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The present global housing boom, affecting many OECD countries, is the biggest of all kind of bubbles in history. According to the Economist (2005) the total value of residential property in developed countries rose by more than $30 trillion in five years to over $70 trillion, an increase equivalent to 100% of their combined GDP and it is even larger than the global stock market bubble in the late 1990s that reached in five years 80% of GDP or the US stock market bubble in the late 1920s (50% of GDP) which ended in a depression. 

Nominal house price have increased, in the last eight years since 1997, by 244% in South Africa, by 192% in Ireland, by 154% in the UK, by 145% in Spain, by 114% in Australia, by 87% in France, by 84% in Sweden, by 73% in the US, by 71% in Belgium and by 69% in Italy. By contrast, they kept flat in Germany and fell by 28% in Japan and by 43% in Hong Kong. 


Real house prices have risen by 95% in the UK, by 75% per cent in Australia, and by 40% in the US, since 1997. Within the Euro Area, in the same period Ireland with an increase of 100% and Spain with 75% are the two that grew fastest, followed by France with 40%, Belgium with 30% Italy with 20% and the Netherlands with 15%, while in Germany they have fallen by 15%.    


Price levels in terms of purchasing power are also very high. A new standard house costs approximately 9 times average per capita GDP in the UK, Japan and Australia, 6 times in the US, 5 times in Spain and 4 times in Ireland. Moreover, the bubble is very concentrated in certain areas or cities. In the US, the standard deviation of average home prices across metropolitan areas is of 57%, in the UK and Australia is 25%. A typical home in San Francisco costs now more than in London and the same than in Japan in the late 1980s.

In terms of disposable income, starting at 100% in the mid 1970s, house price indices have reached 145% of disposable income in Australia and the UK and 115% in the US, while they have fallen by 40% in Japan. Within the Euro Area, the highest is Ireland with 200%, Spain with 175%, the Netherlands with 160% and France with 125%, while in Italy have been kept almost constant and have fallen in Germany to 85% (Goldman Sachs 2004) 


Finally, another measure of overvaluation of house prices is the ratio of prices to rents, that is, a sort of price/earnings ratio for the housing market. Just as the price of a share should equal the discounted present value of future dividends, so the price of a house should reflect the discounted present value of future benefits of ownership, either in terms of rental income or rent saved by the owner-occupier. US price to rents relationship is 35% above its historical average, UK prices are over 60%, Spain’s are over 50% and Australia’s over 70% (The Economist, 2005).To bring this ratio to normal levels, either rents must go up or prices must fall. In previous house price booms the adjustment came through inflation pushing up rents while house prices remain flat. But today inflation is much lower making it more difficult, given that if rents go up by 2.5% a year, house prices will have to keep flat for 23 years in the case of the UK, for 20 years in Spain and for 12 years in the US, to bring this ratio back to normal. Therefore the inevitable adjustment to the present bubble will need to be borne mainly by a fall in house prices.   

In sum, the housing bubble in the Euro Area is relatively smaller than in other European Union or OECD countries such as the UK, the US and Australia. Only Ireland, which is a small country and Spain have reached a relatively high bubble but in the largest three members of the Euro Area, Germany, France and Italy, the average bubble is still rather small or negative. In the case of Ireland it is understandable because its GDP per capita has been growing, in the last decade, faster than in any other EU country being able to catch up, from a level below Spain, to the second highest after Luxembourg, so, as a consequence, and helped by very low real interest rates, housing demand has been booming, exceeding the housing supply. 

In the case of Spain, there are several factors which need to be taken into account. First, it is the country in the EU with the higher proportion of home owners (85%). Second, it never had in many decades such low or even zero or negative real interest rates levels, thus non house owners have taken this opportunity to borrow and buy new homes. Third, it is a country chosen by millions of EU citizens to buy second homes for holiday or retirement. For instance, in 2004, 40% of total foreign direct investment was on real state and mainly in housing. Something similar but with a lower relative proportion is happening in France and Italy, which may only in part explain their moderate increase in housing prices.

