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From the desk of Compass Capital’s Michael Shreeve

AUSTRALIAN RESIDENTIAL PRICES: RECENT RESEARCH BY IMF, RBA, COMMSEC & RPDATA

This report comments on recent reports covering the following issues

vk wN e

Housing supply (RBA, CommSec)

International house price comparisons (RBA, CommSec, RPData)
Housing affordability (RBA)

Housing busts (IMF)

Global drivers of housing prices (RBA)

If you just want the conclusion, it is that the available evidence suggests that those scaremongering
about Australian housing prices do not have arguments that withstand detailed scrutiny by
independent experts:

Australian dwellings are not generally over-valued compared to other countries — they are
expensive because they are bigger, and more concentrated in large and therefore expensive
cities

Australian dwellings are not generally over-valued compared with earlier periods — they are
more expensive because they are of much higher quality

Australian dwellings are not unaffordable compared with earlier periods — interest rates are
trending around much lower levels

Rising interest rates have not in the past been associated with lower house prices

There is a shortage of dwellings in Australia

Population is expanding and will continue to expand

Australian wealth and growth is expanding and continuing to expand, and history suggests
that this increased wealth will be allocated disproportionately to housing values

All of this points to continuing long term growth in dwelling prices, which is just a long-winded way

of saying that the long term historical trend will continue.

More detailed analysis follows.
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1. Housing supply (RBA, CommSec)

The RBA states that: “There is a broad consensus that in recent years Australia has not built enough
dwellings.”

A common starting point to analyse the supply/demand imbalance, which we have covered before,
focuses on the demand for dwellings, including demographic trends such as rising population and
reducing household size (for example, click here for Report 27, and here for Report 32).

The RBA however, focuses on an area that has had relatively little attention - the supply side - by
answering the following question: why have not enough dwellings been built, despite expenditure
on dwellings remaining around 6% of GDP?

The RBA finds two reasons why this considerable expenditure has not given rise to enough
dwellings: (a) the quality of dwellings has risen dramatically, and (b) more holiday homes etc have
been built.

These conclusions should not be surprising for an economy that has been consistently growing and
increasing in wealth. The data are as follows (RBA quotes in italics):

1. “Australians are on average spending a lot more on each new dwelling. Real expenditure on
each new dwelling built is now 60 per cent higher than it was around 15 years ago. This is
due to improvements in quality and increases in size.”

ABS data shows that in 2008/09 prices, expenditure per new dwelling was about $160k in 1992 and
$270k in 2008. That is, for new homes there has been a 60% quality improvement over the last 15
years. Another way of looking at this is to view the size of new dwellings. The following chart by
CommSec shows how new dwelling sizes have consistently increased in size.

Biggest homes in the world

Australia, average floor area of new homes
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2. About 15% of these new homes are replacing old homes that have been demolished. The
ratio was less than 10% a decade or more earlier.

3. The quality improvement also affects existing homes - almost as much is spent on alterations
and additions than on new homes, and the amount is increasing (see RBA chart below).

Private Dwelling Investment
Five year averages, current prices, per cent of GDP*

u New dwellings
W Alterations and additions
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4 4
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2 2
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* Last observation uses data to June 2008
Source: ABS

-

As regards building holiday homes the RBA states that: “Census data show that the number of
dwellings built has exceeded the increase in the number of households by a large margin. As a result,
the ratio of the number of dwellings to the number of households has been rising over time; as at
2006, there were 8 per cent more dwellings in Australia than there were households. Presumably,
most of this surplus reflects holiday houses and second houses.” See RBA chart below.

Ratio of Dwellings to Households

Ratio Fatio
1.08 1.08
1.08 1.08
1.04 1.04
1.00 1986 I 1991 I 1996 | 2001 | 2006 1.00

Source: AB3
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2. International house price comparisons (RBA, CommSec, RPData)

The RBA also cautions about simplistic international comparisons between Australian and overseas
dwelling prices.

“International comparisons of the relativity between house prices and income have been the subject
of considerable research over the years. One of the complications faced by people working on this
topic is to ensure consistency in the data that underlie the comparisons. Do the figures relate to
capital city prices, or the prices across the whole country? Do they cover all dwellings or just
detached houses? Is income measured as average weekly earnings or average household income? It
is not always possible to get entirely consistent data across countries, so we need to be careful in
interpreting the results of these comparisons.”

As an example, the RBA looks for a possible explanation of why high Australian prices seem high
compared to the US.

One general point mentioned is that a higher proportion of Australian dwellings are in large capital
cities, which are expensive (for example, many areas of regional Australia have very affordable
housing).

RPData has collated the following information: Australia’s (population 21m) has 5 cities with over
1m residents containing 61% of the population.

This compares with only 1 city in the UK (containing 12% of the population of 61m), and 9 cities in
the US (containing 8% of the population of over 300m).

That is, 61% of Australians live in large cities (over 1m) compared with 12% in the UK and 8% in the
us.

While the RPData analysis understates the overseas concentration by not including the broader
metropolitan areas around the main cities, the fact remains that Australia is much more
concentrated into valuable large city areas and this lifts our average dwelling price.

Not only are our dwellings more concentrated in capital cities, they are also the biggest in the world
(see table below from a recent CommSec report) — and almost 3 times the size of UK dwellings.
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Average Size of New Homes
Across the Globe, m?

