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Treasury Report: Macroeconomic Effects of Housing Market

Executive Summary

You requested a report on the macroeconomic effects of housing. This report draws

together material to inform you about the different drivers influencing house prices andthe
transmission mechanism of house prices through the economy %ticular foc n
Q. /

interest rates and the exchange rate. 4 .
\ < N
House price drivers < oS
rsth :

i Mse prices

There are a range of both structural and cyclical fac that have been
over the past 25 years. The key structural deman a@tors clude househo d income growth,
a reduction in mortgage interest rates and finan lation. Ori thJ Iy side, the

i i i i i d declining productivity in the

ination of these factors

Among the cyclical drivers, strong ne%\a nent and <t\ef (PLT) international arrivals
(both New Zealanders and non-N landers), I liquidity and easy credit
conditions drove up housing d man nd’house png‘e% d the levels justified by pure
structural drivers during 200 o

The interaction between
positive housing demdncliskk

took about eight y
migration inflows during 2

tructaral and éy/;F cal factors discussed above would have had a direct positive effect on
c{wsty ln addition, they are likely to have had an indirect effect via house
sible channels:
ect increasing consumption, and

residential investment.

~__

Previous work suggested that the wealth effect was an important channel but more recent
work casts some doubt on the strength of that link. The residential investment channel is
strong and has been supporting economic activity in New Zealand in recent years. This
raises a potential tension: a more responsive housing supply reduces pressures on house
prices but simultaneously can build aggregate demand pressures through higher residential
investment.

Overall, the indirect effect of high house prices on economic activity is smaller than the direct
effects of the fundamental house price drivers. However, the indirect effects will add to
economic impulse and therefore will be a factor in decisions around monetary policy settings.
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A more responsive housing supply, particularly if achieved through an increase in
construction sector productivity, would ease pressure on aggregate demand. Smaller peak of
net PLT arrivals would also reduce pressure on consumption and residential investment.
Neither of these conditions, however, are completely determined by policy settings.

Effect of house price falls

The impact of a house price fall is dependent to some extent on what causes the change. In
general, we would expect demand pressures to fall through the same channels in the event
of a house price correction. For example, initial internal modelling work suggests that Il of
50,000 net PLT arrivals would lead to a fall of up to 30 basis poir@ policy inte@;?%a

via weaker inflationary pressures. N Yo
Financial stability ; ?@ .
,‘ert a

S
There are also links between house prices, househol net exte IiMes.
Household borrowing has increased as buyers tend toneed larger mortgages to buy houses
when house prices rise. House price growth als ses the borrowi apacity of existing
homeowners. High household debt has kept N%ﬁ d’s extern I‘Qﬁpi ities elevated as
banks have financed household borrowing ‘ ]

rough raising offshore debt. Elevated household
debt and external debt levels pose risks %e onomic anddi
from sharp corrections in house prices

LN \:
~ N\ —/

ial stability particularly

Recommended Action %ji/ N

past 25 years

N S
We recommend that you: Q ) /\\Q —
(O
a note that both sﬁug@d cycli%\’ers/have been driving house prices over the

b note that the im %gihci ral factors means we would expect some of the
house pri a permanent change. But cyclical factors, the

interactior supply responsiveness and the role of expectations have led to house
pri %re currently hi

than structural factors would predict

c Qﬁo t these ho <sg\() ice drivers will have direct effects on aggregate demand and
<${homic actjvenerally as well as indirect effects (via the wealth effect on
sumption'and via residential investment)
N
d note thatitv reviously thought the wealth effect was most important but more
reclgE ork-suggests that the residential investment effect may be stronger than
previously thought
~ON

e \r@te\/t at the indirect effect of the residential investment channel involves opposing
forces on aggregate demand as higher investment may reduce house price pressure
but will contribute directly to aggregate demand, and

f note that initial internal modelling work suggests that weaker inflationary pressure
associated with a fall in house prices, based on a scenario using a 50,000 drop in net
PLT arrivals, would lead to a fall of up to 30 basis points in the policy interest rate.

