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With the outbreak of the “sub-prime” crisis the attention of policymakers has been 
focused on the US housing market. It is by now common knowledge that the prob-

lem started with a bubble in US house prices. However, it is not widely appreciated that in 
Europe housing prices have also increased over the last decade and, in many cases, even 
more than in the USA. The same has happened in a number of other OECD countries and 
emerging markets, where rapidly increasing incomes have put pressure on house prices.

Over the last decade a curious phenomenon has thus emerged: with a few exceptions 
(essentially Germany and Japan) housing prices have risen almost everywhere to levels 
never seen before. How could such a global cycle emerge when real estate is the most 
local of all assets? Recent research suggests that the global housing cycle was tightly 
linked to the unprecedented increase in the supply of liquidity by the major central banks. 
Financial innovation, like giving mortgages to sub-prime debtors, may also have played a 
role, but sub-prime mortgages would probably not have been supplied on the same scale 
if central banks had not created an environment of ample liquidity and persistently low 
interest rates.

The “sub-prime” crisis has so far affected mainly fi nancial markets in the USA and Eu-
rope. This is not surprising if it is considered that on both sides of the Atlantic prices 
have reached historical peaks and on both sides the upward movement had, until recently, 
accelerated. This co-movement is no mere coincidence. US and European house prices 
have always been correlated. Over the last three decades, prices in the USA and Europe 
have tended to follow three slow-moving related boom-bust cycles. All previous peaks 
were followed by several years of declining housing prices (in real terms) and there is no 
reason to assume that this cycle will be any different.

What does the long-run correlation between US and average euro area housing prices 
imply for the future? Since last year, prices have been declining in the USA. The euro area 
data become available only much later. Hence it is impossible to determine whether hous-
ing prices have already turned on this side of the Atlantic as well. However, if the past pat-
tern holds house prices should be starting to fall very soon in (continental) Europe, too. 

How far do prices have to fall? In both the USA and Europe it seems that prices went 
20-30% above their longer term average values. Such a large overshooting is likely to be 
followed by some undershooting. This would imply that prices will probably have to fall by 
at least 20-30%, but possibly considerably more, before they bottom out.

Should European (and in particular euro zone) policymakers be concerned about the 
behaviour of house prices? There is little evidence in the euro area of large-scale “sub-
prime” lending. However, another, seldom mentioned, difference is even more important: 
in the USA most mortgages are “no recourse”, which means that the lender (the bank) has 
no recourse to the owner of the house. If the value of the house is lower than the mortgage 
on it the borrower can just walk away, and simply send the keys to the bank. This is called 
“jingle mail”, and it is spreading rapidly in the USA as house prices are declining almost 
everywhere.  This “no recourse” nature of US mortgages means that a fall in house prices 
leads to severe problems for the banking system since mortgages still make up almost 
one half of all lending by US banks. By some estimates the US banking system might lose 
all of its capital if house prices fall by more than 20-30%.
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In Europe, by contrast, borrowers cannot just walk away from a mortgage since they 
remain liable for any difference between the value of the property and the amount of the 
loan. In Europe a fall in house prices may make consumers poorer and less willing to 
spend, but it does not threaten the stability of the banking system. 

Another often overlooked transatlantic difference lies in a more subtle distinction in the 
mandate of the two central banks. The key difference is not so much the emphasis on 
infl ation, but rather that of the fi nancial system. The website of the Federal Reserve pro-
claims proudly that it “provides the nation with a safe, fl exible, and stable monetary and fi -
nancial system.” This is totally different in the euro zone, where the stability of the fi nancial 
system is not even mentioned among the secondary objectives of the ECB.

Given these two differences it is clear why the Fed had little choice but to slash rates, 
hoping that this would help the banking system, whereas the ECB has not moved an inch.  
However, since rate cuts cannot stabilise house prices in the short run it is also clear to 
the Fed that even a cut of 300 basis points cannot stop the crisis from spreading. This is 
where the second difference comes in: the Fed had to overhaul rapidly the instruments by 
which it provides liquidity to the banking sector. Until mid-March it only accepted govern-
ment paper as collateral. Since then it has been accepting a wide variety of private sector 
assets, even the mortgage-backed securities the market shuns. By contrast, the ECB has 
for years accepted private sector collateral. There was little need to change instruments in 
response to fi nancial market diffi culties. Moreover, in the USA the Fed has extended ac-
cess to its fi nancing window to investment banks and even primary brokers, whereas the 
ECB did not face the same pressure to widen access to its discount window because of 
the universal nature of banks in Europe.

However, even if there is no immediate threat to the stability of the fi nancial system in 
Europe there is still reason to be concerned in Europe, too, because house prices have 
an important impact on domestic demand, albeit with wide variations among individual 
countries.  

Almost everywhere higher house prices have been associated with strong consump-
tion (and vice versa in Germany, where consumption and house prices have been weak).  
Lower house prices throughout Europe are thus likely to be accompanied by weaker con-
sumption demand, much like what can be expected from the USA. 

The impact of house prices on construction activity has been more varied. In Spain 
and Ireland, for example, construction investment has increased to a level (18-20% of 
GDP) way above that of the USA and not seen in any other OECD country except Japan 
before the bubble of 1989 burst. In these two countries, lower housing prices are likely 
to be associated with a sharp and prolonged drop in domestic demand which should be 
even stronger than what can be expected in the USA. By contrast, in France and Italy, 
where house prices have increased almost as much as in the USA, there is no evidence 
of a housing overhang. The negative impact of a downturn in housing prices in these two 
countries should thus be limited to a drop in consumption. Germany should be affected 
least because both house prices and construction activity have for some time been below 
trend.

All in all it can thus be concluded that the coming downturn in housing prices will not be 
limited to the USA, but its impact is likely to be more concentrated there, and thus quicker 
to show up in the US banking system. European consumers and home-builders will also 
be affected, but this will take more time to become apparent.
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