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NZ housing demand/supply balance
Not too hot, not too cold
* Housing supply and demand are roughly in balance. Figure 1: House building (net of demolitions)
+ Strong house building this decade has not left New 4o Znnattot annwattoral
Zealand with a glut of houses. Rather, it has rectified 35 |35
a previous shortage of houses. w0l -
» Although there is no current glut, a situation of mild
oversupply is set to develop over 2008, presaging #7 &
lower residential construction activity and further 201 20
weakness in prices. 15 - Hs
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We have developed an original method for estimating the 5 4 B Ls
balance between housing demand and supply in New Zealand. o S S“tNZW(P N N
The motivation was the US housing situation, where high house 1962 1967 1972 1977 1982 1987 1992 1997 2002 2007

prices and low interest rates encouraged house-building on an
epic scale, far in excess of what was needed. The result was a

. . . . Figure 2: Housing demand/supply balance
glut of houses, which created dramatic falls in house prices.
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We are often asked whether New Zealand is going to experience Housing shortage Forecasts
something similar to the US, given that we have seen strong ° B
house building this decade (Figure 7). Our research says no, N N
New Zealand does not currently have a large glut of houses ° \/VL °
(although a small oversupply may be developing). Strong house < \/\ .
building this decade has merely been catch-up, after a huge
migration boom left the country very short of houses in 2003. 04 Excess houses | o
The housing shortage has since been rectified, leaving housing
supply roughly in balance with demand. g oo stz Westpae.
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Figure 2 shows our estimate of housing demand/supply balance.
Positive numbers indicate a housing shortage, while negative
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numbers indicate an excess supply. New Zealand was left with 'gure 3: Teople perhouse

a large glut of houses in the late 1990s because so many people 33; ] [ zz

left the country (net migration was -10,000 per year). In 2002 35 | | 55

and 2003 a migration boom saw 100,000 people come onshore 3.4 1 3.4

in 30 months, increasing the resident population by around ;2 zz

2.5%. The residential construction industry responded to the 311 L 31

extent it could, building 70% more houses in 2004 than in 3.0 1 Unprecedented crowding 3.0

. . 29 1 indicates housing stress 29

2001. But it was not nearly enough, and we moved very rapidly 25 e

from a situation of excess supply to housing shortage. 271 27
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The 2003 episode of housing stress was dramatic. Figure 3 | ource St Nz Westpae |
shows the average number of people per house in New Zealand. 1961 1966 1971 1976 1981 1986 1991 1996 2001 2006
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It normally falls steadily, as families get smaller and society gets
richer over the decades. But in 2002 and 2003, the number of
people per house actually increased, the only such increase since
our records began in 1960. This is a sign of undesired crowding,
indicating a shortage of houses.

The migration boom subsided in 2004, but house building
remained fairly elevated. Herein lies a trap for analysts. In every
year between 2004 and 2007 we built more houses than were
necessary to accommodate that year's population growth,
replace obsolete houses, and sustain the trend reduction in
household size (Figure 4). This may be why some are arguing
that we now have a glut of houses. Not so! The extra houses
have merely been enough to gradually undo the housing
shortage that prevailed earlier.

Figure 4: Houses needed vs houses built (net)
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The future

We have official data on housing supply and demand only up
to December 2007. Net migration trends and building consents
data give us a very good idea of what will happen to housing
demand and supply over the first three quarters of 2008.
Consents data indicate that fewer houses are being built than in
recent years. But at the same time, net migration has been very
low, meaning fewer houses are needed. The fall in net migration
outweighs the fall in house building. In other words, a situation
of excess supply is developing in New Zealand.

Figure 5: Net long term migration
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The emergence of an oversupply of housing implies that the level
of residential building activity will fall. Residential investment is
extremely responsive to demand/supply balance (Figure 6).
When New Zealand has too many houses, builders build fewer
new ones. When we are short, the building industry steps in and
builds more. The relationship between housing demand/supply
balance and house building activity is very strong.

Figure 6: Residential investment and housing
demand/supply balance
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We expect residential construction to go through a marked
slowdown over the course of this year, with 2009 activity
around 11% lower than 2007. Even so, we still expect the excess
supply of houses to reach 5,000 by mid-2009. That will add
even more weakness to house prices for some time to come.

So all up, New Zealand does not currently have a glut of houses
in the style of the Unites States. A moderate situation of excess
supply is developing, but it will be due to low population growth
rather than a wild increase in house building. This emerging
excess supply is qualitatively very different to the American
situation, and therefore it may play out differently. Specifically,
we are talking about an oversupply emerging gradually rather
than an entire industry suddenly realising that an oversupply
exists.

Migration is the key factor in New Zealand'’s housing demand/
supply balance, because it causes such extreme volatility in
New Zealand’s population, and therefore volatility in demand
for houses. Our building industry is very responsive to migration
trends, scaling activity up or down as needed. This explains why,
despite a massive construction boom earlier this decade, New
Zealand is not in a position of excess housing supply. However,
net migration is now low, meaning a situation of oversupply
is set to develop. As oversupply sets in, residential investment
activity will slow, and further momentum will be added to house
price declines.

How we estimated housing demand/supply balance

Estimating housing demand/supply balance is fraught with
difficulty. For example, we can infer little from the dwelling
vacancy rate, which is recorded by Statistics New Zealand
at each census (Figure 7). More vacant houses could mean
houses sitting unused, or it could simply reflect an increase in
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holiday homes! Housing shortages do not necessarily manifest Figure 8: People per house, and trend
themselves as people living in the streets. Nor does a glut of
houses necessarily manifest itself with empty houses. Rather,

people adjust their living arrangements in response to the ——People per house
281 People per house trend 28
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availability and affordability of houses. At times of housing
shortage, people may be forced to “crowd up” at the margin.
For example, teenagers may stay living with their parents for
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an extra year, Granny may move in rather than finding her own 26 1
flat, students may live with five flatmates instead of four, or
two families may move in together to save on rent. When there 25 1
is a housing shortage, people arrange themselves into fewer Source: Stattics NZ Westpac
houses than they would normally choose “in equilibrium”. 24 A 2.4
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Figure 7: Vacancy rates are meaningless for
demand/supply balance The final step is to convert the ‘people per house deviation from
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401 - 40 For the purposes of forecasting, we were able to reconstruct
357 M35 the Statistics New Zealand methodology, which uses building
zz zg consents data to estimate the number of houses that will be
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Conversely, when housing is plentiful and/or cheap, people
spread out. More families on the lowest incomes might find
that they can afford to rent their own place. More high-income
families might decide they can afford a bach.

The best way to capture this flex-factor in living arrangements
is to measure the aggregate number of people per house in
New Zealand. Unusual movements in people per house indicate
crowding or spreading in response to housing availability.
Statistics New Zealand counts the number of dwellings at
censuses. They provide quarterly estimates beyond the latest
census, based on building consents data. Statistics New Zealand
also estimates the resident population each quarter.

Of course, the number of people per house gradually declines
over the decades, as families get smaller, the population gets
older, and the country gets richer. We accounted for the trend
decline in people per house using a technique, common in
economics, known as the Hodrick Prescott Filter." The trend
is shown in Figure 8. We can then focus our attention on the
number of people per house relative to trend.

"Technical note: Lambda = 1600.
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