Nevertheless, a recent analysis of the global house price bubble by the IMF (2004) using a FAVAR model (factor-augmented vector auto-regression model) shows that although domestic interest rates play a key role in explaining house price movements, US house prices and interest rates are leading global house prices, suggesting that movements in both US house prices and interest rates are the key sources of world house price fluctuations. Thus, the present rise in short and long term interest rates in the US will eventually drive down house prices, not only in the US but also in the rest of the world, but according to the IMF, there is not yet compelling evidence that a drop in real house prices is in the offing, except in the UK and Australia where their central banks have been raising interest rates for quite sometime and they are already showing a falling trend.  


What it is interesting in the IMF analysis of the global housing bubble is that while housing is generally thought to be a quintessential non-tradable asset, it suggests that house prices across countries are surprisingly synchronized, reflecting the key role plaid by global factors, primarily through global interest rates and economic activity. A key implication of this finding is that, just as the upswing in house prices has been mostly synchronized, it is likely that any downturn would also be highly synchronized, with corresponding implications for global activity. In particular, higher global interest rates will result in a slow down in house prices, the extent of which will differ across countries reflecting in part differences in their sensitivities of global developments but it will affect mainly those countries where house prices are out of line with fundamentals and to those with flexible interest rate mortgage contracts.   


                   Economic Effects of Housing Bubbles

The present global housing bubble has been mainly demand driven, initially by improving fundamentals and therefore higher consumer confidence and later mainly by a situation of historically low interest rates, which have encouraged, on the one side, the young to take this low interest rate opportunity to borrow and buy a house instead of hiring it, on the other side, the home owners to borrow more on their mortgage or to buy a second home and finally, the investors in general to invest in housing as a better alternative than equities after their bubble burst in mid 2000. As house prices were going up, more households and investors joined the buying trend making it partly self-fulfilling.

The reason is that consumer confidence helps households buying new homes and higher home prices increase consumption because households tend to feel wealthier and are able to consume further by borrowing more on their mortgages. This trend has made possible for some countries, notably the US and the UK, to be able to sustain consumption rates and levels after the stock market bust in 2000 and to avoid a potential recession. Ordinarily, an unexpected increase in wealth causes a modest increase in consumption, as some but not all of the increase in wealth is spent immediately, thus making possible for consumption to be maintained for some time. 


But there is an important difference between the effects of housing wealth and stock market wealth on income and consumption. For example, household wealth increases if equity prices rise due to an unexpected increase in profitability. A rise in productivity growth produces expectations of higher future dividend stream of public quoted companies which is then capitalized into today’s share prices because higher company’s profitability would mean that a higher stream of dividends could be paid out over time. As a result, the wealth of those households which held the shares increases, while any other households that buy shares at higher prices also receive higher dividends in the future and so are no worse off than they would have been with the lower prices and profitability. Thus, those households that held the shares when their prices jumped would benefit more from the income stream but without anyone else being worse off. Overall consumption would therefore rise, as households in aggregate would have higher lifetime income and would likely choose to spend part of their higher income today.


By contrast, housing wealth is different for several reasons. If house prices rise, the net wealth of house owners will increase, but they will also face higher costs of “housing services”, because the user costs of housing increase with its price and so they will only benefit if they sell their home and move down to a smaller one. Furthermore, non house owners will have to pay more for housing services (either through higher prices to buy or through higher rents) and, unlike with equities, the future dividend stream is exactly the same after the price jump as before. Someone entering the housing market has to pay a higher price to get exactly the same stream of housing services as before the price jump and so is unambiguously worse off, in complete contrast with the equity case. Therefore, the increase in house prices is resulting more in a wealth transfer from non house owners to house owners than in an aggregate increase in total wealth. As different segments of the population might have different saving rates so overall consumption could change due to this wealth transfer. According to Carroll (2004) the effects of housing wealth on house owners’ consumption are zero, if the costs of moving to another house are high and the possibility of increasing their debt for those who had previously credit constraints is limited. 

Nonetheless, housing prices can still have a significant impact on consumption and overall activity, at least in the short run. One possibility is that households might misinterpret the house price rise. Home owners might look only at the value of their own house and feel wealthier, unless they are going to sell it and hire or buy a lower price home, while non owners might ignore the rise in the costs of housing services. Another possibility is credit constraints. Higher house prices might allow households to consume more if they were previously credit-constrained because of lack of collateral, therefore a rise in the value of their house allows them to borrow more at a lower interest rate than that of unsecured credit or even  lower if they were not able to borrow at all. A third possibility is that the reduction in inflation means lower monthly payments for a given interest rate and so allows a higher leverage. 

