices to most of the related income and price aggregates.  An issue is whether the current house price cycle which was starting to move up in 2002 has now troughed out, and a new upswing cycle begun. While the ratio of house prices to net wage incomes in late 2011 was well above the pre-boom level, it was similar to the level last seen in 2004 in the relatively early stages of the price upswing.  However, before considering this issue the data on real and relative prices are examined.   
Real and Relative housing Prices - What the Data Shows
To look at house prices in relation to other prices and incomes 5 long term series have been used.

· Gross weekly Ordinary Time Wages

· Net Ordinary Time wages

· Consumer Prices
· Rents as measured by the CPI private rental index.

· The Massey University “Housing Affordability” index.  

House Prices in relation to wages 

Generally similar trends in house prices in relation to average wages are seen depending on whether gross or net wages are used as the standard of comparison.  The easing back in the ratio since the most recent boom has been somewhat more if net wages are used as the measure, though over the longer term the differences are small.  This more recent difference is because of the impact of the 2008-09 income tax cuts on net wages.  The wage series used is the Average Ordinary Time Weekly Wage (AOTWW), and the Net AOTWW is the same wage after the deduction of income tax and ACC contributions.
· Using the December quarter of 2003 as a base, the House Price Index in relation to the Gross Average Ordinary Time Wage Index in December 1991 were 63 per cent of the 2003 level. By the December 1997 quarter peak the ratio reached  84.8 per cent.  By the December quarter of 2001 just before the next big upswing the ratio was down to 76.6 per cent of the 2003 level.

The second upswing saw the housing price index ratio in relation to the gross wage index reach 131.9 per cent of the 2003 ratio by the December quarter of 2007.  By the December quarter of 2011 the ratio was back down to 109.3 per cent, or around the mid 2004 level.

· Using Net Wages to a base December 2003 equals 1000, the earliest figure available for the index series shows a trough of 66.2 per cent of the net wage index in December 1992, compared with the gross wage ratio of 63.2 for the same quarter. By the December 1997 peak the ratio reached 86.2 per cent, easing back to 76.4 per cent in December quarter of 2001.
The second upswing saw the housing price index reach a peak of 135.3 per cent of the 2003 ratio by the December quarter of 2007., and recede to 106.4 per cent by the December quarter of 2011.  At this level its ratio was similar to that of early 2004.

   Graph 6 – Housing Prices in Relation to Gross and Net Wages 
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House Prices in relation to Consumer Prices 
Using the Consumer Price Index as a deflator, real housing prices were actually falling slightly in the late 1980s and early 1990s.  Again using the December quarter of 2003 as the index base of 1000, the index declined from 601.8 in the December quarter of 1989 to 573.4 in the December quarter of 1991.  This was a drop of 4.7 per cent.  Thereafter the ratio surged upwards as the housing price boom got underway.
· Between the December 1991 and December 1997 quarters the ratio surged up to 794.3, a rise of 38.4 per cent.  Over the next three years the price ratio eased back to only 739.2, a drop of only 7 per cent.

· In the second housing price cycle the relative price climbed to 1366.4, a climb of 84.8 per cent from the 2000 relative price trough.  However, the easing back over the next four years was somewhat larger, the index falling 14 per cent to 1174.7   by the December quarter of 2010.
At the December 2011 level relative prices at an index level of 1186.1 were back to the level of mid 2005.  Even so, this meant that relative price for houses were twice the level they had been in the early 1990s.     

Graph 7 – Real Housing Prices
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House Prices in relation to Rents

The ratio of rents to house prices shows a similar trend of house prices rising much faster than rental yields.  Comparing the CPI rental index with the House Price Index, and gain using the December quarter of 2003 as the base, rental yields by 2011 were only half those of the early 1990s.
· In the first of the housing price cycles measured, the relative rental yield index fell from 1.841 in the December Quarter of 1991 to 1.427 by the December quarter of  1997.  Thereafter there was only a limited recovery to 1.502 in the December quarter of 1998, before declining further.
· In the second housing price boom the ratio fell even more rapidly from 1.494 in the December quarter of 2000 to 0.729 in the December quarter of 2007.  However, to a degree the fall overstates the decline in rental yields for private sector landlords, as the re-introduction of income related rents in the March quarter of 2001 caused a drop in the overall rent index in the immediately following period. Thereafter nominal rents began to rise again, but in relation to property prices fell until the property market stopped rising.  The recovery was limited to 0.813 in the December quarter of 2010, before falling again to 0.806 in the December quarter of 2011.  At this level it was similar to the level reached in the December quarter of 2005, two years before the housing price boom ended.

