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Eurozone House Prices and the ECB

ECB President Trichet hinted strongly that the ECB
will next raise rates by 25 basis points in June, which
follows 25bps rises in December and March.

Our analysis of the ECB’s outlook for economic growth
and inflation suggests a further 25bs rise in the
September quarter and then the ECB pauses at 3%.

However, the market is pricing in further rises to
around 3%% by the end of 2007. The case for such
rises can be built on monetary, credit, and house price
growth, and the ECB may raise rates further in 2007.
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Some commentators and presumably some within the
ECB are concerned that monetary and credit growth
will still be too high, even after the rate rises we
expect. This could affect financial system and price
stability if conditions worsened in future.

They see the potential for this to generate a damaging
‘boom-bust’ cycle in the housing market.

Central banks can react to such concerns through a
number of means. The ECB has expressed a
preference for raising rates higher than might
otherwise be required, to ‘lean against the wind’ —
i.e. pay the price of slightly lower output in the short
term, rather than risk a bust further down the track.

The monetary pillar of the ECB’s policy deliberations
provides it with an advantage in dealing with these
concerns, and provides us with a useful guide to the
ECB’s likely actions.

We estimate that they will have to lift rates to
3.75-4% if they want to slow M3 growth to the ECB’s
reference rate of 4.5%.

Determining whether a housing bubble
exists is extremely difficult.

House price growth has accelerated consistently for
several years, and according to the ECB, it reached
7.7% over the year to the first half of 2005. This is not
that fast compared with the rates recorded at times in
other markets — such as the UK, Australia and NZ —
but it is the highest rate recorded in the Eurozone
since the first half of 1991 (when ECB data began).

Chart 2: Eurozone house price growth
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Even so, it’s still not clear that this represents any
cause for concern. Any asset value (and its growth
rate) needs to be compared to the future stream of
income (growth) — rental or household income in terms
of housing.

Calculations, based chiefly on the Bank of International
Settlements database, suggest that the Eurozone
average house price ratio to per capita disposable
income since to 1975 is 10.1, whereas the ratio in the
second half of 2005 was 10.4 — only a small change.

There are several other factors that should also be
considered — assessing housing prices is extremely
difficult. Most of these factors were discussed in an
ECB article in the February 2006 Bulletin and it didn’t
really present a case for immediate concern either.

The ECB was only able to surmise that there are
‘tentative signs of a growing risk of overvaluation in
some regions of the euro area. This calls for a close
monitoring of house price developments’.

Take note: ‘some regions of the euro area’.
Commentatotrs have expressed concern over very large
rates of house price growth in some member nations,
such as Spain and France. However, other nations,
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including Germany, have recorded very slow rates of
house price growth.

This may be put down to convergence: brought about
by the free flow of capital, economic integration, some
greater convergence in income levels and the absolute
convergence to low levels in interest rates. Such large
differences will disappate when this process of
convergence is completed.

At any rate, the ECB cannot control for developments

in member nations, just as the Federal Reserve cannot
concern itself with the different states within the USA
— they must look at the overall economy.

Chart 3: Spanish and French house price growth
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One argument that may hold was presented recently
by Daniel Gros of the Centre for European Policy
Studies in a working document (No. 239/Feb 2006).

He showed that the Eurozone aggregate index of real
housing prices has risen almost as much as that of the
US and is about 40% above its 30-year average.

Many commentators have recently suggested that
there are risks around the US housing market and
therefore the outlook for the US economy. Caveats
abound, but this chart does suggest that those
concerns may also be valid for the Eurozone.

Chart 4: Real US and Eurozone house price levels
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The ECB is concerned that they're
nourishing house price growth.

We do not know the counterfactual — what growth and
inflation would have been without such an
accommodative setting — but we estimate that the
ECB’s monetary policy rate has been around one
percentage point (pps) lower than the Taylor rule over
the past 4%2 years.

