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The higher house prices climb, the more they are likely to fall 
	

	

	

	


“THERE is more chance of finding Elvis on the moon than there is of a house-price crash next year.” John Wriglesworth, an economist at Hometrack, a British property-data firm, recently summed up the mood of housing experts not just in Britain but in many other countries as well. House prices' continued climb—despite a stockmarket crash, a global economic slowdown and a war—has strengthened confidence that they can only keep rising.
Since The Economist launched its global house-price indicators early last year, we have drawn attention to rapid rises in house prices in several countries. In the past five years, real house prices have increased at average annual rates of 8-12% in Australia, Britain, Ireland, the Netherlands and Spain (see chart 1). In comparison, America's 4% average annual gain may seem modest. Yet this is America's biggest real increase since records began. It also conceals bigger increases in many cities. In San Francisco and Boston real prices have risen by 10% a year.
In all six economies the ratio of house prices to average earnings is at record levels, much higher than its average level during 1975-2002 (see chart 2). In other words, these markets look distinctly bubbly. House prices continue to rise, except in the Netherlands, where they have recently levelled off. 
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Rapid price rises are not by themselves proof of a bubble. Robert Shiller, an economist at Yale University (and one of the few Americans to have seen the stockmarket bubble for what it was) reckons that the best test of a bubble is whether home purchases are motivated by expectations of future price increases: ie, buyers view a home not merely as a roof over their head, but as an easy way to make money.
Mr Shiller and Karl Case of Wellesley College have conducted a survey* this year of home buyers in four American cities: San Francisco, Los Angeles and Boston, where prices have surged in recent years; and Milwaukee, where price increases have been modest, as a control against which to compare the others. The vast majority of buyers said the expectation that prices would rise was a prime consideration in their purchase of a house. When they were asked how much they expected house prices to rise over the next ten years, the startling answer was an annual average of 13-16% in Los Angeles, San Francisco and Boston. The authors conclude that house prices in these cities look bubbly. 
In other countries, too, many people bruised by losses in the stockmarket or who no longer trust their pension schemes to support them in retirement have come to view housing as the best investment. In Australia thousands have flocked to property-investment seminars promising “get rich quick” schemes. According to a survey by Mintel, a market-research firm, 39% of Britons think that investing in bricks and mortar is now the best way to save for old age, by either buying-to-let or purchasing a bigger home and trading down when they retire. Only 27% favour company pensions. 
Looking at the past ten years' returns, this may seem wise. But over longer periods pension funds (mainly invested in shares) have outperformed property. According to Sabina Kalyan of Capital Economics, a research company, over the past 70 years British equities have yielded a real annual post-tax return of 4.5%, while investment in housing (for rental) has incurred a loss of 3.7%.
Worse, the sums behind buying-to-let look increasingly dodgy. While house prices have soared, rents have been fairly flat or have even fallen. In America, Britain and Spain the average net rental yield after maintenance and letting costs has dropped to 3-4%. This is less than mortgage rates, so many landlords are not covering their costs. No problem, retort many: we will make our profit from capital gains. This sounds ominously like an echo of the dotcom bubble, when it was argued that the old link between share prices and profits no longer mattered.
The hottest buy-to-let market is in Australia, where investors now account for 40% of all new mortgages. As the supply of property to let has risen, rents have tumbled. Shane Oliver, an economist at AMP Henderson in Sydney, calculates that net rental yields are now only about 1%. There are already signs that the market is reaching its limit: this week a leading property-investment seminar business, run by one Henry Kaye, collapsed. Australians paid an average of A$15,000 ($11,000) to attend Mr Kaye's sessions, which he claimed would turn them into millionaires.
When rates rise...
Even owner-occupiers may be uncomfortable if interest rates rise. Although a return to the double-digit mortgage rates of the late 1980s and early 1990s looks unlikely, debt is today much higher, in relation to income, than it was then, so small changes in interest rates will have a bigger impact on household budgets. 
Despite low interest rates, households' mortgage payments (including debt repayment) are already close to record highs as a percentage of disposable income in America and Australia. So even a small rise in interest rates could quickly cause some pain. Simon Rubinsohn of Gerrard, a fund-management firm, estimates that in Britain mortgage payments currently amount to 12% of household income. If interest rates rise to 5%, as the market expects, this figure will rise to 14%. A rate of 6.5% would take the mortgage burden back to its 1990 peak of 15.5%. First-time buyers are already being squeezed out of the British market: the average deposit required of a first-timer has risen from 28% of annual income in 1997 to 80% this year.
House prices look unsustainable in Australia, Britain, Ireland, the Netherlands, Spain and large parts of America. But the existence of a bubble does not mean that a crash is imminent; prices could rise yet further, or they could deflate slowly. Still, one thing seems sure: given current valuations, those betting on further big gains in house prices will be disappointed. As for Elvis, he has been spotted house-hunting in London. Clearly a strong signal to sell.