Gross rental yields are not the same thing as net rental earnings for landlords.  Two factors in particular change the equation.

· Mortgage interest rates, which fell dramatically during the whole period, particularly prior to the first housing boom.
· Capital gains from rising housing price

Graph 8 – Ratio of Rents to Housing Prices
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House Prices and “Affordability”

On their own income trends are not necessarily a complete measure of “affordability” or at least of debt service capacity for would be homeowner mortgage borrowers.  One measure available is the Massey University “Housing Affordability Index.”   This is a composite measure which includes wages, mortgage interest rates, and house prices.  While this does not include all possible elements which could affect debt service capacity (e.g. changes in the term of loans and of minimum deposit requirements), it is a fairly good general indicator of housing affordability.

Figures for the index on a consistent basis date back only to 1999.  However, what the figures show is that a low index ( indicating greater affordability) prevailed at the start of the housing price  boom.  As the boom proceeded the index rose, and housing got less “affordable” for homeowners.  When the boom ended “affordability” gradually recovered.

Figures for February 2012 ( table 10) indicate that the index level in February 2012 was the lowest since 2003-04 when the housing boom was still in its early stages.  The recovery in “affordability” on this measure is greater than in any of the wage ratios to housing prices.  The reason for this is the historically low level of mortgage interest rates currently prevailing.                   
While a low “affordability” index seems to be a prelude to a housing price boom, the index behaviour over the cycle indicates that it is more driven by the cycle than driving it.

Also, where “affordability improves as interest rates fall, landlord investors may be better placed to take advantage of the changes than wage earners.

Graph 9 - Housing Affordability Index and Annual changes in Housing Prices
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What has driven up housing property Prices?
In considering what has driven up housing property prices two underlying questions can be posed:

· What has driven up the trend level of property prices

· What is driving the distinct property price cycle

Once these issues have been considered, the issue of where the NZ housing price cycle now sits can be examined more closely.
Factors which could explain some of the developments include:
1).  Rising Household Incomes

2).  Housing as a superior good 

3).  Migration 

4).  Landlord property demand

5).  Land availability and price

6).  Interest rates and credit availability factors

1). Rising Incomes amongst potential homebuyers 
Rising incomes can explain part of the rise in nominal property prices, though they probably explain more a part of the trend rather than the boom phase of the cycles in housing prices.  Certainly in each of the property booms the ratio of house prices to both gross and net wages has risen very rapidly.  ( see graph 6 and table 9).  On the face of it this does not seem compatible with real income growth being the main driver of the property price cycle. 
It is of course possible that the shift to two-income rather than one income composition amongst couple-based households may be giving an extra upward fillip to prices.  To check this the proportionate increases in household income statistics in the Household Economic Survey (HES) were checked against the change in Gross Average Ordinary Time Wages over the 7 year period ( 2003/04 to 2010/11) for which data was available.

What the figure showed was that household incomes rose only 28.2 per cent over approximately the same 7 years period that Gross AOTWW wages rose 32.3 per cent.  This was because some of the other major components of household income (NZ Superannuation and Benefits) rose by less than wages. Household Wage Income in the HES rose 36.4 per cent, and if this group are assumed to be the prime homebuyers, then a small boost from this source could have occurred.  However, small is the operative word as far as the second housing price boom is concerned.      

These income figures also do not give much support to the idea that nominal income changes drove the cycle. While rising net incomes are an important component in the rise in nominal housing prices, on their own they do not seem to be main driver of either the trend or the cycle in real housing prices  Real net wages rose only 27 per cent between the last quarter of 2002 and the same period of 2011, which could explain only a fraction of the longer term changes ion real house prices.  

2).  Housing as a superior good

It is of course possible that income trends on their own conceal some other factors.
A  factor which may have some impact on the trend ( but not the cycle) in housing prices is the possibility that housing is a superior good, whose consumption rises more than income as real incomes rise. There is some support in the statistics for this. Certainly the average size of new dwellings has trended upwards in the past decade, as Statistics NZ figures for the average floor area for new dwelling approvals show.

New houses have got larger as families have got smaller.

