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The German housing market probably 
won't escape unscathed 
■ The German housing market did not participate in the recent global price 

boom. Even though it is does not have to contend with the bursting of a 
bubble, near-term home price data has also been pointing south recently 
for Germany. Is there now the threat of a similarly strong correction as in 
other countries? 

■ German home prices have increased much less strongly than household 
incomes in the past decade. Nevertheless, home affordability has re-
mained relatively subdued to date. In an international comparison, abso-
lute home prices in Germany were rather high for a long period in the 
past. 

■ Our model estimates point - based on household incomes and construc-
tion prices - to a perceptible but not drastic undervaluation of residential 
properties of close to 5%. In fact, home prices therefore even have up-
side potential overall. 

■ Despite persistently low new construction activity, there is, however, 
unlikely to be a general increase in price pressure, not least because of 
the negative demographic development. The competitive rental market 
and the relatively elastic supply of homes are also of help here. 

■ Furthermore, in the short term there is a prevailing negative cyclical fac-
tor: the labor market. In the last pronounced recessions, home prices 
regularly fell substantially in the wake of the labor market downswing, by 
at least 5% in real terms in a period of 5 years (cf. chart). 

LABOR MARKET INFLUENCES DEMAND FOR HOMES 

Real home prices after trend reversal on the labor market  
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  Price decline, even without price bubble 
  The global housing boom has run out of steam since the outbreak of the subprime crisis in the 

US. The countries that participated particularly strongly in the exceptional upswing in home 
prices in the past decade have recently seen home prices plummet across the board. A cor-
rection similar to that in the US can also be observed currently in, for example, Ireland and the
United Kingdom. Also Spain has seen the downward momentum in home prices accelerate 
further recently. Germany was, in contrast, one of the few exceptions. Here real home prices 
have been trending down during the last ten years (cf. chart). Accordingly, Germany is cur-
rently not being confronted directly with the bursting of a price bubble and its negative ramifi-
cations.  

Nevertheless, home prices in Germany have also fallen recently. The Hypoport Home Price
Index (HPX-hedonic), which is based on intermediated mortgages, has fallen 3% since last
summer – driven by falling prices for existing homes (cf. chart). Unfortunately, there is as yet 
no generally recognized price index for the German housing market. And the data available
from the OECD, the Bundesbank, Bulwien and Hypoport show, in some cases, diverging price
developments in the short term. To be in a position to better assess the plausibility of the re-
cent weakness of the near-time HPX, we therefore analyze in the following some important
factors for the German housing market. 

END OF THE GLOBAL HOUSING BOOM 

Real home prices, index (1997 = 100)  HPX-hedonic, total, index (August 2005 = 100) 
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   Source: OECD, Hypoport, Bulwien, UniCredit Research 

  Affordability has improved, but not above average 
  The protracted dry patch for German home prices begs the question whether and to what

extent home ownership is undervalued based on economic factors. The closely-monitored 
OECD Price-Income Index shows for Germany - in contrast to most other countries – a pro-
nounced negative deviation from the long-term average (cf. chart on the next page). That
means that home prices have strongly underperformed disposable incomes. The price-
income ratio is, however, merely a rough indicator that does not reveal a reliable, long-term 
equilibrium. Furthermore, the equilibrium is subject to enormous fluctuations over time and is
in the process impacted significantly by additional factors. Factoring in additional key funda-
mental data can produce an entirely different picture in terms of over- or under-valuation.  
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UNDERVALUED OR OVERVALUED? 

Home price-income ratio, index (1995=100)  UniCredit Affordability index 
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   Source: Eurostat, OECD, Feri, LBS Research, UniCredit Research 

METHODOLOGY OF THE HOME AFFORDABILITY INDEX 

 
Our index is based in principle on the methodology of the US National Association of Realtors. It measures whether a typical household could qualify for a mort-
gage on a typical home. For our index, we define a typical home as an existing single-family home at an average national price. Income is defined as the harmo-
nized disposable per-capita income published by Eurostat. The applicable mortgage rates are the effective mortgage rate on new mortgages published by the ECB 
for the member countries. Based on these variables, we calculate whether the average income is sufficient for a mortgage on a typical home.  
The calculation presupposes that the monthly mortgage payment (redemption and interest) does not exceed 50 percent of average disposable income. The as-
sumed equity in the mortgage financing is 30% of the home price. 
Interpretation of the indices: A reading of 100 means that a potential home buyer with an average income earns just enough to qualify for a mortgage on a typical 
home for an average price. An index reading above 100 means that a potential home buyer with an average income earns more than enough to qualify for a mort-
gage. An affordability index reading of 110 means, for example, that a potential home buyer with an average income has at his disposal 110 percent of the income 
that would be required to obtain a mortgage for 70% of the price of an existing single-family home. The higher the affordability index, the easier it is for the average 
home buyer to afford an average-priced single-family home.  
 