Tim Ng Hon Bill English
Director, Macroeconomic and Fiscal Policy Minister of Finance
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Treasury Report: Macroeconomic Effects of Housing Market

Purpose of Report

1. You recently requested a report on the macroeconomic effects of housing. This report
draws together material to inform you about the different drivers influencing hou
prices and the transmission mechanism of house prices th@ economy Wi

N

particular focus on interest rates and the exchange rate.

Analysis

2.  The housing market can have three inter-rel
price cycles can materially influence econ
rate through its impact on consumption ant
cycles can also incentivise banks an S

housing market, increasing risks to4i

e@/effe /ts on the macroeconomy. House

s, interest r a\e\\S\ i the exchange
ment de sKhs JLarge house price

stability when house
se price cycles have welfare effects by
ﬁ@@gwu\%es primarily on the first

3.  House prices have almos {dpgq(smtently rls’?{(@l:% early 2000s. In this context, we
examine the drivers behi e increase i se prices and the channels through
npa erall demz economy. We also examine
macroeconomlc/ejte ofa fall in §Q r{c s under two alternative scenarios: a fall in
net arrivals of permanén long-te %arﬁs and a fall in global house prices as a

proxy for tight nrn&gbbal I|qu'd<kw> ions. The links between house prices,
|liabilit

househ & bilities are also discussed.
N

ast’house p e< was exceptional in scale and length in New Zealand. Real
IS€ prices @d{%&ﬁ CPl inflation) increased rapidly (90 percent) between 2000
2007, and the-appreciation lasted for six and a half years — more than in any of the
previous es. After a temporary dip due to the Global Financial Crisis (GFC), the
ice cycle that began at the end of 2011 is still ongoing. The
introduction.of macro-prudential, monetary and housing supply measures from the last
que f 3 have moderated the high growth in real house prices and contained the
app‘r n in the current cycle below the intensity of the upturns in the 1990s and in
he \arly 2000s (Figures 1 and 2). Nonetheless, house prices continue to remain high
reIaH\/e to the historical average since 1980."

! Notably, house price increases in some regions (Auckland during 2000-2007 and in both Auckland
and Christchurch after 2010) were far more pronounced compared to in the other regions mainly due
to shocks (net migration in Auckland and earthquakes in Christchurch).
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Figure 1: Index of real house prices Figure 2: Real house price cycles
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7 N\
House price drivers @ \\\\/‘
D) 2

Rising incomes and increasing bo % acity of ho
housing demand since the late 1980s — / N N

N

@J of house p

The average/level o
) ruc}“ural and cyclical factors have been

25 years. Household income growth, falling

ave been found to be among the key

Structural Drivers

ds/ have been pushing up

twice the long-term a
pushing up houseé price

interest rates and financial deregulatic
structural dri i mand a

ice wazs equal to the long-term average
use prices over 2014 was more than

6. growing strongly alongside a steady rise in household
disp raging 5 percent per year) since 1994. Growing incomes tend
_toimg bility. However, an empirical study based on an affordability
di)e found pe— use prices to be growing faster than household incomes
iggs and Ng(Z@Q ~ Over and above the income factor, the study found that the fall
in mortg s since the late 1980s increased the ‘borrowing capacity’ of
house elped them to finance housing purchases at prices that exceeded the

resu

growthyi irincomes. A decline in CPl inflation since the late 1980s reinforced the
inc%n orrowing capacity as effective mortgage rates reached a low by 2004.

the study suggested that the increase in household income accounted for
ag%u ghalf of the increase in the trend house price to household income ratio between
1 =7

The

7-and 2008. The other half was accounted for by the fall in mortgage interest rates.

