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PROPERTY INSIGHTS
FNB House Price Index

Commercial Property capital growth has led the
Residential price growth slower in the current cycle,
1 November 2018 but the sequence isn’t always like this.

WHAT LEADS IN THE CYCLE? RESIDENTIAL OR
COMMERCIAL

We have sometimes thought of the Commercial Property Market as being a
“lagging” segment in the property cycle, lagging the Residential Market. But
is this always the case? Apparently not. The most recent cyclical slowdown in
property value/capital growth appears to have been led by the Commercial
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COMMERCIAL PROPERTY We compare the growth rates of the FNB House Price Index against the IPD
FINANCE All Commercial Property Capital Growth rate since 2002. The 2 series are not
087-312 1351 exactly comparable, as their methodologies differ. However, we are not
john.loos@fnb.co.za interested in the magnitude of growth but rather the growth direction, and
the timing of peaks and troughs. For this purpose we believe we can compare
the two.

In the pre-2008 property boom period, we saw annual house price growth
peak at a massive 33.8% in 2004, and slow steadily in the subsequent years.
Indeed, in that cycle it was the Commercial Property Sector that lagged, the
IPD All (Commercial) Property Capital Growth rate reaching a high of 18.5%
only a year later in 2005, then sustaining similar double-digit growth up until
2007’s 17.6%, only dropping sharply in 2008.
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Why do we believe that the Residential Market’s price growth peaked earlier
and dropped faster than Commercial in the pre-2008 boom? We believe that
the Residential Market may be more sensitive to debt-servicing costs than the
Commercial Market, the latter we believe to be more influenced by the
direction of economic growth. A rapidly rising Household Debt-to-Disposable



Income Ratio from around 2004 started to lift debt-servicing costs for households, quickly cooling housing demand
growth and house price growth. Then came interest rate hiking from mid-2016 to mid-2018, delivering the second
“blow” to the Housing Market.

But Real GDP (Gross Domestic Product) growth hit 5%-plus rates only in 2005 (5.3% in that year), and remained
above 5% in 2006 and 2007 (5.6% and 5.4% for the 2 respective years), before dropping sharply in 2008 and 2009,
those 3 strong growth years keeping the Commercial Property capital growth at strong double-digit rates, prior to
the sharp slowdown in 2008/9. The economic growth slowdown thus lagged the interest rate hiking cycle that time
around, and the Commercial Property Market capital growth slowdown lagged the Residential Market we believe
as a result.

The sequence of events in the most recent cycle has been different. Post-Financial Crisis GDP growth peaked at
3.3% in 2011, before starting its multi-year gradual stagnation in 2012. The interest rate hiking cycle only started
later, in early-2014, continuing through to early-2016. With the economic stagnation leading the interest rate hiking
this time around, we thus saw commercial property capital growth rates starting to slow earlier than residential
price growth, the former peaking at 6.8% in 2013, before starting a multi-year slowdown, the latter peaking at 7.9%
in 2014 before slowing only thereafter.

This is not to say that the economy doesn’t
impact on both markets. It does, and this is the
reason why both property sectors see slowing
price/capital growth even in 2018 to date,
despite the fact that we have had small interest
rate cuts. It is merely a case of the housing
market’s price growth trends possibly being
more sensitive to changes in interest rate (and
debt-service cost) trends and the Commercial
Market being more sensitive to economic
growth trend changes.
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—FNB House Price Index - Seasonally-Adjusted - Half-Yearly Average - Half-on-Half % Change growth stats showed the All (Commercial)
Property capital growth rate slowing further to
0.7% half-on-half in the 1% half of 2018, down from 1.6% in the prior half and well-below a 1°* half 2013 peak of
5.3%. The FNB House Price Index peaked a year later at 4.3% half-on-half in the 1°* half of 2014, commencing
slowdown only when interest rates started to rise, and by the 1°** half of 2018 reached 1.6%, the slowest price
growth since the 1t half of 2011.

—IPD Half Yearly Capital Growth - Half-on-Half %

So this time around, it has been the economic growth slowdown that started before interest rate hiking, and
commercial property capital growth rate that has led the residential price growth slowdown.



FNB HOUSE PRICE INDEX RESULTS FOR OCTOBER 2018

The FNB House Price Index continues to hover in low single digit growth territory with no strong direction. On a
year-on-year basis, the FNB House Price Index’s growth rate slowed mildly in October 2018, reaching 3.5%, down

from a revised 3.7% in September.
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The low single-digit growth in nominal terms
continues to translate into a year-on-year price
decline in “real” terms, when adjusting for CPI
(Consumer Price Index) inflation. This in effect
means that the gradual housing market price
“correction” continues, a slow real price decline
that has been in place for most of the time since
early-2016.

As at September 2018 (October CPI not yet
available) real house prices declined year-on-
year by -1.1%, with CPI inflation at 4.9% in that
month and house price growth at 3.7%.

MONTH-ON-MONTH HOUSE PRICE GROWTH ON A MINI-WEAKENING TREND AGAIN

Month-on-Month Seasonally-Adjusted House
Price Growth
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In order to better evaluate recent house price
growth momentum, we examine month-on-
month house price growth on a seasonally-
adjusted  basis. Month-on-month  growth
direction leads year-on-year growth direction,
and here we have seen 6 consecutive months of
month-on-month house price growth slowdown.