A fourth possibility is related to the perception of households about house prices. If house prices continue to rise, those who believe that house prices are fair will perceive that they have gained wealth at the new house price level and may likely to increase consumption and those who believe that they are too high may not cut consumption to offset a reduction in real lifetime wealth as they expect house prices to return to normal levels. A final possibility is the consumption effect of Mortgage Equity Withdrawal (MEW), that is, the difference between net unsecured net lending on housing and gross investment in housing by households. In other words, it is the cash flow freed up by transactions in housing assets and mortgage borrowing. This cash flow is positive when mortgage debt goes up by more than spending on housing assets, that is, when someone takes out a bigger mortgage on their existing house. The amount of money freed up in this way is available for consumption if needed. By increasing the borrowing on their mortgage, households borrow part of the increase in their housing wealth but not all of it, so they can get a net cash flow (MEW) plus an increase in their net equity in their house.
                                       How and When the Housing Bubble may End?

Past housing bubbles have ended through sharp increases in interest rates, being the UK experience of the early 1990s the latest case in point. Other asset bubbles have often collapsed effectively under their own weight, without a substantial change in fundamentals such is the case of the technology bubble burst in 2000 or the Japanese real state bubble in early 1990s.


If mortgages have flexible or adjustable interest rate contracts, an interest rate increase makes automatically the debt service of the mortgage to increase as well as its relative weight in the disposable income of the household, making it more difficult to repay it, until the increase is high enough to reduce consumption in order to keep the mortgage payments, having, in the short run, a declining effect on house prices because it affects their overall demand. Past experience shows that house prices have never fallen prior to the increase in interest mortgage rates. A recent study of Goldman Sachs (2005) shows that increases in mortgage interest rates in the past both in the US, Japan, the UK and Australia, have taken an average lag of approximately 10  to 12 months to produce a real decline in house prices. 

How large has to be the increase in mortgage rates to be effective on reducing house prices?  The estimate by Goldman for the US is that they should go up above 6% to start housing prices declining. At the moment, with mortgage rates below 6%, new home sales are up 5.2% a year in 2005 so far and another indicator (the inventory-sales ratio) still stands at 4.1 months of supply. In Australia and the UK, where interest rates have been rising for quite sometime, prices are already falling. In Australia house prices have fallen 20% from their levels in the end of 2003. In the UK, the evidence is mixed some surveys showing a reduction of 20% on the rate of growth of house prices, while others report falls for ten consecutive months, but the volume of sales has slumped by one-third in a year. House price inflation has also slowed significantly in Ireland, the Netherlands and New Zeeland.

The reaction by financial intermediaries, in the most sophisticated mortgage markets, is to develop new riskier forms of mortgage finance which allow buyers to borrow more. In the US, 42% of all first time buyers and 25% of all buyers made no down payment on their home purchases in 2004 and home buyers can get up to 105% loans to cover buying costs. Moreover, little or no documentation of a borrower’s assets, employment and income is required for a loan. Interest-only mortgages are now in fashion, along with the so-called “negative amortization loans”, that is, the buyer pays less than the interest due and the unpaid principal and interest is added on the loan. Even more, adjustable-rate mortgages, which leave the borrower additionally exposed to higher interest rates, have raised to 50% of all mortgages, mainly in those US states with the highest house prices. This kind of reaction makes the bubble to keep going but also may make that its inevitable fall or landing will be harder and with more negative consequences both for borrowers and lenders.  

The IMF studies on how house-price busts can hurt economies (IMF 2003 and 2004) in 14 countries during 1970 and 2001, have identified 20 examples of busts when real prices fell by almost 30% on average. All but one of those housing busts led to a recession with GDP falling after three years to an average of 8% below its previous growth trend. The US was the only country to avoid a boom and bust during that period, but this time its situation is much more difficult. Japan provides the worst case. After its housing boom, property prices fell for 14 consecutive years by 40% from their peak in 1991, affecting badly to consumer spending and leading in part to a deflationary situation. 

