SHdRESH Changing the paradigms

Institution for Socioeconomic Research _

Shoresh Research Paper

editor: Dan Ben-David

The Israeli Housing Market
Approaching a Turnaround

Noam Gruber”

Abstract

Though housing prices are continuing to rise rapidly, there are indications that
the Israeli housing market is approaching saturation. After years in which
growth in the number of families outstripped the number of new apartments,
the pace of construction in 2013 caught up with, and begun to overtake, the
rise in natural demand. Moreover, the pent-up demand for housing — that is,
the demand by families not renting apartments or living in dwellings that they
own (as reflected in the percentage of multiple-family households) — is low in
comparison to the past decade. Should these trends continue, housing
investors may begin to have difficulty finding tenants, which would lead to a
decline in rents. If the pace of construction continues to accelerate, housing
investments may become less attractive, which in turn could lead to a halt in
the price increases — possibly even precipitating a downward trend.
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Introduction

The American subprime crisis of 2007 caused interest rates to fall in most of the
developed world. This was true in Israel as well, where declines in interest rates led to a shift
of capital from financial assets to real estate, in general — and to housing investments, in
particular. The rise in investor demand for apartments, combined with bureaucratically
constrained rates of construction, drove housing prices upward. Home ownership in the
country’s big cities became unaffordable for many families, forcing them to rent. Rents rose
at the same time, which hurt renters even more but made investment in residential properties
yet more feasible. As a result of this process, Israel experienced a rapid and continuous rise
in housing prices over the past 9 years, causing a large share of the Israeli public to believe
that prices will continue to increase.’

Alongside efforts to expand supply, recent governments have tried to quell the surge
in housing prices by taxing investors and limiting the amount of bank financing available to
them. They have also instituted a variety of programs — Zero VAT, Target Price and Mechir
Lamishtaken — intended to artificially lower apartment prices, primarily for first-time home
buyers, without increasing supply. To date, these programs have had little impact because
the relevant government ministries lack the means to identify many investment purchases as
such. As shown below, a large percentage of these investment transactions are carried out by
(or via) renter households purchasing “first” homes in which they do not live. The
phenomenon is so widespread that, although the percentage of owner-occupied housing units
has been declining since the start of the crisis, the percentage of households owning a housing
unit has actually risen.

Despite low interest rates and the difficulty of predicting the likelihood of an interest
rate upturn, alongside governmental policies that are not always coherent or effective, this
study shows that Israel’s construction sector is now facing a situation of excess supply and
growing prospects of a drop in prices. Since 2013, construction (supply) has outpaced
growth in the number of families (demand). This trend is expected to persist, and even to
intensify, in the coming years. At the same time, pent-up demand for housing, as reflected in
the number of multiple-family households, is now at a relatively low level and trending
downward. The implication is that housing investors can be expected to start having trouble
finding tenants, which should lead to a decline in rents and apartment prices. If this process
will be sudden and acute, it could precipitate a major crisis in the building sector and
compromise the value of many investors’ assets.

! See Hudi (2015).
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The rise in housing prices and rents

The surge in housing prices that Figure 1
began in 2007 has continued unabated in
recent years. From its low point, in
April 2007, to December 2015, prices
rose by 114%, or 96% after adjusting for
inflation. As can be seen in Figure 1,

Changes in housing-related price indices

cumulative percent changes from January 2000 to December 2015

housing
/price index

100%

rents have been rising along with o /

apartment  prices,  though  more h%L;isgggnigg;ts
moderately. Between April 2007 and M rental price
December 2015, the Central Bureau of ‘wj\,‘, index
Statistics estimates that rents increased j‘/f

by 49%, or 30% after adjusting for .,

inflation.

Of particular note in Figure 1is
the high correlation between housing
prices and rents. The two markets — o
housing and rental — are closely related.
First, families wavering between buying
or renting an apartment to live in will be
willing to pay more for an apartment the higher the rents, and vice versa: they will be
prepared to pay more for rent the more expensive apartment prices become. Second,
assuming that all other investment attributes remain the same, those considering buying an
apartment as an investment (where the rent would be a substantial part of the profit) will be
prepared to pay more for the apartment the higher the rent that they can expect to receive
from it.?

To the extent that the above scenarios hold, a surplus of rental apartments could lead
to a decline in rents and, subsequently, to a drop in apartment prices. This possible sequence
will be examined below.

2000 2002 2004 2006 2008 2010 2012 2014 2016
Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
Data: Central Bureau of Statistics

Investors’ impact on housing prices

As Gruber (2014 and 2015) discuss in depth, the primary cause of price increases in
the housing market in recent years was not unusual demographic growth or a sudden shortage
of apartments, but rather low interest rates and the resulting large-scale entry of investors into
the housing market. This can be seen clearly in Figure 2, which shows the negative
correlation between the expected real interest rate (the interest rate adjusted for anticipated
inflation) and the change in housing prices. For the past two years, the real interest rate has
been negative, and housing prices have been rising at 8% per year. In the housing market,
where supply changes slowly, it can be assumed that rapid changes in demand due to interest
rate changes will be strongly reflected in price changes.