These figures of course relate to new dwellings only, and most property transactions relate to existing dwellings.  However, it is also possible that the Property Price Index does not fully capture the impact of upgrading of existing houses.  Even without any changes in floor area properties can be upgraded through such things as better kitchens and bathrooms, and improved insulation. 



Table 1 - Average Floor area for New Dwellings

Years ended March 



Square metres   

2000 166.17

2001 174.21

2002 182.12

2003 176.43

2004 182.25

2005 182.05

2006 192.82

2007 193.42

2008 195.16

2009 198.42

2010 198.37

2011 198.92

Source  Statistics NZ.

Conversely, it is also possible that the average floor area of new houses has risen at least in part because lower income purchasers of smaller new “initial homes” have been increasingly squeezed out of the new housebuilding market, leading to the construction of as smaller number of mainly larger homes for more affluent buyers. – a kind of “gentrification” of new housing construction. Even during the property price boom Statistics NZ figures for consents for new dwellings fell from a peak of 31,425 in calendar 2004 to 25,590 in 2006.  Subsequently with the boom ended numbers had collapsed to a decades-long low of 13,657 in 2011.
Some upgrading of housing standards could be expected even if housing outlay rose only in proportion to real incomes, so it is hard to see that a “superior good” nature of housing could explain more than a part of the rise in the ratio of house prices to incomes.  Further, while a “superior good” situation could explain some of the trend in housing prices, it would not explain the price cycle, and certainly not the magnitude of the swings.  

3).  Migration
Migration has an effect on the demand for housing because more people arriving means more housing demand, while net outflows reduce housing demand.  Indeed, the net permanent migration figure shows a strong relationship to house price changes.

The extent to which the linkage is causal as distinct from both housing prices and net migration being driven mainly by other factors is less clear. Substantial net inflows tend to coincide with economic booms, while net outflows tend to occur when the economy is depressed. Similarly housing activity is in part both a cause and a consequence of general economic activity   

However, while net migration is an important factor in housing demand, it can hardly be the main driver of the property market trend  since peak net annual inflows in the last decade at their peak have  been  under 1 per cent of the resident population size, and peak net outflows under 0.3 per of the same aggregate. Also over the course of the decades the running total of net migration does not change very much   

While net migration can hardly be a main driver of the real housing price trend  it seems to have a more significant if minority role in aggravating the swings in the cycle. 

Graph 10 - Net Migration and Housing Price Movements
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4).  Landlord Property Demand

A more plausible source of substantially increased demand affecting the housing price trend in particular can be found in rising landlord purchases of property as an investment.During both property booms taxation laws were highly favourable for property investment in rental housing.  Interest rates were fully deductible, and depreciation could be claimed on the house and property improvements even though the market value of the property continued to rise.  Further New Zealand has no capital gains tax.  

The extent to which housing property has moved into landlord ownership in the period since the late 1980s is very large. At the 1986 census 73.8 per cent of occupants of occupied private dwellings were classified as Homeowners. By the 2006 Census the figures on the Statistics Website show the home ownership ratio as falling to 66.9 per cent.  However, the 2006 figures now include properties held in family trusts, some of which may in reality be arms length rentals.  Hence the figures may underestimate the size of the shift into rental status.  
Table 2 - Home Ownership Percentages

     


1986 2006

Occupier Ownership


73.8



66.9
Unfortunately the scheduled 2011 Census has been deferred till 2013 because of the impact of the Christchurch earthquake, so the most recent trends are not available. Statistics NZ publishes household estimates up to 2012, but as the footnotes record “proportions are held constant at the 2006 Census tenure proportions”

However, what is clear is that home ownership trends were falling through the first of the housing price cycles itemised above, and also still falling through the upswing phase of the second cycle. Partial data from the Household Survey suggest that a fall in ownership ratios may have continued after 2006, although this is not what Statistics NZ  assumes in its household tenure estimate updates.  The converse is that landlord investment property ownership ratios were rising to fill the gap in the same period.

Even using the unadjusted Statistics NZ figures the shift into landlord tenure between 

1986 and 2006 amounted to over 107 thousand houses and flats. 