Within the Euro Area, the Netherlands is another interesting case. In the late 1990s, the booming Dutch economy was growing faster than in other member states and it was shown as a model of success. At the time, both house prices and household credit were rising at double digits, but later, house price inflation slowed down from 20% in 2000 to nearly zero in 2003, no doubt an impressive soft landing, yet consumer spending declined in 2003, pushing the economy into recession, from which it has not recovered yet. 

The way mortgage interest rates are set is of crucial importance for the bust of the housing bubble and its effects on consumption. Countries with predominantly adjustable-rate mortgages (ARM) contracts are more affected by a reduction of consumer spending, because households bear the risk of higher interest rates directly through their higher mortgage payments and smaller remaining income. Empirical evidence suggests that countries with ARM have typically displayed higher house price growth and volatility than countries with fixed rate mortgages (FRM). 


Why AMR predominate in some countries while FMR in others? Some households find advantageous to choose ARM because they expect to stay for a short period in a given house, allowing them to benefit from the low initial rates on AMR. Other, prefer FMR if they are not very sure about their long term lifetime income flows and they do not want to have future surprises. In general, evidence suggests that households are not well informed about the financial options available to them and thus tend to look for the most competitive rate, that is, with the lowest initial cost, and for the mortgage than they can understand better, ignoring longer-term income or wealth risks. Eventually, the advice that households get about different mortgage products, greatly influence their final decisions. But the main problem is that lenders are the ones that supply the options and evidence from different surveys, done in the UK and in the US, shows that households apparently feel surprisingly that they have to meet the lenders criteria and not vice versa.


Then, what determines the type of mortgage contracts that the lenders prefer to offer? Naturally, the underlying structure of the country financial market greatly influences the various funding possibilities and thus the risk-adjusted profits from mortgage contracts and their offerings. Where covered bond markets or mortgage backed securities are small and illiquid, mortgages tend to be funded through the use of short term deposits. Thus, in order to reduce potential interest rate risks produced by different re-pricing terms, short term interest rates are used to re-price mortgages at intervals close to that of deposits. This is the case of Australia, Spain and the UK, where ARM are prevalent. In the UK this system is also encouraged by the authorities by obliging building societies to fund at least 50% of mortgages with short term deposits.     

Alternatively, countries with well-developed covered bond markets (securities issued based on the collateral (the mortgage loan) that remain on the balance sheet of the issuer of such bonds) or deep and liquid mortgage-backed securities (which are held off-balance sheet in a legally separated special purpose vehicle) tend to have a higher proportion of fixed rate mortgages (FRM) The most obvious case is the US, where the mortgage-backed securities market is aided by the perception of implicit guarantees of the dominant Freddie Mac or Fannie Mae mortgage institutions. 

This system allows for lower funding costs and thus cheaper long-term mortgage pricing as some of the lower costs are passed onto consumers. Similarly, long-term fixed-rate mortgages are more prevalent in Germany and Denmark, where specialized private mortgage banks are granted licenses to issue long-term debt against their mortgages. In fact, in Denmark, the size of the mortgage-backed securities is larger than that of government debt. Surprisingly, Australia and the UK have fairly liquid long-term government bond markets but very few FRM offered and on the other side, in the Netherlands most mortgages are fixed-rate but banks mostly fund them with deposits.

Moreover, the existence of other financial markets to hedge prepayment risks, (the risk that the borrower may decide to prepay the mortgage before the term of the loan ends) is also important to lower the costs of fixed-rate mortgages since the longer the loan maturity, the more difficult it is for the lender to replace it with another one earning the same rate. Thus, markets where such contract provisions can be hedge through callable debt, either by an option on a swap, options on government debt and other derivative contracts tend to lower the costs to lenders and make prepayment easier contributing to the increased use of FRM. Accounting standards also help mortgage contract availability. Some countries permit the matching of an underlying portfolio of mortgages with the derivatives used to hedge the portfolio’s maturity and prepayment risks. 


In sum, the supply of mortgage markets plays a large role in the preponderance of ARM or FMR in a country. But there is enough evidence to confirm that countries with predominantly FRM have better behaved housing prices and fewer negative spill-over effects in their economies when interest rates go up and house prices fall. 