Australia 2146
United States 201.5
New Zealand 196.2
Denmark 137.0
Greece 1264
Belgium 119.0
Netherlands 115.5
France 112.5
Germany 109.2
Luxembourg 104 .1
Spain 96.6
Austria 96.0
Ireland 87.7
Finland 871
Sweden 83.0
Portugal 82.2
Italy 81.5
United Kingdom 76.0

Source: Unaffordable Housing, Fables & Myths
Alan W Evans & Oliver Marc Hartwich

Policy Exchange 2005; US Census Bureau
ABS, Statistics NZ, CommSec

So it is not at all unreasonable to expect our homes to look expensive — this is because they are the
largest in the world, and concentrated in expensive capital cities.

3. Housing affordability (RBA)

The RBA considers reasons why Australians might be able to afford higher quality homes. A key
reason quality homes are more affordable than they used to be, is because interest rates trend
around a considerably lower level than they did twenty years ago.
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Housing Loan Repayments®
As a percentage of household income
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" Housing koan repayments calculated as the required repayment on a new
80 per cent L\VR loan for the median-priced home; howsehold disposable
imzome is before interest payments. RBA estimate for Sepiember quarier 2009,
Sources: ABS; RBA; REIA

Comparing affordability in Australia versus the US, the RBA notes that:

e Australians have lower health costs and are able to afford to spend more on housing

e Australian debt ratios are lower, partly because interest payments on owner occupied
housing are tax deductible in the US, which encourages high debt

e This in turn leads to Australian residential arrears being lower than in the US, so any
downward pressure from forced sales in correspondingly lower

4. Housing busts (IMF)

The IMF recent World Economic Outlook has recently issued a very detailed report on housing prices
across many countries. Chapter 1 analyses the drivers of dwelling prices in four different ways.

1. The gap between recent house price adjustments and those in historical episodes.

IMF says “If past is prologue, these estimates suggest that the Netherlands and Finland are
likely to see further house price declines, whereas the corrections in Australia and the United
States are close to complete.”

2. An econometric model using data from 1970 to 2008 including “growth in per capita
disposable income, working-age population, and credit and equity effects of these variables
are captured through the inclusion of lagged real house price growth and an affordability
ratio (the lagged ratio of house prices to disposable income)”.
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IMF says: “in the case of Australia, if the impact of long-term migration on housing demand
is taken into account, the results do not produce evidence of a significant overvaluation of
house prices.”

3.& 4. The IMF also looks at the historical price/income ratios, and the historical price/rent ratios.

On these measures Austalian dwelling prices are historically high, perhaps overvalued by 2-4%.
However, these simple historical measures do not account for the fact that Australian dwellings are
of much higher quality than they have been historically, and so we would expect them to be of
higher price than the historical average.

Chapter 3 looks at Asset Price busts over the last 40 years.
To eliminate short term price fluctuations, the IMF looks at data over rolling periods of four quarters.

A bust is defined as a four quarter period where prices are below the previous four quarters by more
than 5% for dwellings (47 incidents) and 20% for equities (98 incidents). This demonstrates that it is
not just in Australia that equities are far more volatile than residential investment. Since 1985, the
probability of a house price bust in any year has been 14%, and a stock price bust 29%.

The IMF considered whether any potential predictors could have done a better job than just the
average. Interestingly, the traditional perceived indicators of busts - output and inflation - showed
no significant predictive capacity. Nor was there any relationship between interest rates and
dwelling prices.

Better indicators of a bust were higher than average growth in credit, current account deficits, and
housing prices — but even these predictors were flawed: they failed to warn of well over half the
busts that occurred since 1985; and when warnings did emerge, the warnings proved false more
often true.

This is worth repeating: the warning signs traditionally focussed on (inflation and output growth)
showed no significant predictive capacity. And even the better predictors failed to warn of the
majority of busts, and when they did show a warning sign, they were wrong more often than they
were right. And there is no significant relationship between interest rates and dwelling prices.

RBA report and predicting housing growth

Predicting price growth is easier than predicting busts — this is because price growth is the long term
trend and therefore influenced by long term factors, while busts are shorter term movements
against the trend, and can involve an unpredictable psychological component (like booms, but at
least booms are in the same direction as the long term trend).

Long term housing price drivers are the subject of an older paper published by the RBA (click here
for Report 30). This indicates that across 18 countries since 1970, the main driver of property prices
is increased wealth (caused by increased income). And as income/wealth increases, people tend to
allocate more of the increased wealth to housing than to other assets.
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Our view (and that expressed recently by the RBA and Treasury) is that Australia’s wealth is on a long
term cyclical uptrend, based on decades of future demand from developing Asia for energy,
minerals, education and quality food from a politically stable, reliable, clean country - all attributes
Australia is blessed with.

Conclusion

The available evidence suggests that those scaremongering about Australian housing prices do not
have arguments that withstand detailed scrutiny by independent experts:

e Australian dwellings are not generally over-valued compared to other countries — they are
expensive because they are bigger, and more concentrated in large and therefore expensive
cities

e Australian dwellings are not generally over-valued compared with earlier periods — they are
more expensive because they are of much higher quality

e Australian dwellings are not unaffordable compared with earlier periods — interest rates are
trending around much lower levels

e Rising interest rates have not in the past been associated with lower house prices

e Thereis a shortage of dwellings in Australia

e Population is expanding and will continue to expand

e Australian wealth and growth is expanding and continuing to expand, and history suggests
that this increased wealth will be allocated disproportionately to housing values

All of this points to continuing long term growth in dwelling prices, which is just a long-winded way
of saying that the long term historical trend will continue.
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If you have interest in acquiring a quality investment property (or have potentially interested clients)
please register interest here and we will be in touch.

REGISTER INTEREST

Click here to register
your interest >

If you do not have interest in acquiring a property, are not already a First Choice Club member, and
would like to receive further Property Reports, please register interest here.

REGISTER INTEREST

Click here to register
your interest >
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