Economics

@ Standard Bank

4 May 2009

South Africa: Residential property report

House price growth: more of the same

What is the latest? After posting the lowest annual growth rate in 12
years in 2008 when a decrease of -0.3% in the median house price of
Standard Bank’s property book was reported, the first four months of
2009 confirmed that the property market remains in the doldrums. The
trend cycle of the April data confirmed that the weakness in the
property market is set to continue for longer. The smoothed rate
yielded growth of -2.5% compared to a year ago. The first three
months of 2009 showed no respite with an average decline of almost
2.5% compared to a year ago. In real terms, using our estimate of the
CPI in April to deflate the nominal house price, the decline in real
house prices comes to approximately 10.7%. The smoothed growth
rate of residential property prices for April 2009 shows that the value of
the median residential property financed by Standard Bank was
R565 000. Clearly, the overall state of the economy early in 2009 and
the medium-term outlook are such that a marked and quick

improvement in the housing market is decidedly unlikely.

As is well-known, estimating the increase is house prices is fraud with
difficulties. Monthly data tend to be very volatile and is being influenced
by the ongoing, policy induced, impact of the National Credit Act
(NCA), which effectively led to a tightening in lending criteria.
Furthermore, changes in the distribution of property prices lead to
formidable statistical problems. This was evident late in 2008 and
onwards when a decline in the number of middle- and lower-priced
properties processed was reported. This means that the proportion of
higher-priced properties making up the bank’s loan portfolio increased,
resulting in a higher median price (and growth rate) for these months.
These effects were further exacerbated by the stricter credit-granting
standards and the industry-wide loan-to-value (LTV) restrictions
implemented from the latter part of 2008, also ensuing in an upward
bias in the value of loans. Also, interest rate cuts in February, March
and April lead to higher loan amount that mortgage applicants qualify

for, ending up with higher median values for successful applicants.

What are the overall developments in the housing market? Growth
in Standard Bank’s residential median property price peaked in
October 2004. An important activating point in the house price cycle

occurred in mid-2006 when the upward phase of the interest rate cycle
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commenced. The 500 basis points increase in the repo rate between
mid-2006 and mid-2008 placed huge strain on the economy in general
and mortgage holders in particular. High levels of household debt, the
reduced affordability of housing, exacerbated by higher mortgage
rates, high food and fuel prices, a sharply slowing economy, and the
implementation of the NCA, led to a decline in the demand for
residential property and a significant temperance in house price growth
ensued.

LTV restrictions became binding constraints from November 2008
onwards as these restrictions reduced the ability of households to
access finance — thus leading to a sharp drop in the number of
mortgage applications. New lending criteria introduced towards the end
of 2008 reflect the general tightness in lending by credit-granting
institutions. It does appear that higher-income individuals generally
have greater capacity to react to more conservative lending practices,
which partially explains the increased turnover of more expensive
houses financed. This was reflected in the late 2008 and early 2009
data (including the April data) contained in Standard Bank’s property
book.
Figure 1: Standard Bank’s residential property loan book:
smoothed median price growth
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The macroeconomic backdrop remains bleak. The global financial
crisis gathered momentum in the latter part of 2008, impacting not only

on credit and financial markets, but also on the real economies. With



many countries experiencing recessionary conditions, it is clear that
South African exports will not remain untouched by these
developments, thus impacting on the wider South African economy.
The mining- and manufacturing sectors were particularly hard hit. The
international economic environment remains extraordinarily frail.
Nobody is sure yet where the global economy is heading, with the
industrialised world experiencing its worst recession in almost 80 years
and many emerging markets are on the brink of a recession. The
overall consensus seems to suggest that at best only the second half

of next year may see a meaningful improvement in global conditions.

The current weakness of the economy should not be taken lightly, as
recently emphasised by the Governor of the Reserve Bank and the
Minister of Finance. The last half of 2008 showed large swathes of
the economy under huge stress: economic growth practically came to
a standstill in the third quarter of the year and was in fact negative in
the final quarter of the year (-1.8% q/q seasonally adjusted and

annualised — s.a.a.).

Furthermore, a quick turnaround in economic fortunes is also not on
the cards. This sentiment finds support in a number of recent data
releases, including manufacturing production (down 15% y/y), mining
production (down 12.8% yly), wholesale trade (down 8.9% yly), real
retail trade (down 4.5% vyly), vehicle sales (down 30% yly) and
building plans approved (down 43% yl/y).

From a demand side perspective, equally worrying trends are
emerging. Real domestic expenditure declined by 3.9% g/q s.a.a. in
Q4 (+0.7% g/q s.a.a. in Q3); the result of a contraction in real
household expenditure of 2.7% q/q s.a.a. (-0.9% g/g s.a.a. in Q3) and
a slowdown in growth of real capital formation to only 3% g/q s.a.a.
from 7.3% g/g s.a.a. in the third quarter. Moreover, in real terms,
income growth contracted owing to a sharp decline in bonus
payments, operating hours, job layoffs and lower property income.
Worryingly, contraction in demand for durable and non-durable
goods, as well as for services, were reported. The more conservative
spending by households and a limited appetite for debt, though, has
brought the household debt-to-disposable income ratio down for 2008
from the high that was recorded in Q1 2008. Nonetheless, the ratio
remains at historically high levels (78.5% in Q1 2008 and 76.4% in Q4
2008). Consumers who had over-extended themselves during the low
interest rate environment now find themselves under severe financial
stress — an extended period of deleveraging will have to take place in
order to improve their balance sheets. Fortunately, the recent cuts in
the interest rates and a markedly slower accumulation of debt by
households will improve, albeit gradually, the financial health of

consumers.