The impact of interest rates on housing demand can be discerned in two main areas.
One is the impact on the purchasing power of families buying apartments to live in, through

% There is an extensive body of research dealing with households' housing tenure choices. See Henderson and
loannides (1983).
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their ability to obtain mortgages on Figure 2
easier terms. The other is the impact on Expected real interest rates and the
affluent households deciding whether to annual rate of change in housing prices
invest in the capital market or in January 2000 to December 2015
alternatives such as the real estate annualrate of change expected real
market. It should be noted that there isa " "o - il
high degree of overlap in the investment annual rate of change in housing prices

20% 8%

motivation between these areas, as even
the decision whether buy a home or to 15% | %
continue renting and leave the money in
the capital market is based partly on the
yield expected from that market. Also, 5% | | 20
as discussed at length in Gruber (2014
and 2015), low taxes on rental income Y 0%
and weak enforcement pertaining to that 5% | 2%
form of income constitute yet another 4 expected real interest rates*
Incentlve for househOIdS to InveSt In o 20‘00 ‘ 20‘02 ‘ 20‘04 ‘ 20‘06 ‘ 2068 ‘ 2(;10 ‘ 2(;12 ‘ 20‘14 ‘ 2(316 e
residential properties rather than in the " Bank of Israel interest rate minus average inflation expectations.

capital market, thereby reinforcing the  source: Noam Gruber, Shoresh Institution for Socioeconomic Research
impact of interest rates on demand for  Data: Central Bureau of Statistics and Bank of Israel

investment properties.

The Central Bureau of Statistics (CBS) provides data documenting the investment of
Israeli households on apartments, though with certain limitations. Prior to 2014, the CBS
expenditure survey did not collect data on the exact number of residential units owned by
households. Sidebar 1 presents household data by the number of investment apartments
owned.

Although prior to 2014 the Household Expenditure Survey did not provide the exact
number of apartments owned per household, one can still identify which households own the
housing unit they live in, which households rent, and which households own additional
apartments (one or more) in which they do not live. Due to data limitations, this study
focuses on the changes in the share of real-estate investors among Israeli households
according to two definitions:

10% 2 4%

0%

Definition 1 — households who own the apartment in which they live plus one or more
additional apartments — i.e. they own at least two apartments.®

Definition 2 — households who own one or more apartments that they do not live in.
These households may also own the apartment that they live in (i.e. Definition 2
includes Definition 1 households). However, Definition 2 households may also be
living in an apartment that they do not own (i.e. paying rent or some other live-in
arrangement).

® As noted, prior to 2014 it is not possible to know which renter households own two apartments (or more).
Table 1 shows that the share of renters among the owners of two investment apartments in 2014 was 21.1%.
Among the owners of three or more investment apartments, it was 16%.
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Figure 3 shows the percentage of
households who own two or more
apartments, according to Definition 1.
Housing investment, as reflected in the
percentage of households owning two or
more apartments (owner-occupied
households who own  additional
properties), has become more prevalent at
all income levels, particularly among
high-income households. In 2006, 2.1%
of all Israeli households and 6.3% of
households in the highest quintile owned
two or more apartments. By 2014, these
numbers rose to 8.9% and 25.4%,
respectively.

Figure 3 also shows that in 2013-
2014 while the share of Definition 1
households (owner-occupied households
that own additional apartments) in the
highest income quintile continued to rise
in 2013-2014, there was a slowdown —
and even cessation — in the growth of such
households in each of the other quintiles.
In other words, while higher-income
investors continued to expand their
holdings, the high housing prices during
these years pushed some lower-income
investors out of the market,.

Households who rent, while also
owning one or more apartments in which
they do not live, constitute a widespread
phenomenon (Figure 4). The share of
investor households living in rented
apartments out of all renters is greater
than the number of investor households
living in owner-occupied housing as a
share of all households living in their own
homes.  The percentage of housing
investors out of all households rose from

Sidebar 1

Changes in housing-related price indices

Until 2014, the Central Bureau of Statistic’s Expenditure Survey did
not include data on the number of investment apartments per
household. Therefore it is not possible to estimate the number
apartments purchased by investors already owning investment
apartments. Table 1 displays select data on households by number of
investment apartments (apartments owned by households that are not
owner-occupied) that they own, as listed in the Expenditure Survey
2014. Since there are just a relatively small number of observations
of households with more than two investment apartments, such
households are grouped together as “three or more apartments.” As
indicated in Table 1, most of the investors own just one investment
apartment (that they are not residing in). Among those owning one
investment apartment, the share of those living in rented apartments is
34%, which is greater than the share of non-investors who live in
rented apartments (26.4%) but lower than the share of investors
owning two apartments (21.1%) or three or more apartments (16%).
As might be expected, the greater the number of investment
apartments, the higher the total household income as well as income
from rent.