7. Other structural factors that also seemed to be secularly pushing up housing demand
since the late 1980s include increased households’ access to credit following financial
deregulation, a higher propensity to borrow on the part of households and a steady
population growth (averaging one percent per year since 1991). Banks increased the
standard term for a table mortgage from 25 to 30 years and also offered interest only

mortgage loans. These developments helped in expanding the borrowing capacity

of

households. Furthermore, the long-term trend of a falling persons-per-household ratio

also led to a rise in house price-to-income ratio because the average household
income has fallen with fewer income earners per household. Accordingly, housing

credit increased, and the share of mortgage payments in household income reached its

peak by 2007. Increased incomes, and the greater availability and cheaper cost of

T2015/226 : Macroeconomic Effects of Housing Market
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credit have acted as structural drivers pushing up housing demand and trend house
prices (Figures 3 and 4).

Figure 3: House prices and housing | Figure 4: House prices, income and
demand determinants mortgage payments
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Rising land prices and residential constructi ices have been h/ng up costs of housing
supply particularly since early 20003% %\ >

8.  Land prices have been grow%vef time in % nd, reflecting a sustained
shortage of re3|dent|al eg\gr\s particular @\pl where the populatlon wants to
Ilve ReS|dent|aI secfi )and constr prfces have been growmg strongly
(em\?\ is is evidenced by the rise in the
Wh|ch has been higher than the other

rences (bespoke/tailored houses) (NZIER,
the construction sector has been weak since

stry, and consumer preferences for individualised
leasing constraints on land availability and increasing
n sector can help in limiting escalations in the costs of
(Glaeser, Gyourko and Saiz, 2008).

Fi@ure 5: P@ej)h&ces of land and | Figure 6: Implicit GDP deflators for
houses construction groups
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Cyclical Drivers

9.  The affordability model-based study discussed above (see paragraph 6) found the
actual value of house prices to be around 20 percent higher than the estimated trend
level in 2008. The estimated short-run equation in the study indicated that the gap

T2015/226 : Macroeconomic Effects of Housing Market Page 6
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11.

12.
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between the actual house price level and the trend value was slow to close, thereby
suggesting that house price cycles — once they get underway — tend to be large and
long lasting. A large proportion of house price inflation in one quarter was found to
carry forward into the next suggesting that past house price inflation played a
significant role in shaping household expectations of future house price inflation. Other
factors accounting for the cyclical variation in house prices as per the study included
changes in population due to migration, housing credit cycles and the responsiveness
of housing supply.

Access to ample global liquidity contributed to housing credit and house price cycles in
New Zealand

>
New Zealand’s house price cycles during the last dec nised witk mllar

house price cycles experienced in other advanced ec he OECD- ies
experienced unprecedented house prices cycles in 0 magnltude W& duration.
More than half of a sample of 18 OECD countries experienced ho rice.increases

of more than 100 percent between 1995 and @74Andre 2010). “After a modest
correction during the GFC, house prices h i i
these countries. While growing househol

growth played a key role in amplifyin
unprecedented levels in all these e

drove ho sé\bjl es, strong credit
emand
%s (financial

The global factors contributing i ‘h sing credi g@wﬂj included a ‘glut’ of savings
supplied to world credit mar% ian and oil ting nations, the US-led low
world interest rates, rapid gro m/ﬁnanmal inn and progressive relaxation of
credit standards by ba 7TNQe Northernigr%sh e (Briggs and Ng, op cit). While
C %i@ned sound, growth-in-teal house prices remained more
pronounced than t : average uQng ouse price cycle prior to the GFC
; — )
(Figure 7). ‘/c ///,\ \\ - )

Figure 7: ReékHeL@e/Prlces - N@»@e\aland versus OECD countries

annualc )

1998 2000 2002 2004 2006 2008 2010 2012

= == Australia New Zealand Total OECD = == United States

* Nominal house prices deflated by private consumption deflator
Source: OECD Economic Outlook (Volume 2014, Issue 2), November 2014

Surplus global liquidity spilled over into New Zealand, which eased credit conditions
and acted as a major driver of sharp house price increases during 2000-2007. Figures
8 and 9 proxy surplus global liquidity through global house prices and show how New

T2015/226 : Macroeconomic Effects of Housing Market Page 7
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Zealand house prices caught up and exceeded the global house price boom during the
2000s after the economy recovered from the impacts of drought and the Asian
Financial Crisis during the late 1990s. The availability of foreign savings helped to fund
housing credit and drove house price booms beyond the levels that could be justified
from financial deregulation, lower interest rates and income growth. The borrowing
capacity of households increased significantly which encouraged some to ‘trade up’
their dwelling by buying a better quality and larger house. This added to housing
demand and lifted house prices (DPMC, 2008).