From a revised high of 0.7% month-on-month
growth in April, this rate has slowed to 0.09% as
at October 2018

FNB VALUERS PERCEIVE THE BROAD MARKET SLOWING TREND TO BE CONTINUING

FNB Valuers Residential Market Strength
Indices
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FNB’s valuers continue to point to housing
demand weakening, and with it the demand-
supply balance as reflected in a declining FNB
Valuers’ Market Strength Index (explanatory
notes at the end of the report).

This appears to explain the declining house price
levels in real terms.

The Seasonally-Adjusted FNB  Residential
Demand Rating declined by -4.21% on a month-
on-month annualized basis in October 2018.

The FNB Housing Supply Rating also declined,
but by a lesser -1.67%. This translates into an



October 2018 month-on-month annualized decline of -0.91% in the FNB Market Strength Index, the Market
Strength Index reflecting the balance between supply and demand.
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In addition, October 2018 was the 5t
consecutive month that the FNB Market
Strength Index was below 50, at 49.8, which
means that the valuers now rate residential
supply as stronger than demand.

The broader multi-year weakening in the FNB
Market Strength Index began after a multi-year
high of 51.8 reached in September 2015.

LONGER RUN REAL HOUSE PRICE PERFORMANCE

Real FNB House Price Index
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Examining the longer run performance of the
FNB Repeat Sales House Price Index in real
terms, we still see it at relatively expensive
levels, 89% up on the January 2001 “pre-boom”
index level. This is despite significant cumulative
“post-bubble correction”, the “bubble” referring
to the pre-2008 housing bubble.

The “post-bubble correction” to date has come
in 2 phases. The 1 phase of correction was a
sharp decline in real house prices of -21.1% from
August 2007’s all-time high to September 2009.

From October 2009 to December 2015, we saw
a period of mild recovery, with cumulative real

house price growth of 3.9%. This “mini-recovery” came on the back of massive monetary and fiscal stimulus
packages both globally and locally, aimed at ending the 2008/9 recession and Global Financial Crisis. In South Africa,
the SARB implemented major interest rate cuts at the time, Prime Rate dropping all the way from 15.5% late in
2008 to 8.5% by mid-2012. The global and local stimulus helped the economy to recover moderately, and the
stimulus helped economic growth recover to a 3.3% post-2008 recession peak.

However, from 2012, the stimulus began to wear off, economic growth began a broad stagnation, and then interest
rates started to rise from early-2014 to early-2016.

These events have to the start of a the “2" phase” of the post-bubble correction, with real house prices having to

date declined cumulatively by -3.4% since January

2016.

Real house price correction in recent years has been slow going, with CPI inflation also being very low.
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The other key “real” house price measure which
we watch is our House Price/Residential Rental
Ratio Index. This is an important ratio, because
if house prices rise too far above rentals,
ultimately a relatively cheap rental market
would become more attractive relative to home
buying, thereby reducing home buyer demand
as more households choose the rental option.

Progress in lowering what we believe to still be
a relatively high Price-Rent Ratio has also been
slow, with the rental market also mired in
mediocrity in a weak economy. Nevertheless,
there has been some decline in our Price-Rent

Ratio Index, to the tune of -3.1% since a post-recession high reached in May 2016, and the index is 12.96% down

on January 2008.

Housing Rental Consumer Price
Sub-Indices - Inflation Rates
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This decline in the Price-Rent Ratio is not due to
any major strength in the rental market just yet.
StatsSA CPI-Rental inflation has also been
anaemic of late at 4.19% vyear-on-year in the
most recent September survey, and has actually
slowed. We do think there could be some
increase in rental demand in the near future to
lift rental inflation, but we have not seen this
yet. Nevertheless, rental inflation exceeds house
price inflation, thus still driving the Price-Rent
Ratio lower.



ADDENDUM - NOTES:

Note on The FNB House Price Index:

The FNB Repeat Sales House Price Index has been one of our repertoire of national house price indices for some
years, and is based on the well-known Case-Shiller methodology which is used to compile the Standard & Poor’s
Case-Shiller Home Price Indices in the United States.

This “repeat sales approach” is based on measuring the rate of change in the prices of individual houses between
2 points in time, based on when the individual homes are transacted. This means that each house price in any
month’s sample is compared with its own previous transaction value. The various price inflation rates of individual
homes are then utilized to compile the average price inflation rate of the index over time.

The index is compiled from FNB’s own valuations database, thus based on the residential properties financed by
FNB over the past 18 years.

We apply certain “filters” and cut-offs to eliminate “outliers” in the data. They main ones are as follows:

e The maximum price cut-off is R15m, and the lower price cut-off is R20,000.

e The top 5% of repeat sales price growth rates, and the bottom 5% of growth rates are excluded from
the data set.

e Repeat transactions that took place longer than 10 years after the previous transaction on the same
home are excluded, as are repeat transactions that took place less than 6 months after the previous
transaction on the same home.

e The index is very lightly smoothed using a Hodrick-Prescott smoothing function with a Lambda of 5.

Note on the FNB Valuers’ Market Strength Index: *When an FNB valuer values a property, he/she is required to
provide a rating of demand as well as supply for property in the specific area. The demand and supply rating
categories are a simple “good (100)”, “average (50)”, and “weak (0)”. From all of these ratings we compile an
aggregate demand and an aggregate supply rating, which are expressed on a scale of 0 to 100. After aggregating
the individual demand and supply ratings, we subtract the aggregate supply rating from the demand rating, add
100 to the difference, and divide by 2, so that the FNB Valuers’ Residential Market Strength Index is also depicted

on a scale of 0 to 100 with 50 being the point where supply and demand are equal.