     Housing Bubbles and Monetary Policy


The traditional consensus view about monetary policy stipulates that central banks should set interest rates in response to actual and/or forecast inflation as well as the output gap, but they should not react directly to asset prices (Bernanke and Gertler 1999 and 2001), (Goodfriend 2002), (Mishkin 2001) and (Taylor 1999). The main reasons for this conclusion are that asset prices are too volatile to be of much use in determining policy, that misalignments of asset prices are very difficult to identify and that systematically reacting to asset prices may be destabilizing.



Nevertheless, contrary to this current conventional wisdom and after the past experiences of Japan and the US with housing and asset bubbles in general, there is an increasing view that argues that incorporating asset prices more systematically into central bank’s policy-making processes could potentially improve economic performance, by reducing output volatility and achieving as smooth a path as possible for inflation (Cecchetti, Genberg, Lipsky and Wadhwani (2000) and (2002) and (Goodhart and Hofmann 2000). Although housing and in general asset prices are difficult to measure, this should not be a reason to ignore them. There are situations where the emergence of such misalignments can be identified and can try to be avoided. Its identification difficulty is not necessarily greater than that associated with measuring potential output, a construct that is routinely taken into account by monetary policy-makers.


Even the Bank for International Settlements, in its 2001 Annual Report, takes a sympathetic view of the belief that monetary policy can have a role to play in reducing imbalances caused by occasional misalignments in asset prices, especially in emerging markets. It argues that the liberalization of financial markets has increased the scope for pronounced financial cycles, and that this financial instability has caused damages particularly serious in emerging market countries. 

It stresses the particular role of housing and real state prices in inflation measurement and in asset misalignments and although it points to difficulties in identifying them, it argues that these difficulties need not rule out the occasional use of monetary policy as a response to them.


Therefore, a significant role should be given to asset prices, especially housing, when measuring core inflation, being an attractive complement both to conventional measures of inflation such as the consumer price index and to the process of policy implementation. Moreover, asset prices contain information about future inflation that can be incorporated into inflation forecasts used in monetary policy. Finally, asset prices are not only important in the transmission of inflationary impulses but they constitute sometimes the source of such impulses themselves.

It is also important to point out that these views do not recommend the targeting of asset prices by central banks or the inclusion of asset prices into the monetary policy objective. The idea that central banks should directly target a measure of inflation that includes asset prices, first advanced by Alchian and Klein (1973) is extremely difficult to implement given that first, monetary policy should only be concern with the money price of current consumption and not with the money price of current and future consumption where asset prices play a major determinant role and second, equity prices contain far too much noise to be useful because of their very high variability over monthly and annual horizons (Vickers, 1999). Housing prices, on the contrary, are much less volatile and contain significant information about aggregate price inflation and this is the reason why current measures of core inflation could benefit from an increased weight on housing, while ignoring equity prices. 


There are two main arguments to include housing and other asset price developments directly in the policy formulation process to improve macroeconomic performance. The first, according to Cecchetti et al. (2000 and 2002), is based on William Poole analysis (1970) which states that a central bank should “lean against the wind” of significant asset price movements if these disturbances originate in the asset markets themselves to attenuate their influence on the real sector of the economy. In contrast, if the disturbance originates in the real sector, asset prices should be allowed to change in order to absorb part of the required adjustment.


The second argument is based on the notion that when significant asset price misalignments occur, they help to create undesirable instability in inflation and/or employment that maybe exacerbated when the misalignment is eventually eliminated. Therefore, a preemptive policy approach will tend to limit the size of the required eventual correction and thereby the medium term variability of inflation and output.


The difficulty of measuring misalignments in asset prices is not greater that the one needed to measure the size of the output gap or the equilibrium value of the real interest rate, concepts that are constantly used by the central banks in preparing inflation forecasts. The output gap estimates depend on measures of underlying productivity growth and the equilibrium risk premium. These inputs are also necessary to estimate stock price misalignments. This is the reason why implementing monetary policy also requires estimates of asset price misalignments even in the more conventional case where policy depends only on the inflation forecast and the output gap. 