Figure 8: Global and New Zealand | Figure 9: Cont@@; to Housg/lé\«i%:e
House Prices and Net Migration Growth
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Migrant inflows has
oA
13. Increases in aTh > prices

es have also closely associated with permanent migrant inflows
eal ho prices declined during the late 1990s when there were
igrant d increased sharply during early 2000s alongside strong

with populatic r\gmw during the:
while housing demand has % llongside the steady growth rate in the populatlon

) )

14.%e results frémf on housing markets over 1962-2006 in New Zealand found
positive n einanent migration shocks to be associated with large increases in house
i Tt-‘ﬁarm (Coleman and Langdon-Lane, 2007). The study cautioned that
ated impact on house prices turned out to be larger than can be explained by

ocal residents were aIso increasing thelr housing demand owing to positive
éxpeci/atlons of future income growth. Further, strong migrant inflows may also be
destabilising agents’ expectations about the fundamental value of houses. Also, the
positive contribution of migration was particularly evident during the 1990-1997 and
2000-2008 episodes with the latter also being exacerbated by the surge in global
liquidity. These factors seemed to be magnifying the standard impact of migrant inflows
on house prices.

15. During the last couple of years, however, the impact of net migrant inflows on house
prices has been relatively muted. One possible explanation is that the net migrant
inflow position has increased more on account of fewer New Zealanders departing
overseas rather than arrivals of non-New Zealanders. Studies have found migrant
arrivals to have had bigger housing demand effects than departures (RBNZ, 2013). At
the same time, net migrant inflows have largely been concentrated amongst younger
age groups (less than 35 years) who tend to be less ‘capital rich’. Overall, this has

T2015/226 : Macroeconomic Effects of Housing Market Page 8
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likely to have resulted in a weaker impact on housing demand than has been observed
historically.

Slow housing supply response to rising housing demand has led to large house price
cycles

16. Housing supply typically responds to unexpected changes in housing demand with a
lag because it takes time for land to be rezoned under district plans, housing consents
to be approved, and the right mix of land, materials and labour to be assembled for
construction. While the average growth in dwelling stock per year (1.3 percent

matched the average growth in population (1.1 percent) an average grow the
number of households (1.3 percent) over 1994-2014, hous y has re r

changes in housing demand with a lag which resulted in pha under- s
(under-supply) and over-shooting (over-supply) of growth in'the dwellin sto%k eLatlve
to the projected growth in the number of househol hort term ( \we 1}) ). The

he's
growth in dwelling stock has been lower than the p growth %h)% ber of
le

households based on population estimates si C@‘ZOOS which ha arge increases
0 ~es/compared%$n g consents
particularly durlng mld 2000s could have n added |nthB

house prices
Figure 11 -
" ! Q\ ) %

Figure 10: Growth rates i \p%’[& Figure 1 ‘:“Sgeuee/sales and consents
dwellings and households % h

” Over-supply — %ﬁ\%\WW

A~ %\x{ gl

~
o

-
wn

N ;jg 1 ~

5 AL/
60
40
20

-
o

\

Under-supply \\7 \>7
~

alincrease (% of initial stock)

205
<

0 +——r—T—TTTT—T"—T"—"T"—T"—T"—T"T"T"—"T—T—T"—T"T—T7
0.0 —— T — T} —T—T
9931995 1999 2001 20032 2007 2009 \2311 2013 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013
Nu ercfprivatedwelliegS\~\x umber of households ====House consents === House sales
_Source: Statistics New Zealand Sources: Statistics New Zealand, REINZ
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Expected %‘f@house prices pushed up housing demand
17. Exp

owth in house prices could have been pushing up housing demand in the
Wtries (André op cit). Home buyers in these countries have been primarily
enced by motives of owning a house, saving on rental payments and avoiding
%:5 riced out of the market rather than the prospects of capital gains. In New
land, the landlords have been investing in property eyeing benefits of capital gain,
regular income stream, retirement investment/income, tax advantage and owning rental
property for paying off mortgage payments from rental receipts (DPMC, op cit).