Apart from eroding the traditional New Zealand goal of high owner-occupier ratios, the growth of landlord ownership also has significant longer term consequences for higher  Government expenditure levels. This is because tenants are much more likely to be longer term claimants of the Accommodation Supplement. While both groups can claim the Supplement if they have low incomes ( though the entry cost threshold is higher for mortgage costs), most homeowners eventually phase out of eligibility as mortgage debt service costs decline as a percentage of rising nominal incomes.  However, rents tend to rise along with other costs, so more low income tenants will remain long term claimants of the Supplement. In 2010 42 per cent of all NZ rental households were receiving an Accommodation Supplement from Work and Income. If Housing NZ Income Related Rent Tenancies and other social tenancies are added in it would appear that fully 60 per cent of NZ rental households have their housing costs supported by government subsidies.  In contrast only 4 per cent of owner occupiers are receiving an Accommodation Supplement.  
5). Land availability and price 

A  factor on the supply side is the apparently larger rise in land prices for sections as distinct from house building costs. This could then spill over into the land price component of existing properties.  For example in the period 2000-2008 ( March years) the average permit approval price  of a new dwelling consent rose 82.7 per cent.  Adjusted for the rise in the size of dwellings the building cost increase per square metre was 55.6 per cent.  However in the same period the housing price index rose 117 per cent.  Clearly land prices rose much more than building costs.     
Several factors could explain this:

· Higher raw land prices reflecting the rise in farm land prices as the New Zealand terms of trade for farm exports have improved

· Restrictions on land availability as local authorities attempt to restrict urban sprawl

· Increased land development costs as local authorities have imposed higher standards or shifted some cost of provision of infrastructure onto the developers.

There are of course potential offsetting factors.  For example smaller section sizes can offset some or all of the cost effect of the rise in developed land prices. So can a proportionate shift towards construction of apartments. However, over the boom period virtually all of the factors which could cause supply side increases in land and property price levels seem to have been pointing in an upward direction.    

Overall, it seems that proportionally higher land prices may explain part of the rise in the ratio of house prices to incomes.  However, disentangling the several components of this is a study on its own and is not attempted in this paper.  What would be interesting would be to determine how much the rise in housing land prices is driven by cost push and section availability factors, and how much is simply a residual of the fact that house prices have risen more than new building costs for other reasons.   

Summary of factors One to Five.
Each of these first five factors can explain part of the housing price trend, with landlord property demand looking to be quantitatively the biggest factor on the real demand side.  However, they do not provide much explanation for the housing price cycle itself.  Hence, it is useful to take a closer look at monetary factors which seem to have played a larger part in the generation of the cycle or at least in amplifying its magnitude once it got underway.   Because of the revealed importance of monetary factors, this has been given a full section on its own.
6).  Monetary Statistics and Housing Prices 
Mortgage Interest Rates and Housing Prices
One of the major drivers of the trend rise in absolute and relative housing prices over the first housing price cycle was fairly clearly interest rates.  This is apparent from the graph.   The explosion in the growth rate of housing prices clearly follows the dramatic drop in interest rates in the early 1990s.  After this however, the correlation is weak and more recently negative. 
During the late 1980s floating mortgage interest rates were generally in the high teens, ranging between 14 and 20 per cent .By 1992 however interest rates had dropped below 10 per cent.  Interest rates peaked again at 11.5 per cent partway through the first property price cycle , but never returned to the high teens.  In the second property price cycle also stayed below 10 per cent for most of the price boom period, and for most of the boom years were lower than the rate of increase in property prices.

However, when year to year changes are analysed, the relationship breaks down.  Indeed by the latter stages of the second housing price cycle the relationship is distinctly the reverse of the classical pattern.  The lowest house price rises cluster with the lowest interest rates.

Graph 11 - Mortgage Interest Rates and Housing Price Index 
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The reasons why the classical relationship between housing prices and interest rates seemed to melt away are several fold.

· Part of the explanation for the disparity lies in the fact that for much of the period of the second housing price boom the annual increase in house prices was much greater than the level of interest rates.  Accordingly many property investors could afford to ignore the current interest rate in the confident knowledge that their net equity was rising faster.

· Secondly, the increases in interest rates during the boom were not all that dramatic.  To the extent that the Reserve Bank can actually influence local interest rates, it did not seem to judge to be appropriate large increases to levels of the sort which prevailed in the late 1980s.  

· Thirdly however, housing prices seem to be much more responsive to credit availability than to interest rate levels, at least when interest rate levels are in the ranges which prevailed in the second boom period.