Chart 5: Taylor rule
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The ECB had been keeping rates abnormally low as a
kind of insurance against the risk of recession. That
risk is now far lower, with world growth remaining
solid and recent partials and business surveys from the
Eurozone all strong.

Such excessive accommodation has helped feed very
strong monetary and credit growth. The ECB have
previously assessed that M3 growth of 4%2% is
consistent with stable inflation over the medium to
long term. However, M3 growth reached 83%% over the
year by March 2006.

Chart 6: Monetary and credit growth
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Adding to the concern, credit to the private sector has
accelerated, growing by almost 10% over the past year.
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It would appear that this acceleration has been largely
driven by credit to households for house purchases up
by over 12% over the year to December, compared with
just over 10% a year prior.

Trichet has made reference to this as a concern: ‘the
growth of borrowing — especially mortgage loans —
remains very robust. In this context, price dynamics in
a number of housing markets need to be monitored
closely’®. Clearly, this credit growth is directly linked
to the growth in house prices.

Chart 7: Household credit growth
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Further to this assessment, Trichet has stated that
‘empirical evidence confirms the link between money
and credit developments and asset price booms.’*

Trichet went on to state that ‘a comprehensive
monetary analysis will detect those risks to medium
and long-run price stability. The fact that the ECB’s
monetary policy strategy has this property is, in my
view, a significant advantage in light of the current
challenges facing modern central banks.’*

The ECB will therefore bring rates back
to ‘normal’, and may even choose to
lean against the wind'.

In this light we should go back to looking at the ECB’s
conduct in terms of monetary aggregates and credit
growth to determine how they’ll deal with any
concerns regarding house prices.

At the very least, the ECB should to ‘normalise’ rates
— i.e. remove the excess accommodation from the
current stance of monetary policy, shown in Chart 5.

Trichet hinted strongly that the ECB would next raise

rates by another 25bps in June. We expect a further

25bps rise in the September quarter and then the ECB
to pause at 3% till the year’s end.
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However, they may choose to target M3 growth itself.
We estimate that the ECB will have to raise rates to
3.75-4% to pull M3 growth back down to the reference
rate of 4.5% — roughly speaking (and it’s not strictly
linear), a 1pp rate rise lowers M3 growth by 2pps.

It seems that this would be the way the ECB will justify
any rate rises above 3%, which may occur in 2007.

Removing the accommodation from policy, and going
further to removing accommodation of monetary and
credit growth is the first step in the policy of ‘leaning
against the wind’.

Central banks can react to asset price concerns in a
number of ways. There is the orthodox view of
assigning no special role for asset prices, targeting
asset prices, pricking asset bubbles, or, in the case of
the ECB, ‘leaning against the wind’. This is the
approach they have specifically endorsed in speeches
and research papers:

‘The leaning against the wind principle describes a
tendency to cautiously raise interest rates even beyond
the level necessary to maintain price stability over the
short to medium term when a potentially detrimental
asset price boom is identified.’*

‘The central bank conducts a slightly tighter policy in
order to better ensure price stability over extended
horizons by possibly containing the future growth of
the bubble - or at least not to accommodate it - than it
would otherwise if confronted with a similar
macroeconomic outlook under more normal market
conditions. By doing so, the central bank would
tolerate being significantly below its definition of price
stability. This behaviour has been compared to buying
insurance against a potentially harmful asset boom-
bust cycle, where the insurance premium to be paid is
some additional tightening leading to a lower level of
inflation than would be required by the monetary
policy strategy.’*

However, explicit or aggressive ‘leaning against the
wind’ is unlikely. Trichet stated that ‘while such a
policy is compelling in many theoretical aspects, in
practice it is likely that the circumstances in which a
policy-maker will embark with confidence upon an
explicit leaning against the wind policy will occur
rarely.”*

*Speech by ECB President Jean-Claude Trichet: Asset price
bubbles and monetary policy (08/06/2005)
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