18. Notably, house price expectations have been found to be backward looking as
suggested by an empirical study which found that expected growth in house prices has
been driven by the past three-year average increase in house prices in New Zealand
(Grimes and Hyland, op cif). This suggested that expectations of future house price
growth may have played a role in sustaining housing demand and the house price
boom during 2004 to 2007 when mortgage interest rates increased. Moderating the
house price cycle through policy intervention during that period could have anchored
the agents’ expectations about future growth in house prices.

T2015/226 : Macroeconomic Effects of Housing Market Page 9
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Interaction between housing supply and housing demand

19.

Housing supply and housing demand dynamics have been formally captured by a New
Zealand Regional Housing Model (NRHM) used by Motu to model the interactions
between housing supply, housing demand, land prices and rents across all the local
territories of New Zealand over 1990-2011(Grimes and Hyland, 2013)? (See Figure 12
for the determinants of the four housing market variables and the directions of their
influences identified in the model). The model’s overarching conclusion was that
housing markets have been slow to adjust, such that exogenous shocks have had.very
long lasting effects. The model found that an increase in population owing to

migration surge during 2000-2006 led to a prolonged period-of ¢ reé o
prices (house, land and rents), which continued until the.dv g stock had‘ adjust“ed to
at'it took eig rs for

restore dwellings per capita. The model estimates showed |
housing supply to catch-up with demand, and till thattime house prices }W ined
higher than their control (counterfactual) level. —~ e\?

~
—

ard pres

Figure 12: Determinants of housing marke%iqét@‘ré NN

)
SOES I
=) ILH ési\n%f\}hand

(orr%’\ use/prices) —— Regional

Dwelling stock T \\ economic activity
R ) per capita
(7 4(?\)\ SF ~

| Populationl Cr_eﬁ&h — Userc apit Accommodation
restrictio s | (net °f X E@t supplement for
in eQS own home
"'Ces owners
— ‘\ \ \ )
V) =
(T > \smsé/upplv &Q|
— d elling stock) \ Interestrates
Ccfsfruct(\n / ( )\
Costs B\ + \
8 /,< \7/ 0
\1_} _ House prices
. ot prices \\\(Z>redit restrictions

Ill.Lot prices w
House prices

T (+) Nf)

Development Finance
\ / contributions contributions
AN Construction
costs
/ B \\ (+) 1V. Rental
\\\\ P J Yields
~— Accommodation (+) \t)
supplement for
renters Interest rates Expectedincrease
in house prices

2 As per the model, (i) housing demand increases when per capita dwelling stock and interest rate
(adjusted for capital gains) decrease and accommodation supplement and per capita regional income
increase. Based on profitability considerations, (i) new construction supply responds positively to
increasing house prices, but is negatively affected by rises in residential lot prices, (iii) residential lot
prices increase with increases in farm prices, development contributions paid to local council, house
prices and population pressures on land, and rents are determined such that rental yield (ratio to rents
to house prices) equals financial market yield adjusted for expected capital gains on rental property.
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House prices fell during 2008 and 2009 driven by tight global liquidity and credit
restrictions. The results from Motu's regional housing model study showed that credit
restrictions implemented by banks after the global financial crisis in 2008 reduced
housing demand and house prices, but the fall in house prices was found to be
temporary as a lower availability of credit to builders reduced housing supply and
raised house prices again after a period of four years.