Table 1

Households by number of
investment apartments owned’, 2014

three or

Investment no one two more
apartments apartments apartment apartments apartments
share of total

86.3% 11.4% 1.4% 0.8%
households
share of renting 26.4% 34.1% 21.1% 16.0%
households 0 70 =70 e
total netincome | e 21,963 27,702 39,032
(shekels) ' ' ' '
income from 35%* 2,392 5,270 10,932
rent (shekels) ’ ' '

* Number of apartments owned by household that are not owner-occupied.

*This is apparently rental income from apartment not owned by household, or
income from partially owned apartment.

Source: Noam Gruber, Shoresh Institution for Socioeconomic Research

Data: Central Bureau of Statistics

3.4% to 13.8% between 2006 and 2014. During this period, the share of investors who rent
climbed from 4.9% to 16.1% of all renter households while the share of investors living in
their own homes from 2.9% to 12.9% of all owner-occupied households.

This disparity in favor of renters merits special attention, as renter households tend to

be lower-income households.

In fact the percentage of households that own investment

apartments is substantially higher among renters than among owners of similar income in

every single income quintile (Figure 5).
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It appears that among households Figure 3
that own one or more investment Owners of two or more housing units

apartments (in which they do not live), the

lower the income quintile, the higher the
gap between renter households and fop quintile
households living in  owner-occupied
apartments. In the bottom quintile, the
share of renter households owning at least
one investment apartment (7.3%) is 5%
approximately four times that of households

living in owner-occupied apartments 4t quintile

(1.8%). In quintile 2, the ratio is about gsgpa%ael
three to one (15.3% versus 5%). In quintile
3, the ratio is 2.4 (16.7% versus 6.9%) °”

3rd quintile
. .- . . 2nd quintile
while in Quintile 4 the ratio declines to 1.8 ’\/EJ q

bottom

(23.8% versus 13.2%). In the top quintile, o — ————  ————  quintle
. . . . . 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

the disparity is relatively small, with 34.1%

among  renter hOUSGhO'dS- _compared with Source: Noam Gruber, Shoresh Institution for Socioeconomic Research

30.8% of households Ilvmg IN OWNEr-  pata: Central Bureau of Statistics

occupied apartments. Because homeowners

have made substantial expenditures to purchase the apartment that they reside in, it is likely

that the remaining resources that they have available for real-estate investments are below

what renters of similar income levels have available. Nevertheless, the growth in recent years

in the rates of ownership of

as percent of households in each income decile, 2003-2014"

20%

“ households headed by person 25 years old and up.

apartments for investment purposes Figure 4 .
among low income renters merits Investor households as a share of total
attention. by type of households, 2003-2014

This growth suggests a strong e investors who live in rent
tendency on the part of renter % as share of all renters
households to “gain a foothold” in 1. / lsr;]vaerztc;rf r;ﬁt;]soeuhsczﬂzlgz
the home ownership market by /
purchasing investment properties; investors living in own home

as share of all households
living in own home

10%

they also point to substantial funding
assistance, probably from relatives, &%
in making these purchases.” It is also .,
likely that, in certain instances, this is
not really assistance but actually an
under-the-radar investment on the **
part of other family members who ox
already own apartments — taking

4%

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

* An investor household owns at least one housing unit that the household does

advantage of preferential financing not reside in.
and tax conditions available to first- Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
time home buyers (Gruber, 2015). Data: Central Bureau of Statistics

* See Arlozorov (2015).

The Israeli Housing Market

Noam Gruber 5 http://shoresh.institute



SHORESH

Institution for Socioeconomic Research

Shoresh research paper

November 2016

Subsequently, government programs
intended to assist first-home buyers — Zero
VAT and Target Price in past years, and
Mechir Lamishtaken today — often serve to
fund the purchase of investment apartments.

It is unclear why the government's
leading policy-makers at the highest
professional and political levels are willing
to forego billions of shekels in annual state
revenue in order to fund investment activity.
This is particularly underscored by the
formidable systemic problems plaguing the
construction authorization processes that
inhibit increases in the supply of land
approved for construction — which, in turn,
would lower its cost.>  Moreover,
government efforts to reduce investor
purchases by raising the purchase tax are
limited by the government’s inability to
identify investment purchases by or via
renter households.

Figure 6 sheds light on the
ramifications  of  increased  housing
investment among renter households. While
the  percentage = of  owner-occupied
households has declined in recent years, the
rate of households owning a housing unit
(one or more properties) actually rose
between 2008 and 2010, and was stable
during 2011-2014. On the one hand, the
declining percentage of households living in
owner-occupied apartments indicates that
rising apartment prices made renters out of
many households who could not afford (or
did not wish) to buy apartments in which
they want to live in. On the other hand,
many of these households bought investment
apartments during these years. Hence,
although they are paying rent, they also
receive rental income from the apartments
that they own — and could conceivably profit
(if they know when to sell) from the
investment properties’ rising value.

Figure 5
Owners of one or more housing units
. *
for investment purposes

households by type of living arrangement and income quintile, 2014

M living in rented home
M living in own home

23.8%

16.7%

bottom
quintile

2nd quintile

3 quintile 4% quintile top

quintile
income quintile of household
* A housing unit that the household does not reside in.

Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
Data: Central Bureau of Statistics

Figure 6
Share of home-owners compared to share of
households in owner-occupied apartments

2003-2014
75%

74%

share of owners of one

73%

2%

71%

70%

share of households in \
owner-occupied apartments

~

69%

68%

67%

66%

65%

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

" A housing unit that the household does not reside in.

Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
Data: Central Bureau of Statistics

> For an overview of the systemic problems and proposed reforms, see Gruber (2014) and Eckstein et al.

(2015).
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A focus on the percentage of households living in owner-occupied apartments would
appear to indicate a crisis in the Israeli housing market. By contrast, the overall share of
households owning a housing unit (one or more apartments) actually suggests growth and
stability. Nevertheless, one should remember that apartments are not uniform products and
that there can be major differences — in size, geographic location and quality — between
investment apartments purchased by renters (and low-income households generally) and
those bought by more affluent households.

Apartment supply versus demographic demand

The picture that emerges from the data is one of surging demand for investment
apartments in response to declining interest rates, at nearly all household income levels. In
contrast to the rising demand, housing supply has changed slowly due to lengthy time periods
required from the inception to the completion of new projects. Housing supply in Israel is
particularly slow to change as a result of government ownership and control of the most of
the land, a centralized planning process, and extensive bureaucracy at all construction stages
(Bank of Israel, 2012; Gruber, 2014). Consequently, increased demand for investment
apartments resulting from low interest rates led to higher prices and a crowding out of
households from of the housing market and into the rental market. When the pace of
construction responds slowly to rising prices, growth in the supply of rental apartments due to
investor activity is offset by identical growth in the demand for apartments to rent by families
who cannot compete with investors for the purchase of these apartments.

Figure 7 provides a graphic reflection of this situation. It compares two time periods,
2004-2007 and 2008-2012: before and after the global crisis and the decline in interest rates.
The pace of construction rose moderately, from 31,581 apartments in the years preceding the
crisis to 33,570 following it. The mean annual growth in the number of families also
exhibited a relatively modest increase,

from 29,775 to 35,240 families, Figure 7

according to a Central Bureau of Annualincrease in demand and supply of housing units
Statistics ~ estimate. ) Against  this annual averages, before and after world recession
background, the surge in the number of

. . 2004-2007 2008-2012

InVEStOI‘S (hOUSEh0|dS Own|ng tWO or (before world recession) (after world recession)

more apartments) is notable: while in 60,673
2004-2007 investor household numbers Changes between periods

declined by 2,243 per year, the number of 12190 nerease jf;:j;d e

such households increased by 25,433 per IVESIOrSt

year during 2008-2012.  As noted,

. - 33,570

investors pushed families out of the 31581 57532

owner-occupied housing market and

creating demand for the rental properties new 29,775 new 35,240
. . housing additional housing additional

that the investors had acquired. units families units families

The ease with which housing
investors have been finding tenants, and 204
the upward trend in rents, seem to have Supply  Demand
made investment in residential properties " not including change in number of apartments per investor.
even more lucrative. But does this mean Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
that as long as interest rates remain low, Data:Central Bureauof Statistics

.___fewer
investors*

Supply Demand
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housing prices and rents will continue to rise? As noted above, interest rates (as well as tax
rates and degree of enforcement) have a strong impact on demand. Because supply is very
slow to change, it may seem that interest rates are the sole factor affecting apartment prices.
However, in a situation when the pace of construction (number of new apartments) exceeds
growth in natural demand (number of families), the surplus of rental units will reduce the
number of potential tenants to whom investors will be able to rent to. This could lead to a
drop in rents, bringing down apartment prices as well. Such a scenario would cause the
expected return on investment in apartments to decline, leading to a slowdown — or even
cessation — of the housing investment wave, even if interest rates are low.
A comparison of the pace of

construction with demographic  growth Figure 8
appears in Figure 8. The figure shows the Housing supply and demand
growth trend in the number of families —  housing construction versus number of new families, 2000-2015

which reflects the increases in demand as a ~ 50.00
result of demographic changes. The increase

in housing supply is reflected in the number 4000 —\ AV
of apartments whose construction was

completed during the period 2000-2015.5 40,000 _ _
As can be seen in Figure 8, changes . ’
.
R

housing starts

in housing starts precede changes in the
number of completed housing units. In the
early 2000s, a sharp decline in housing starts ~ *°
led to a similar (though more modest)
decline in the number of housing units
whose construction was completed. By
contrast, starting in 2007 the number of ™" 0 " s o a0 oz 200 202 oois
housing starts increased, followed by a two-  “estimate.
year Iag in the increase in the number of Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
completed housing units. Data: Central Bureau of Statistics

In the early 2000s, the pace of
construction was substantially higher than the annual growth in the number of families during
the same period. This rapid building pace was a continuation of the construction surge that
started in the mid-1990s, following the wave of immigration from the former Soviet Union.
This surplus construction was a major factor in the 30% decline in real prices that
characterized the housing market from 1997 to 2007. In 2000 some 43,478 housing units
were completed, substantially exceeding that year's increase in family numbers, which is
estimated at 31,171. The housing supply (completed units) declined gradually until 2007,
when 29,755 apartments were completed, fewer than that year's increase in number of
families, which is estimated at 34,918.