That is, reacting to asset prices directly could result in a smoother path for both output and inflation, regardless of whether or not a central bank employs a strict inflation targeting framework that puts virtually no weight on short-run output variability or a more flexible approach that gives more weight to real fluctuations.


Many analysts have expressed concern that central banks may have created potential moral hazard by creating expectations that they would take remedial policy action if asset prices fall. But this perception has probably arisen because market prices changes are, in fact, asymmetric. This perception may not happen or may be reduced if the central bank reacts to asset price movements in a symmetric and transparent way. The instrument that seems to be more adequate to respond to asset prices developments is the conventional interest rate policy.  Experience has proven that traditional monetary policy is easier to implement and more effective that other alternative instruments such as the increase in margin requirements or policy signals to influence those movements.


Asset prices can be, as well, an excellent indicator to improve the reliability of inflation forecasts by central banks. The inflation targeting strategy is usually based on a forecast of inflation under the hypothesis that monetary policy is unchanged. If this forecast is above the target for the inflation rate, a more restrictive monetary policy stance will be called for and vice versa. Therefore, the success of this strategy will depend on how good is the inflation forecast. It is in this context that asset prices might have a role to play as useful information about future inflation. There is evidence of how asset prices signal future inflation.  The BIS (1998) has shown, for a comparative study of fourteen central banks, how asset prices can be used in designing monetary policy. The results are not fully conclusive; in some countries have a more predictive power of inflation than in others. 

Similar inconclusive results have been reached by Cecchetti, Chu and Steindel (2000) in a study applied to the US. Finally, Goodhart and Hofmann (2000) on the contrary, have shown that inflation, in a sample of major twelve OECD countries, is significantly affected by changes in the price of housing and equities as well as in the exchange rate and in the yield spreads. Equity prices seem to be, even in a period in which they have reached very high levels, a relatively limited predictor of future inflation. The same happens to yield spreads. On the contrary, housing prices help, in the majority of the countries of the sample, to predict future CPI inflation. 

The differences in the regressions results depend importantly on the country-specific contexts. In the UK, for example, simulations made with the Bank of England macro-econometric model show that a 10% increase of housing prices produces a rise in the RPIX inflation of 0.3% in year 1 and another 0.3% in year 2 confirming the importance of housing prices effects on inflation predicted by Goodhart and Hoffmann.



All this important research carried out in the last few years can lead to the following conclusions: First, monetary policy set in a flexible inflation-targeting framework should try to react only to asset and housing price misalignments and not indiscriminately to all asset price changes.

 Second, it should react only to asset price misalignments that are not justified by underlying fundamentals. It is important not to react mechanically to all asset price misalignments regardless of their source. In the same way that an increase in inflation that is due to a fall in aggregate supply should in principle be treated differently from the same increase due to a jump in aggregate demand, an asset misalignment due to underlying real economic fundamentals such as a technology shock should not have the same response by the central bank as one due to a pure financial shock. There are obvious misalignments of asset prices that need a response. The Japanese housing price bubble in 1989 and the Nasdaq bubble in 1999 and early 2000 are extreme examples of obvious misalignments that needed an ex-ante preemptive monetary policy or an ex-post quick response.


 Third, asset price misalignments should not be ignored simply because they are difficult to measure. The standard response to noisy data is to use econometric methods to extract the signal. Central banks deal with data that are extremely difficult to measure, like the output gap and the real interest rate, and use them routinely without being afraid of their difficulty. Housing prices are much less noisy that equity prices making much easier to timely identify and correct or preempt their misalignments.


 Fourth, information contained in asset prices should be taken into account in inflation forecasts in so far as they have a direct or indirect impact on inflation in the future and they signal future volatility. The main problem is that inflation forecasts that enter in policy decisions often refer to a fixed horizon, usually two years, therefore, the full potential effects of such misalignments may not be captured or not given sufficient weight in policy decisions. Stock and Watson (2000) conclude that the role of asset prices in the formulation of monetary policy should be taken into account only in so far as they affect a fixed horizon inflation forecast.


     Conclusions and Policy Recommendations

First, for all these reasons, it seems clear that the ECB should try to take into account asset prices and especially housing prices in its inflation forecasts and try to use them as an indicator or reference value in its policy decision-making.