Credit Growth and Housing Prices

What the statistics show is that the period of rapid growth in lending for housing purposes co-incides with the rapid growth in housing prices.  In one sense this is a tautology.  With open international capital markets credit availability will expand to meet local demand for credit provided the borrowers can afford to pay. Hence, from one perspective it can be argued that housing credit expansion is simply a response to increased demand for housing driven by other factors.

However, equally it is true that effective housing demand driving up prices cannot really occur unless the necessary credit is provided.

Graph 12 - Annual Percentage growth in Housing Sector Credit and Housing Price Index
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Credit Expansion and Financial Capital Inflow 

New Zealand is a low savings economy, with national saving on average being well below national investment levels, and a recurrent deficit on the current account of the balance of payments being a consequence of the savings shortfall. Indeed the two deficits are national income identities.  In these circumstances rapid credit expansion relies on large inflows of financial capital from abroad. The term “financial capital” refers to monetary inflows into the financial institutions as distinct from direct investment creating new stocks of physical capital.

With open international capital markets the mechanism exists to allow this to occur.  
A good measure of financial capital inflow ( though not a complete one)  is the level of non-resident funding of the M3 financial institutions.  The figure used here is the sum of non-resident funding of NZ dollar deposits and non-resident funding of foreign currency deposits shown in the Reserve Bank tables.  

Graph 13 - Non Resident Funding of M3 Institutions
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This funding of course is not only for housing lending.  It also funds significant amounts of farm and business borrowing, and some consumer borrowing.  However, housing lending is the largest component of M3 lending.

Why the NZ Housing Price Bubble did not burst

The New Zealand experience with a property price boom in the period up to 2007 was not unique.  This happened in many other economies during the period of financial expansion which preceded the 2008 Global Financial Crisis, most famously in the United States of America.  However, in the United States and in some other countries there were massive falls in housing property prices. The March 2012 issue of the Economist    ( page 78) indicates that in early 2012 housing prices in the United States were 30.1 per cent below the 2007 level, while in Ireland the fall was 48 per cent.

Table 3 - Fall in Housing Prices 2007 to early 2012



United States



-30.1



Ireland




-48.0



New Zealand ( to Dec 2011)

  -2.1 
This massive and sustained fall in housing prices did not occur in NZ. Housing prices in the December quarter of 2011 were only 3.1 per cent below the December 2007 peak and only 2.1 per cent below the quarterly average for 2007.  The absence of a sustained fall in housing prices can be credited with helping protect NZ from a major financial crisis in 2008-09.   Conversely, it could also be argued that because of this NZ has not gone through a desirable if unpleasant housing price adjustment.  
The reasons for the difference in the NZ case include the following:

· Different client groups involved in the expansion of borrowing

· The New Zealand Accommodation Supplement system 

· New Zealand counter cyclic fiscal policies

· A rapid fall in Housing Mortgage interest rates

The different client groups

In the United States the housing boom was driven to a substantial degree by the growth in mortgage lending to the so called “sub prime borrowers.” These were low income people with few assets who were encouraged to borrow to become homeowners.   When many of these people subsequently turned out to be unable to sustain the debt service payments involved, the “sub-prime mortgage” crisis developed which rendered many lending institutions insolvent or at risk of becoming so.  As foreclosures multiplied, house prices fell rapidly.

In New Zealand a quite different dynamic was evident over both housing price cycles.

Rising investment property purchases by landlords meant that low income households were progressively priced out of the housing market.  Home ownership ratios fell continuously after 1986, as the census based figures indicate.

What these trends mean is that when the crisis finally hit most recent mortgages for house purchases were held by middle or upper income earners, or landlord investors.

Hence, while some property developers crashed out, and some mortgage borrowers were unable to met obligations, there was simply not the same proportionate volume of mortgage defaults in New Zealand compared with the U.S. experience

The NZ Accommodation Supplement

A second New Zealand feature which provided a safety net in New Zealand was the Accommodation Supplement system provided as a social welfare benefit by Work and Income. Home owners on low incomes with few other assets can receive a Supplement payment if their mortgage housing costs exceed 30 per cent of income figures linked to benefit levels.  Hence, people who lost jobs or suffered a large income fall during the NZ  recession could access this financial backstop.  This also helped reduce the risk of mortgage default during the economic downturn. 