Although the number of housing units that were built during 2004-2006 was already
lower than the number of additional families recorded for that period, apartment prices were
quite stable, and actually fell in real terms (after adjusting for inflation) — due to relatively
high interest rates and lack of investor interest in the housing market. As indicated in Figure
3, the number of households owning two or more apartments declined during those years.

n sing completions

25,000

® For an explanation of the growth trend in number of families, see Appendix A.
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Because a surplus of housing units had been built in the preceding years, no shortage was felt
in the market. As interest rates declined, the entry of investors into the market caused prices
to rise in the housing market during 2007-2008. Consequently, the number of housing starts
began to increase. However, the many constraints hampering the construction processes in
Israel led to relatively slow increases in completed housing units. Only in 2013 did the
number of completed units (42,459) exceed the increase in the number of families, estimated
at 39,576.

Because the number of housing starts in 2013-2015 was still relatively high, it can be
expected that there will be a relatively high number of new housing units in the next two
years, substantially exceeding growth in demographic demand. In other words, there is a
question of whether there will be enough families to occupy all of the apartments that will be
completed in 2016-2017.

Demographic growth, as reflected in the number of families, is a major source of
growth in the demand for housing. Another major source is pent-up demand for housing.
This kind of demand is approximated by the percentage of multiple-family households.
These are households comprising two or more families (such as a married couple living with
the parents of one of the spouses). The question is whether there is sufficient pent-up
demand — enough families not currently living in an owner-occupied or rented apartment who
want to move to dwellings of their own — to

occupy these future apartments? Figure 9 Figure 9

shows the pent-up demand for housing in Pent-up demand for housing*

Israel from 2003 to 2014, as reflected in the The share and number of multi-family households, 2003-2014
number of multiple-family households and  .c of muii- number of
the percentage of such households in the ™miyhouseholds multfamily

national total.’ 3.0%
During the period 2003-2008, when

housing prices were declining in real terms,

pent-up demand also trended downwards. 050

number of multi-family households

60,000

N\
In those years, fewer and fewer married 7 \—\/

couples chose to share households with

other families, as the alternative — living in
2.0%

45,000

households of their own — became less
expensive. In 2004 there were 46,760 share of multi-family households out of total
multiple-family households (constituting

30,000

2.5% of all households). By 2008, the 15% 1
number had declined to 38,414 (1.9% of all

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

" Pent-up demand for housing is measured by the share of multi-family

15,000

hOUSEhOIdS). As hOUSing prices and rents households. These include a married member other than the household head

rose, more and more families chose to share
households with other families. In 2011 the

one home (e.g. married couple living with parents).

and his/her spouse). An example of multi-family households are two families in

Source: Noam Gruber, Shoresh Institution for Socioeconomic Research

number  of mUItiple'fam”y households Data: Central Bureau of Statistics

" Due to a lack of data for the expenditure survey's early years (the variable “son's/daughter's spouse” appears
only from 2008 on), a multiple-family household was defined here as a household in which a married relative
lives who is not the head of the household or the spouse of the head of the household. There is high correlation
between the percentage of multiple-family households and the average number of legal adults (those aged 18
and over) per household.
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reached 56,096 (2.6% of all households) — the highest figure for the entire period under study.

Despite the continued price increases, there was a reversal in the multi-family trend in
2012. The percentage of multiple-family households began to decline, reaching 2.1%
(48,024 households) in 2014. If, at the start of the price surge, households expected that the
price increase phenomenon would be short-lived and that apartment prices would drop to the
level of preceding years, then they apparently became convinced of the phenomenon's
longevity and decided that there was no point in waiting to buy/rent a dwelling. It is also
possible that the social justice protests of 2011, which managed to halt the price hike only
briefly, showed households that high prices are not a fleeting phenomenon.

Whatever its underlying causes, pent-up demand for housing, as reflected in the
percentage of multiple-family households, is steadily falling. By 2014 it had already reached
a low point relative to its 2011 peak. Given the pace of construction, which is outstripping
growth in the number of families, and which is expected to remain high over the next two
years, a housing surplus may be anticipated which will cause apartment prices and rents to
decline.

Geographic breakdown of housing supply and demand

It is likely that the housing market surplus will manifest itself differently in different
parts of the country. In some areas, the surplus will probably appear earlier and/or be greater
than in other areas. Where demand for short-term vacation rentals exists, investors may be
able to make up for the shortage in long-term tenants by converting their properties
accordingly. Governmental involvement,
as exemplified in the blanket agreements,®
may distort market mechanisms and

Figure 10

Cumulative changes in housing price indexes, by district

create extensive supply in low-demand
areas.