Second, the present low and persistent levels of real interest rates in the Euro Area, together with the difficulty of achieving a “one-fits-all monetary policy” has encouraged the housing bubble in “peripheral” countries, such as Ireland or Spain, where growth and inflation rates are relatively higher not only because they are catching up in terms of GDP per capita, but also because, by definition, ECB monetary policy tends to be too lax for their fundamentals, given the relative weight of Germany, France and Italy in the measure of the harmonized CPI index of the Euro Area. Nevertheless, there are some signs, yet mixed, of a small slow down of house price inflation, mainly in Ireland.


Third, as I mentioned above, the Euro Area housing bubble is not yet as important as in other EU and OECD countries, it mainly affects to Ireland and Spain but not to its “core or central” member countries. It is still rather small in France and Italy inexistent in Germany and receding in the Netherlands, but in any case it is necessary for the ECB to be alert since it may be affected by a potential and expected synchronized fall in the global house price bubble as indicated by the IMF. 

Fourth, there is a potential risk of a house bubble burst in Ireland and Spain if monetary policy keeps its stance at such low real interest rates, but their negative spill-over effect for the whole of the Euro Area may be small. This is the reason why these two countries should be introducing their own measures to avoid a negative shock in the balance-sheets of their financial institutions that could affect to their stability (the Bank of Spain is doing so for some time through imposing on them much higher loan provisions than needed, as a kind of automatic stabilizer) and a fall in consumer spending.


Fifth, it is understandable that it is going to be very difficult for the ECB to change its monetary stance unless the long expected economic recovery of the Euro Area finally happens, and there are at this moment some inconclusive initial signs that it may finally happen, in despite the present high oil prices and the relative temporary weakness of the euro. 


Sixth, past world-wide evidence and present experience in the UK and Australia show that only quick but not too sharp interest rate increases can bring down housing prices after a certain lag of around four quarters without affecting negatively much activity and employment. 
This is the case of Australia and the UK. British home prices have started to fall after an quick increase of 1.25 percentage points without a sizable impact on employment and activity, although the Bank of England has reduce again interest rates lately. Australia has raise rates by exactly the same amount and unemployment is still at a 30 year low, yet house prices have fallen. Nevertheless, the fall in house prices is always affecting negatively consumer spending at least in the short run, this may be the reason for the Bank of England to have started a reduction trend in interest rates recently. For the ECB it is also important to take into account that the Australian and UK economies where also growing above potential when they decided to raise rates, what is not the case of the Euro Area. 

Seventh, the ECB has to be also concerned at the moment with the huge increase in oil prices in a situation of a lower euro and be alert, if oil prices keep rising or stay at present levels, about the beginning of its “second round” effects on wages and prices once businesses try to pass through to prices their oil costs increases and trade unions try to react to their negative effects on workers disposable income. But, at the same time, the ECB must take into account that sharp increases in interest rates may have also a negative effect on real activity and employment, which can be totally counterproductive for the relatively weak economy of the Euro Area.  

 
Eighth, given all these constraints, there must be a strong policy to tightening lending requirements and strengthening surveillance of financial entities as household debt maybe reaching unhealthy levels in some countries. More generally, policy makers should give increasing attention to developing mortgage market infrastructures: in particular Euro Area member countries should aim at creating the conditions for the introduction of a richer set of mortgage contracts by encouraging covered bond and mortgage-backed securities markets, as those in the US and Germany, while strengthening their financial sector regulation. Finally, they should assess the extent and desirability of their implicit/explicit guarantees to mortgage debt as it is the case of the US.

As Anna Schwartz (2002) has shown, it is crucial that central banks and regulatory authorities be aware of the effects of asset price inflation on the stability of the financial system. Lending activity based on asset collateral, such as housing, during the boom is hazardous to the health of the lenders when the boom collapses. One way the authorities can curb the distortion of lenders portfolios during asset prices booms is to have in place capital requirements that increase with the growth of credit extensions using the collateral that has escalated. Rather than trying to gauge the effects of asset prices on core inflation, central banks may be better advised to alert to the weakening of financial balance sheets in the aftermath of a fall in value of asset collateral banking loans.  
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