House prices resumed their growth from 2012 reflecting a strong increase in housing
demand particularly in Auckland on account of large migrant inflows and historically low
interest rates. The shortage in housing supply in Christchurch following the
earthquakes also fuelled house price growth. The impositio speed limit on
loan-to-value restrictions (LVR) on housing credit from b tary tighten ng
increases in housing supply worked in slowing down h growth ov r\2(l1>4
despite record increases in migrant inflows. The Re nk of New Zealai
(RBNZ) exempted new construction loans from th

n hou

restrictions; Which | helped
to reduce the adverse impacts of the restrictions- g suppl v&

o) ,
House price inflation (from 9.4% to 5.0%) m{; credit groﬁ@ rom 5.8% to
4.7%) have eased between September 2 eptember 14, 'and have now
moved closer to the average growth rate in ehold incon 44,0%) over the past
five years. The RBNZ, however, h %@ ) to continue wi hlgh LVR restrictions
in light of the continued strong in S i ease in mortgage interest
rates and continued lag in the 1se-of housin pp /1o demand, par’ucularly in
Auckland (RBNZ, 2014). Giv oing shor i using supply, house price
inflation is likely to increase a pﬂr’ucularly d. The RBNZ would continue

to monitor the growth i ncial capacity of the households,
which is related to gr

elated with economic cycles in New Zealand.
Gro h in house prices peake 2003 and troughed in 2008, slightly ahead of the
r omic gro n and downturn in 2005 and 2010 respectively (Figure

ansm|ss ing market disturbances to the broader economy has
Qbe ject to gbe(te with empirical literature identifying three possible
hacmels /*

\nsw(g house prices appreciate the value of housing assets and
s to increase consumption as they feel wealthier,

Wealth e
lead h

L/q%f cts: rising housing wealth eases liquidity constraints and enables
hom?\ ners to withdraw their housing equity to consume more (or reinvest in
, and

Investment effects: rising house prices relative to costs of building houses
boost profitability prospects on construction activity and lead to higher
residential investment.
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Figure 13: House Prices and Gross National Expenditure
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7

on private consumption throug and liqui it%cl’lgnnels (Girouard and
Blondal, 2001). The Supple bilisatior<| ents report in 2006 (prepared
by the Reserve Bank of New \Fapa and the Tr as concluded that house price
increases and expectations of future increases, rred alongside a rise in private
consumption which sug é@ | the importa ce of weéalth and liquidity effects in New
Zealand. The increa 6 ouse prices during the last decade seemed to have
effectively eased credit constraints allowing households to withdraw housing equity to
increase their cqﬁﬁ,u@g on (Brig —Recent thinking has been somewhat
sceptical ab ugh%ﬁdteriality of t lth effects.

S
24. In a study of OECD countries, risi g%u% rices were fo to have significant effects
I é': a

t house prices are anchored to the growth of rents
etric, house prices remained significantly
>d between 2 and, 2008 (Figures 14 and 15). IMF estimates that took into
ographics and interest rates suggested an overvaluation of 15-25
_percentin New land’s House prices (Igan and Loungani, 2010). Despite significantly
Qgﬁgyalued h}zwg%a , recent studies have found little evidence to suggest sustained
cts from i@'je(h se prices on household consumption through the wealth
channel a \m,,abrfb level. While increase in house prices may positively impact an
individual’s-¢ mption, wealth effects across households tend to cancel each other
et effect on aggregate wealth of household sector as a whole could be

25. Presen

T2015/226 : Macroeconomic Effects of Housing Market Page 12

IN-CONFIDENCE



IN-CONFIDENCE

Figure 14: House prices-to-rent ratio

Figure 15: House prices growth and rental
ields
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the impact on
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prices may hav%b& Tipacting a
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Regardless of the relative importance of the different channels, the exaggerated
increases in house prices prior to 2008 seemed to have accentuated overall demand
pressures thereby keeping interest rates and the exchange rate at levels higher than
they would have been otherwise (DPMC, 2008). Lower interest rates, compared with
New Zealand’s historical experience, particularly from 2001 to 2004 contributed to lifts
in house prices. In turn, higher house prices encouraged household spending and
additional construction that lifted inflationary pressures and eventually led to higher
interest rates during 2004-2007. This put upward pressures on the exchange rate.