Figure 10 shows that housing price
trends in different Israeli districts are
closely correlated. This suggests a high
degree of substitution between districts,
indicating that declining prices in one area
will have a strong impact on price levels
in nearby areas. Moreover, as Eckstein et
al. (2012) demonstrate, prices in different
Israeli localities are strongly affected by
their proximity to metropolitan centers.
Because the ability to reach job centers
quickly is an obvious factor in housing
prices, effective public transportation is
one of the main tools that can be used to
reduce price gaps between Israeli

3.5 - 4.0 room owner-occupied apartments*

150%

North

100%

Jerusalem

50%

2010 2011 2012 2013 2014 2015 2016

" From the last quarter of 2007 (base period) to first quarter in 2016.

Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
Data: Central Bureau of Statistics

& Blanket agreements (Heskemei Gag) are agreements between the government ministries and local authorities,
in which the local authorities commit to advancing large-scale construction within their areas of jurisdiction,
while the government ministries commit to transferring substantial funds to the local authorities to finance
needed infrastructures. See Hila Tsion (2016).
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metropolitan centers, suburbs and Figure 11
peripheral areas (Gruber, 2016). Housing demand and supply, by district

Figure 11 presents the state rate of population change and apartment prices, relative to the national average
of supply and demand for housing
in lIsrael's districts in 2014, in
relation to the national average. Tel-Aviv
The population growth rate in a ¢ 100% 1
specific area reflects housing
supply-demand equilibrium in that
area, given the area's price level. 50% 1 Jerusalem
For example, if an area's ¢
population growth rate and prices

relative price™
125%

low supply 5% 1 high demand

25% A

Central R N
. ) , |
are both high (compared with the ‘ H;Ifa population increase
national averages), one may % - 059 . 0.5% 1.0%
conclude that demand is high 25% 1@
(compared with the national low demand o | —

average). By contrast, if an area's

population grovvth rate is hlgh and Population change in 2014 and price of 3.5-4.0 room owner-occupied apartments at end of 2014.
prices are low, one may conclude  relative tonational average.

that Supp|y is re|ative|y h|gh to the Source: Noam Gruber, Shoresh Institution for Socioeconomic Research

national average. Relatively low Data Central Bureau of Statistics

population growth rate coupled with relatively high prices testifies to low supply (compared

with the national average), and so forth.

In the Jerusalem district, the population growth rate for 2014 was 2.56%, 0.56
percentage points higher than the national rate, while the average price of a 3.5-4 room
apartment during the last quarter of the year was 1.86 million shekels, 39% higher than the
national average. This indicates that the demand for housing in Jerusalem is high relative to
the national average.’

The Tel Aviv district's population grew at a rate of just 1.4% in 2014 (0.6 percentage
points lower than the national average) while the average price of a 3.5-4 room apartment in
the district during the year's final quarter was 2.74 million shekels (105% higher than the
national average). In lieu of an alternative explanation for the combination of high prices
(relative to the national average) with low population growth (relative to the national
average), this would appear to indicate a low housing supply in the Tel Aviv district
(compared with the national average).

In the Central and Haifa districts, average apartment prices are very close to the
national average, but the Central District's population growth rate is high and that of the Haifa
district is low (relative to the national average). This implies that housing supply and demand
in the Central District were high relative to the national average and similar in magnitude to

° Note that population growth in each district might be due to natural causes (birth rate), but also to population
movement resulting from a variety of factors, including the relative housing costs. Every district has its own
mix of population growth factors. In Jerusalem, for example, despite the city's negative migration balance, a
high rate of natural population growth leads to population growth that exceeds the national average. For details
on the mix of population growth factors in each district, see the Central Bureau of Statistics (2016) table,
Sources of Growth in Urban Localities by Subdistrict, 2014.
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one another. Consequently, the
population grew rapidly compared with
the national average while prices
remained close to the national average.
In the Haifa District, housing supply and
demand were also of similar magnitude
— Dbut relatively low, with a low
population growth rate, compared to the
national average — with prices similar to
the national average. In the Southern
and Northern districts prices were lower
than the national average. While the
Southern District's population growth
rate was slightly above the national
average, indicating high levels of
housing supply, the Northern District's
population growth rate was low
(compared with the national average),
attesting to low demand.

Figure 12 presents the volume of

Figure 12
Changes in housing completions by district

percent change from 2005-2008 average to 2012-2015 average

47%

41%
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Samaria

national  Haifa Central Jerusalem South North  Tel-Aviv

average 2

fewer

apartments

-15%
Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
Data: Central Bureau of Statistics

annual construction in the country as a whole, and broken down by district. For all districts
other than Judea and Samaria the picture is similar — 2012-2015 witnessed a much higher
pace of construction than that of the 2005-2008 period, when construction activity was at a

nadir.

Additionally, Appendix B shows that the number of apartments under construction is
trending upward at the national level and in the Jerusalem, Northern, Haifa and Tel Aviv
districts. In the Central and Southern districts the number of apartments under construction

has stabilized, after peaking in 2011. In
the country as a whole, there were
99,389 housing units under construction
at the end of 2015 — the largest number
since 1996.