The numbers of homeowners receiving Accommodation Supplement assistance over the recent periods as of June each year were as follows:

Table 4 – NZ Accommodation Supplement for Home Owners
2006

43,115

2007

42,427

2008

41,254

2009

45,360

2010

45,930

2011

43,478
The numbers needing assistance were declining slightly while the boom was still running, but rose by over four thousand once the economy got into difficulties.  They have since dropped back again 
Counter cyclical fiscal policies

A third factor was the de facto adoption of counter cyclical fiscal policies in New Zealand as the economy began to falter in 2007.  In particular the income tax cuts of the 2007-09 period meant that net wages and other incomes rose faster than gross wages, reversing the fiscal drag of an earlier period.  Between the December months of 2006 and 2010 average gross ordinary time wages rose by 17.7 per cent, but net wages after taxes and ACC contributions rose 24 per cent.   These increases eased debt service burdens and helped sustain the property market. 

Lower Interest Rates

A fourth factor was the sharp fall in interest rates after the peak of the financial crisis in late 2008.  Between June 2008 and December 2009 the average Floating First Mortgage Rate fell from 10.9 per cent to 5.9 per cent.  This eased debt service requirements for new borrowers and those refinancing mortgages.  Notably, housing mortgage interest rates in the 2009-2011 period have been the lowest for more than a generation.

The drop in interest rates was not unique to New Zealand.  Similar interest rate reductions happened in a number of other developed countries in the wake of the Global Financial Crisis as “quantitative easing” was introduced. However, the sharp fall in NZ mortgage interest rates did act as a factor to limit the scale of housing price falls.

Implications of Interest Rate Studies
A study by Denis Rose ( Institute of Policy Studies seminar March 9, 2012) indicates that trends in  New Zealand interest rates over the medium term reflect trends in interest rates in the major developed country financial markets abroad, plus a margin.  The margin seemed to be a risk premium which reflected the relative level of NZ international indebtedness in relation to GDP.  

If this is so it suggests that New Zealand Reserve Bank actions in the interest rate field are not the major determinants of New Zealand interest rates, at least over the medium to longer term.  Rather than being the principal and fully independent driver of local interest rates, changes in the Official Cash Rate may be more a considered response to trends being generated mainly by international financial markets.  For example it could be said that the Reserve Bank has only been able to hold the OCR at low levels for several years in a row because quantitative easing abroad has kept prime borrower interest rates low. In turn quantitative easing abroad may have been the main real reason why NZ Mortgage interest rates have been at the lowest level for more than a  generation.  Even so not all lending rates in NZ fell as much as the reductions in the OCR after 2008. 

To the extent that this primary role of international trends on domestic interest rates is a fact, it has serious consequences for attempts to control credit expansion solely by interest rate movements.  If OCR policy succeeds in the short term in driving domestic interest rates above their internationally determined level in order to choke off demand for borrowing, extra monetary capital will flood in and expand the lending base of the financial system. In these circumstances the Bank will simply lose control of movements in the credit aggregates.  In the process collateral damage will include an unwanted appreciation of the exchange rate which worsens the current account balance.

As a return to the late 1980s near 20% level of mortgage interest rates is not plausible or probably even achievable while quantitative easing abroad continues, some form of quantitative control of credit expansion or selective credit measures specific to housing would be necessary to choke off any renewed housing price bubble without doing collateral damage to the rest of the economy. This approach was in fact signalled by Reserve Bank Deputy Governor Grant Spencer on May 13, when he indicted that the Bank was considering introducing loan to value ratio restrictions for housing lending. 
Trends and Cycles in Housing Prices
The analysis in this paper suggests that the trend rise in real and relative housing prices has been driven in large part by landlord demand for rental property assisted by relatively low interest rates and easy access to housing credit because of open international markets for financial capital.  Other factors including income increases have fed into nominal price rises, though these of themselves do not explain the massive rise in relative house prices.  Land prices however appear to play a significant supply side role in real property price increases, and the composition of this would merit separate investigation.
The reasons for the very marked cycle as distinct from the trend in property prices are more difficult to pin down.  In part it is a normal; response to the general cycle in the economy, with house prices being more pro-cyclical than most other prices.  However, the initiating cause may not matter much.  One a property price boom gets under way it feeds on its own momentum until it finally hits a wall of debt service unsustainability, or credit begins to dry up.