have been found to be stronger compared to indirect effects through house pricée

Direct impacts of housing supply and housing demand drivers on aggregate d&

The nature of the influence of house prices on the busing ge\ h

underlying housing supply and housing demand driv he total j éc\ the

underlying housing market drivers includes their di S on aggr ‘a@é‘gﬁr’hand

alongside the indirect channel through house prices. instance, a.more responsive
ices but contribut s%@%/ (o)

depends 6nt
ct

housing supply reduces pressures on house S |
aggregate demand pressures through high Is of domestic residential investment.
In a similar vein, shocks from higher migr. ase aggre/g%’fj}l and directly
through consumption alongside indirectin ug s (i.e., risi \h\ uﬁg demand and
house prices). Apart from demand ef@i ation al s@g\r@ufes to higher labour

supply.

In an internal Treasury modelli in 011 we had examined the
direct and indirect macroeco icimpacts in lﬁ‘%% o indicative scenarios,
namely, (a) of a more responsiv ‘housing s p% crease in the elasticity of
housing supply by 0.5 e@%}age points vis<a-vis-house prices) and (b) a reduction in
peak migrant inflow. ;000 at the hei 'h6using cycle) using the New Zealand
Treasury model. Th showed that the direct impacts of these shocks on
domestic demar(d; ronger t indirect effects through house prices.

Under the firgt\s;fef%arl/os, an i &e} ousing supply and improved productivity in

the con ion sector wer d-to-reduce non-tradable inflation, lower interest rates

and increa ate consumpti irectly relative to the baseline. This positive effect

on pfivate sumptionwas found to be stronger than the negative effect arising from
of hou \%;@d housing wealth as housing supply increases.

Se p|
aﬁi@ acton the demand side, namely, consumption, the interest

e-supply side in t

in te of increases in land supply boosting construction productivity
d long-r g{@wi/h

%e; ate,cwas found to be marginal compared to the overall impact on

Under{( C scenario®, a lower net migration peak was found to drive down

do ic and directly through lower levels of residential investment and private
cons tion demand on account of fewer domestic consumers and indirectly through
\é«req\up n in housing demand, housing wealth and house prices. Again the direct
éﬁpe{&‘on domestic demand were found to be stronger than the indirect effects.

% In this scenario, we modelled the immediate effects of a 3.5 percent increase in house prices by
considering that in response the elasticity of supply of housing goes up by 0.5 percentage point for
one percentage point increase in house prices. The increase in supply responsiveness increased
housing construction by 1.75 percent relative to the baseline. The extra housing output was assumed
to come from higher productivity rather than extra resources, which reduced non-tradable inflation.
The policy rate was estimated to be lower by around 25 basis points, which eased pressure on the
exchange rate. The increase in housing supply was estimated to reduce house prices by 1.6 percent
below the baseline.

* In this scenario, we assumed a reduction in peak inflows by about 10 percent of net migration at the
height of the housing cycle. This assumed that overall net migration remained unchanged but with less
migrants arriving at the peak of the cycle. A lower peak in net migration reduced residential investment
and consumption demand due to lower population growth, with the policy rate estimated to decrease
by 30 basis points.
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Notably, in this scenario overall net migration was kept unchanged although the peak
level was reduced. This implied no change on potential growth as labour supply
remained the same as in the base case.

30. The results show that in principle migration policy settings that reduce the cyclicality of
net migration inflows could produce wider benefits on macroeconomic stability by
reducing both the direct and indirect influences on aggregate demand. While flows of
New Zealanders across the border are not amenable to policy influence, more material
improvement could be achieved by avoiding abrupt changes in policy strategy that lead
to a simultaneous increase in permanent residency, student visas and temporary

building regulations) will be important for boosting ¢ ]
long-term growth. Overall, policies aimed at damp%
would help in keeping interest rates and the exchange
competitiveness of the tradable sector in the C@nhmy.
Effect of house price falls