Figure 13 looks at whether the
supply of apartments remaining for sale
and construction activity in Israel's
various districts is in line with the scale
of demand at present price levels, as
reflected in population growth (for more
details see Table B1 in Appendix B). In
general, population growth distribution
is highly correlated with construction
volume and with the distribution of
apartments for sale among the various
districts. Yet even so, there are districts
marked by a clear imbalance. For
example, the share of the Southern,

Figure 13

Distribution of population changes, unsold apartments
and apartments under construction, by district

32.0%

29.7%
28.1% M relative share of the population increase from 2013 to 2014
W relative share of total number of unsold apartments (at end of 2015)"

H relative share of all apartments under construction (end of 2015)"

18.7%

15.9% .
14.6% oot
. 13.8%
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Central Jerusalem  South Tel-Aviv North Haifa

* Summing to 100%.

Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
Data: Central Bureau of Statistics
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Jerusalem, and Judea and Samaria districts in construction activity is low compared with their
share of population growth. As indicated in Figure 11, the Jerusalem District is characterized
by high demand for housing, and it is likely that the housing shortage will cause prices to rise
there. The share of the Northern, Haifa and Tel Aviv districts in construction activity is
higher than their share of demographic growth, but while the Tel Aviv District is
characterized by low housing supply (Figure 11), a shortage that is likely to be resolved (at
least partially) by construction activity, the Haifa and Northern districts are characterized by
low housing demand (Figure 11); it is probable that construction activity will lead to a
housing surplus and to lower prices in those districts.

Obstacles to construction
What are the main constraints that delay and prevent increased residential
construction? The Central Bureau of Statistics' Business Tendency Survey offers insights
regarding these constraints, from the perspective of construction companies: Figure 14
presents the percentage of construction companies that reported severe constraints on their
activity, by type of constraint. The figure gives the results of the April 2016 survey,
compared with those of the October
2013 survey cited in Gruber (2014).
Over the past few years there has
been considerable improvement in percent of all construction companies, by type of constraint, 2013 and 2016
several of the most serious obstacles 8% 3z
to construction activity in Israel.
First and foremost, there has been a
reduction in obstacles rated the most
severe in October 2013 — the time
that it takes to obtain building
permits and land authorization for
construction. As a result, the most
difficult constraint today is a
shortage of skilled workers for

Figure 14
Severe constraints reported by construction companies

31.9% o B October 2013
W April 2016

26.4%

1 99 H H hort: hort: del i hort; difficult hort: difficult | h
wet” work (foundation, plastering S Gt (E00T UGG cbtaning - of  obiaming demand
and ﬂooring) It has aISO become workers available /permits  workers non- unskilled  Israeli equipment

. ) A (wet building (non-wet banl§ workers banll< and inputs
much easier to obtain bank and non- work?)  land work?) - credit credit

bank credit. The comparison points ok with unset cement or concrete.

to SUbStantia"y improved reQUIatory Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
and funding conditions in the Data: Central Bureau of Statistics

construction sector.

Nevertheless, one can see that a shortage of available land for construction and delays
in the receipt of permits still constitute very difficult constraints (second and third in degree
of importance) on the volume of construction. In addition, labor productivity in Israel's
construction industry is very low compared with the rest of the developed world (Ben-David,
2015). This is due to a heavy reliance on cheap labor and a low degree of mechanization.
Thus, as noted in Gruber (2014) and Gruber (2015), the sector's output could be substantially
increased by switching to modern construction methods, without importing more workers.
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This would raise the Israeli construction industry's labor productivity and, along with it, the
industry’s salaries and attractiveness to Israeli workers.™

Given the number of housing starts, the quantity of apartments under construction and
the easing of constraints on construction as represented in Figure 14, it appears that, so long
as no major crisis erupts in the construction sector, one may expect the pace of apartment
completions in the coming years to substantially exceed the increase in number of families.

Governmental involvement in the housing market

The housing crisis generated considerable public pressure on the Israeli government
to take measures designed to immediately halt the rise in prices. However, instead of proving
to be magic bullets, many of the policy measures failed to defuse the crisis — and in some
instances actually intensified it.

This was the case with the Zero VAT and Target Price programs in recent years, and
the current Mechir Lamishtaken program, which constitutes public subsidization of home
purchases. The result of the latter program is the spurring of demand for apartments. For
example, Mechir Lamishtaken awards first-home buyers a substantial apartment-purchase
discount — yet many of the first-home buyers are actually purchasing for investment purposes
(Figure 4). Their low income levels (Figure 5) suggest that they are proxies for investors
who already own other apartments. In addition to the discount with its demand-increasing
effect, the program also spares developers the effort of competing for buyers. Moreover, a
complicated bureaucratic apparatus is required to ensure construction quality. Finally,
Mechir Lamishtaken may well have the effect of slowing the pace of construction.
Developers, fearing a lack of demand for full-price apartments, are unwilling to build outside
of the program framework.