What is clear from the data is that New Zealand did not appear to have had any workable financial braking system during each of the two housing property price booms covered in this paper.  This is very evident in the housing lending statistics. 
Subsequent to the initial drafting of this paper Reserve Bank Deputy Governor Grant Spencer announced that the Bank was considering introducing limits on the loan-to-value ratio banks use. ( Dominion Post May 13, 2012) If vigorously pursued, this option would introduce a policy instrument which could actually reduce the amplitude of future property price booms.
On caution which needs to be made is that the analysis in this paper indicates that new housing starts and prices for existing houses do not necessarily move together in the short run.  It would be possible for a price boom for existing houses to get under way while new housing construction was still lagging.  In these circumstances selective restrictions imposed by the Reserve Bank might need to differentiate lending for new housing construction and that for existing property purchase.         
Future Trends in Housing Prices?

On the basis of the statistics, the current Housing Price Cycle looks to have bottomed out by late 2011, or nearly so. While house prices are still substantially above the longer term average ratio to incomes, the difference is much less if the Massey “Housing Affordability” index is used because interest rates are so low by the standards of recent decades.
In considering the title of this paper a fundamental question to ask is “overvalued for whom?”  Prices may well be “overvalued” for the median would-be homeowner, but they are only part of the market.  Landlords along with more affluent households can still afford to buy in an “overvalued” housing market if the calculations (including future rent increases and possible capital gains) still add up.  And with historically low interest rates and a modicum of inflation in prospect landlord investor demand can revive long before the median income earner can re-enter the market.    

For property investor landlords the prospects for investing in housing are now looking better.  Returns on capital are modest with housing prices at their current levels, but they may look better than low deposit interest rates in the banks, uncertain returns in the share market, or poor returns from managed funds.  Further, rents can be expected to trend upwards over time, while low borrowing interest rates can be locked in for a period.
Does this mean that a new housing price upswing is emerging, starting from an even higher relative price ratio than the previous two cycles?

This time around though the negatives which can act as brakes look larger than in the earlier two price cycles

· Investor appetite for rental housing investment has been somewhat reduced by the elimination of depreciation claims for tax purposes on property with more than a fifty year life.

· The possibility of a Capital Gains Tax as proposed by the Taxation Working Party and endorsed by some Opposition political parties is also likely to add to investor caution in relation to rental housing purchase for capital gains intentions. 

· Gross rental returns in relation to property prices have shown only partial recovery from the all time 2007 trough.  ( However, they are back to 2004 levels)
· The recovery in the economy from the 2008 recession has been slow, and prospective growth in real wages for the next several years does not look very strong, particularly as the fiscal situation will make it likely that government will retain the proceeds of fiscal drag on incomes as nominal incomes rise.

· Interest rates are likely to rise once the economic recovery gathers any real steam in NZ as well as abroad.  Hence, the affordability index could start rising again.
· Finally, the Reserve Bank might actually implement a policy of requiring and increasing maximum loan-to-value limits on bank housing lending. 

Offsetting factors which could boost house prices include:

· Increasing house building activity as the Christchurch rebuilding gathers pace

· maturing of deposit and borrowing entitlements in the KiwiSaver scheme

· A long delay in the previously expected rise in mortgage interest rates, which the pundits are now picking may not occur now until late 2013 or even 2014.
· Low apparent returns on many investments other than housing

Economic projection is a hazardous business and often wrong, particularly over a longer time fame.  Most of the signs are that the housing price cycle has bottomed out and that a renewed rise in nominal house prices could soon begin or is already underway.  Conversely, there seems much less scope than at this stage in previous cycles for prices to rise in relation to incomes  Indeed it would be possible for the next housing price cycle to show increased nominal prices but still some decline in relation to incomes.  This outcome could make both the IMF and local real estate dealer assessments correct.  
Again a caution needs to be made that similar comments could have been made about housing price prospects in 2002.  Then the higher ratio of housing prices to wages might have been read to imply that the price upswing would be more moderate than in the previous housing price cycle.   What followed was an even bigger price upswing as easy credit and rising landlord demand for property fed on each other.  

For both the IMF and the land agents to be right the emergent rise in nominal house prices would need to be paralleled by a downward trend in relative prices, leading to a relative price trough towards the end of the decade which is lower than that reached in 2010. This would be compatible with some rise in relative prices occurring at the peak of the next boom.  That is, assuming that the current several years of lacklustre growth finally turn into a real boom, and recent growth experience is not the new normal.
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