31. Continued high level of house price ﬂ@?‘Zealand p the economy if
ocks. The impact of a

house prices were to fall sharply due-t al or domes
house price fall is dependent t -extent on what causes the change. In general,
e

we would expect demand press verse th h.thé same channels in the event
of a house price correction. initial mod in ests two scenarios: a fall in net
arrivals of permanent and long-term migrants, a rop in global house prices as a
proxy for tightening glo a(k@eqit conditions. Our model results are still preliminary and
subject to a large o@ incertainty” but s¢ to corroborate the underlying

on discussed in. ry existing literature.

and long-term migrants in a year

32. Inthis s¢ e found t% of 50,000 net arrivals of permanent and long-term
ants in a’year (ignoring co sitional effects) was associated with a decrease in
ic demand thr weaker consumption and more prominently through a fall in
al'investment by the end of the first year. As a result, real GDP was found to
“be >t in comparison to the baseline. The OCR was estimated to be about 30 basis
G oints lower b)ﬁ%& f the first year in response to weaker inflationary pressures,
ich drove d@mm exchange rate. Our house price model found that the fall in
migrant inflows was’associated with a significantly lower house price level relative to
the baseli his could be reflective of the impact of other drivers of house prices (as

sug%g Coleman and Langdon-Lane, 2007).
/Sgef\) riotwo — Tight global credit conditions
\\‘7//‘ . . . . g

33. Inthis scenario, we looked at the impact of tight global credit conditions on New
Zealand’s house prices. Global house prices act as a close proxy of global liquidity
conditions. Tighter global liquidity drives down global house prices and tend to increase
capital outflows from New Zealand thereby tightening domestic liquidity, which in turn
drives down domestic house prices. Accordingly, the results from our housing model
showed that domestic house prices fell in response to a fall in global house prices,

though the magnitude of the fall was found to be lower than the fall in global house
prices.
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Financial stability

34.

35.

House prices, household debt and a build up of net foreign liabilities

Household debt has increased in New Zealand with the rise in house prices since the
early 2000s primarily because of two factors. First, household borrowing has increased
as buyers tend to need larger mortgages to buy houses when house prices rise.
Second, house price growth also increases the borrowing capacity of existing
homeowners owing to the rapid accumulation of household wealth. Household net
wealth more than doubled over the period from 2000 to 2007, with the share of h%sing

therein rising from 82 percent to 97 percent. Banks eased lending standards d the
housing boom years which further added to the actual borro apacity of

h or's debt
as a share of nominal disposable i mcome rose from ‘ over
the period from 2002Q1 to 2007Q4. After the GF € g\fpercent

in 2012Q1 but increased thereafter to reach 156 ¢

of housing loans in GDP increased sharp e 09 and led to a fall in

[ i ' neof the major drivers of
New Zealand’s high level of net external liabiliti igures 17 and 18). The ratio of
housing loans in GDP has com - af b& ading to an increase in net
financial wealth of the house % improved after 2009.
Nevertheless, elevated hous%d/d bt and t levels continue to pose risks
to macroeconomic and fi C|aI stability p from sharp corrections in house
prices (André, 2011). <

Figure 17: Housing hous/@g re 18: Net International Investment
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Concludlng remarks

36.

We find that high house prices in New Zealand have been driven by both structural and
cyclical factors. The trend level of house prices has been growing alongside rising
incomes and increasing borrowing capacity since the 1980s. This suggests that house
prices may remain higher than the long-term historical average even after they revert to
their trend growth. We also find that cyclical drivers such as migrant inflows, global
surplus liquidity and easy domestic credit conditions, and expected future growth in
house prices alongside a slow catch-up of housing supply to housing demand
contributed to pronounced upturns in house prices. The housing stock has been
growing at a lower rate in comparison to the number of households since 2003. This
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has been increasing the shortfall of housing supply which has kept house prices at high
levels, particularly in Auckland.

37. Housing market disturbances which increase house prices have been found to transmit
to the broader economy more prominently through an increase in residential
investment (investment channel) rather than through the wealth and liquidity channels.
In this context, it could be useful to track productivity in the construction sector. An
increase in productivity in the construction sector would help restrain pressures on
aggregate demand while also boosting long-term economic growth.
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