In contrast to these programs, which increase demand for housing, the government
has also tried to reduce investor demand by raising the purchase tax that they must pay — and,
recently, by instituting a tax on the owners of three or more residential units. Although these
measures show that the government has correctly identified the investors' role in the price
surge, the taxes are problematic and distort investment considerations. They encourage even
more proxy apartment purchases. In addition, taxing those with three or more apartments
constitutes an over-taxing of those who own cheap apartments in the periphery, and an under-
taxing of those who own expensive properties in high-demand areas. Taxing real estate
investment income in a manner similar to income from other sources would avoid these
distortions.

Conclusion

As opposed to other options, people invest in apartments on the basis of rental income
expectations and rising property values. The decline in interest rates following the global
economic crisis caused many investors to prefer housing investments to capital market
investments. As a result, these investors entered the housing market and boosted demand.
Because the pace of construction was very slow to pick up, investor activity caused prices to
rise, pushing those people seeking apartments out of the housing market and into the rental

"% Improved safety in construction work is yet another major factor in attracting Israeli workers. See Arlozorov
(2016).
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market. A feedback loop was created, in which soaring apartment prices and a concomitant
rent increase made housing investment even more lucrative, attracting additional investments.
these, in turn, drove prices even higher. Nine years of spiraling prices have left Israelis with
the feeling that this trend is permanent and that housing prices will continue to rise.

Yet Israeli and international experience demonstrates the falsity of this assumption.
In recent years, a surplus has gradually emerged in Israel's housing market. This excess
supply is expected to reduce rents over the coming years, driving apartment prices
downward. The process should substantially lessen the comparative advantages of housing
investment in relation to other investment channels. Such a trend reversal could potentially
lead to a large-scale exit of investors and to a price crash — causing a housing market crisis.

A price crash would have major consequences. Although lower prices would benefit
households seeking to purchase apartments in which to live, they would also deal a heavy
blow to the construction industry and to households who had put their savings into rental
properties. Developers bought land and made long-term commitments based on future high
apartment prices. A downturn in prices might bankrupt many of them and lead to mass
layoffs. In this scenario, purchasers of investment apartments would see much of their paper
profit disappear, and their income from apartment rents would likely decline. Because many
of the investors use mortgages to fund their purchases, the drop in rental income, in addition
to the eroding value of the properties themselves, could lead many of them to try to sell their
apartments — causing prices to plummet even farther.

Although it is hard to precisely predict the timing and scope of this scenario, its
likelihood will increase as long as construction outpaces the rise in natural demand (the
number of families). At the same time, interest rates play an important role: a clear trend
toward rising interest rates would hasten and, one may assume, worsen, the anticipated
market decline. By contrast, should interest rates stabilize at a low level, the decline in prices
could potentially slow down or be delayed, enabling the construction sector to gradually
adjust and avoid crisis. Given the looming risk, both developers and apartment buyers should
prepare accordingly and reduce the leverage in their investments.
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Appendix A — Estimate of demographic housing demand

The Central Bureau of Statistics estimates the number of families in Israel via a
process characterized by great fluctuation: the population size is estimated by extrapolating
from the most recent population censuses (the latest census was taken in 2008). The number
of families from labor force survey findings is extrapolated to fit with the population
estimate, sometimes corrected after the fact. For more detailed information, see Central
Bureau of Statistics (2012), Chapter 6. This process creates a great deal of statistical noise.
For example, Figure Al shows that after rapid growth in the number of families during 2000-
2005, which peaked with the addition of 44,300 families in 2005, 2006 witnessed, with no
reasonable explanation, the addition of only 10,700 families.

To filter out most of the statistical noise, this study assumes a fixed annual rate of
growth in the number of families, from the Central Bureau of Statistics estimate for 1999
(1,430,500 families) to the CBS estimate for 2014 (1,956,400 families). The mean annual
growth rate obtained is 2.1%, in contrast to a mean annual population growth rate of 2%
during the same period (1999-2014), according to Central Bureau of Statistics data. The
trend estimate represented in Figure Al as a red line assumes, as noted, a uniform growth rate
during the entire period.

Figure A1
Annual change in the number of Israeli families
Central Bureau of Statistics estimates and the trend projection, 2000-2014
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Data: Central Bureau of Statistics
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Appendix B — Construction data for entire country and by district

Figure B1
Construction at the national level
2000-2015
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Figure B2
Construction in Jerusalem district
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Figure B3
Construction in Northern district
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Figure B4
Construction in Haifa district
12,000
/n-going
10,000 construction
8,000 /

housing starts
6,000

housing

4,000 completions

stock of new

/ apartments for sale

2010

2,000

0

2000 2002 2004 2006 2008 2013 2015

Source: Noam Gruber, Shoresh Institution for Socioeconomic Research
Data: Central Bureau of Statistics

Figure B6
Construction in Tel-Aviv district
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Figure B5
Construction in Central district
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Figure B7
Construction in Southern district
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