As a further indication of the infirmity of consumers’ financial health,
data from the National Credit Regulator (NCR) is telling. Owing to the
still high debt affordability in the final quarter of last year (the debt
service cost-to-income ratio is at a nine-year peak of 11.7% in Q4 and
Q3 2008), the NCR reported that, of the credit active consumers
(17.56m in Q4 2008 compared to 17.53m in Q3 2008) in the economy,

58.4% were in good standing (compared to 59.5% in Q3 2008).
Furthermore, those with impaired records increased to 41.6% during
the period (from 40.5% in Q3 2008 and 39.6% in Q2 2008).

With consumer confidence at extremely low levels, the demand for
big-ticket items, including vehicles and housing, will remain
constrained by the deterioration in economic activity. Despite
consumer confidence edging up 1 index point in Q1 2009 from -4 in
Q4 2008, the rating of the appropriateness of the present time to buy

durable goods remained near four-year lows.

Some respite, however, is provided by lower inflation and a declining
interest rate cycle. According to the Reserve Bank, inflation is expected
to decline to 5.4% in Q4 2010. With the new schedule of monthly
meetings for the Monetary Policy Committee (MPC) and the decision
reached at the February, March and April meetings, the MPC has
indicated that Reserve Bank at the moment prefers active monetary
stimulus to support economic growth going forward. Another 150 basis
points cut is foreseen for the rest of the year. This will imply cumulative
cuts in the interest rate cycle of 500 basis points from the top of the
interest rate cycle, thus giving back the 500 basis points increase in the
interest rate during the upward phase of the cycle between mid-2006
and mid-2008. Hopefully, though, households experiencing financial
distress will use the opportunity provided by cuts in interest rates to
reduce debt levels rather than to accumulate new debt. Entering a
downward phase in the interest rate cycle does not imply an immediate
change in financial and economic conditions. The full impact of interest
rate cuts on economic growth could take as long as eighteen months.
Patience as far as the housing market is concerned, is therefore
required. Despite the positive news that a moderation in inflation
brings, inflation tend to be sticky in a downward direction. Further
sharp increases of the order of 33% in electricity tariffs are in the
pipeline for the next few years and potentially, interest rates. Of course,
interest rates will not remain low (or high), for ever. We anticipate the

first interest rate hike in the interest rate cycle in June next year.

What are the risks to the property market? Obviously, the health of
the housing market is a function of the overall state of the economy. It
is highly unlikely that a well-performing housing market can exist in a
deeply troubled economy. As noted earlier, the outlook for the
economy over the short term remains bleak. Statistics are still
reflecting a rising number of insolvencies and liquidations. Banks have
reported significant increases in bad debt. Households currently owe
banks an amazing R1.2 trillion, of which the greater part constitutes
mortgage advances. At the moment about a third of South Africans
with impaired credit records are more than three months in arrears.
Worrying, though, is that anecdotal evidence shows that people
approaching debt counsellors have on average twelve credit cards, far
higher than the national average of three cards. This implies that
conditions on this front may worsen substantially before an

improvement can be expected.

Outlook: The Standard Bank median house price index (smoothed)
decreased by 2.5% yly in April, following on average declines of almost



2.5% yly in the first three months of the year. Clearly, households find Standard Bank median house price growth data (smoothed*)

economic and financial conditions extremely challenging, while the
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tightening of lending criteria by financial institutions makes it more

difficult to access finance. Over the short term, economic conditions January 23.0 24.2 18.4 10.2 2.7 36
are expected to deteriorate further; however, positive developments on February 233 24.0 1ra 95 21 -2.0
the inflation front, as well as the poor performance of the economy, will March 23.7 23.7 171 8.8 15 -1.5
lead to additional interest rate cuts in 2009. Standard Bank expects a April 24.0 23.3 16.4 8.2 10 2.5
further 150 basis points relief in interest rates this year. It is anticipated May 24.2 22.9 15.7 7.6 0.4
that house price growth will be negative over the short- and medium June 24.4 22.5 15.0 6.9 01
term, but likely to bottom out towards the end of the year as the impact July 24.6 22.0 14.2 6.3 -0.6
of interest rate cuts filter through the economy and the property market. August 246 215 135 5.7 -11
September 247 20.9 12.9 51 -1.6
October 24.7 20.3 12.2 4.4 2.1
November 24.6 19.7 12.5 3.8 -2.6
December 24.4 19.1 10.8 3.2 -3.1



Note on the methodology used in calculating Standard Bank’s
house price index
The way in which house prices are measured means that they are

Given these data challenges, the international best practice is to use
the median or middle price, rather than, say, the average house price.
The median is the price such that half of all houses are more

inherently volatile, not unlike many other economic indicators.
Measuring house prices is complicated by the fact that the available
data usually stem from the properties sold during a particular period,
rather than from a well-designed sample that is representative of all
houses. This is aggravated by the heterogeneity of houses. Changes
in the measured prices may be the result of actual changes in the
general price level; or changes in the distribution of the houses being
sold, for example more sales of luxury houses may push up the
measured house prices even without changes in general prices; or the
changes may simply be random.

expensive and half less expensive than that price. It is substantially
less volatile and less sensitive to the typical problems found in house
price data. Standard Bank’s data are therefore based on the median
house price of the full spectrum of houses. Furthermore, national data
from the Deeds Office are available only with a relatively long lag of up
to nine months, so data from Standard Bank, which has a market
share of about 27.7%, and whose data are generally highly correlated
with those of the Deeds Office, are a good proxy for the national
market
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