  
  In this context, we have calculated an affordability index for the purchase of a home. The in-

dex is based on annual data since 1995 and attempts to determine whether a typical home
buyer can qualify for a mortgage on a typical home (see also box). Alongside the relative dy-
namic of home prices and incomes, the affordability index is, therefore, based on the absolute 
level of home prices and financing conditions for home buyers and builders. Even though the
indicator for Germany has improved strongly since the middle of the past decade, it neverthe-
less remains just below the threshold of 100. For the US, for example, the index currently 
shows a much higher reading of almost 180 (cf. chart above). The perhaps surprisingly low 
level of the German affordability index at first glance reflects the fact that the absolute home 
price level in Germany1 was well above average before the latest global home price boom. In 
2008, prices of an average home in Germany ranked mid-field in relation to per-capita income 
compared to other important real estate markets (cf. chart on the next page). Similar to Ire-
land, Spain or the United Kingdom, an average of roughly 12 times annual per-capita income 
is required to purchase a home. It cannot, therefore, be simply assumed that German residen-
tial real estate is strongly undervalued. 

                                                                      
1 Determining a representative average for the absolute value of an average home is rather complicated. The calculations of market players vary in some cases 
considerably, and can, therefore, have a very strong impact on the affordability index. The UniCredit affordability index factors in a selection of market valuations. 
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ABSOLUTE PRICE FOR GERMAN RESIDENTIAL REAL ESTATE IN LINE WITH THE INTERNATIONAL AVERAGE 

Absolute home price-income ratio   Building permits in thousands 
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  Low new construction activity 
  Residential construction activity has remained at a low level recently, after the abolition of the 

homestead exemption at the turn of 2005/06 had temporarily boosted building permits (cf.
chart above). Even though the German government has now also expanded the Riester pen-
sion plan to include the purchase of a home, perceptible positive effects for the housing mar-
ket have not emerged from this side. Many experts think the current level of home comple-
tions is clearly too low to satisfy demand over the medium term. Could we, therefore, see 
price pressure in the short term from the supply side? While certain bottlenecks cannot be
ruled out – primarily in and around some big cities – analyses conducted by the Deutsche 
Bundesbank show that the supply side in Germany has been relatively elastic in the past. As 
a rule, the supply adjusts to demand in a timely manner and therefore helps to cushion price 
fluctuations. The broad rental market also functions in the same way. In an international com-
parison, Germany has a relatively low home ownership ratio of just over 40% - compared to 
the United Kingdom and the USA with almost 70%, or Spain with over 80% (cf. chart).  

COMPETITIVE RENTAL HOUSING MARKET IN GERMANY 

Index (1977=100)  Home ownership ratio in % 
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  The well functioning "competition" between the rental and home ownership markets tends to
help prevent strong imbalances. In contrast to the boom countries, home prices and rents in 
Germany have developed relatively synchronously (cf. chart on the previous page). The rent 
yield has, in contrast to almost all other markets, improved considerably in the past decade. 
This development does, however, also reflect the strongly diverging regional risks of the Ger-
man housing market. Persistently higher vacancy rates in East Germany and the negative 
demographic development there have, accordingly, triggered an increase in the risk premium 
and rent yield in East Germany. 

  Muted potential demand 
  Furthermore, the development of potential housing demand also argues against strong price

movements. The population in the 25-44 year age bracket – typically the range for potential 
home builders or buyers – has already been declining for over a decade (cf. chart). While the 
trend to smaller households has recently still helped to stabilize the demand for homes, a 
rapid dismantling of a high demand overhang is not probable overall – compared to other 
countries, such as Spain, where growth rates of the population at the age when they typically 
set up a household remain high. 

  Stabilization of construction prices 
  Above and beyond that, construction prices have stabilized recently. The rapid rise in raw

material prices during the past boom phase of the global economy has also seen the costs of 
building a home spike temporarily since 2006 (cf. chart). This was also a key reason for a 
temporary substantial increase in nominal home prices for new construction in Germany.
Prices of existing homes, in contrast, continued to decline. An additional negative factor here
should have been the growing appeal of energy-efficient buildings, which depresses the value 
of older existing homes. Since the middle of last year, construction prices have stabilized and 
moved broadly sideways recently. 

DAMPENING EFFECT OF DEMOGRAPHICS AND CONSTRUCTION PRICES 

Population at the age when a household is created in mn  Construction prices, index 
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  Model shows moderate undervaluation 
  The uncertain data situation for the German housing market makes quantitative analyses dif-

ficult. Nevertheless, using the annual data available since 1975, the long-term trend of Ger-
man home prices can be shown relatively well in a co-integration relationship. In our estimate 
we use disposable incomes at the household level together with construction prices (by far 
the most important cost factor for the construction of a new home) to calculate the so-called 
"fair" value for homes. Both explaining variables have a similarly strong impact on the price
trend on the housing market. In the short or even medium term, home prices can fluctuate 
around the stated trends, but these deviations are eliminated over time and prices return to
the equilibrium path (error correction mechanism). Our model results support the preceding 
qualitative analysis. At the moment, they show no drastic but nevertheless a perceptible un-
dervaluation of home prices of close to 5% (cf. chart). 

HOME PRICES BELOW "FAIR" VALUE 

Home prices, nominal, logarithmed 
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 Source: Bulwien, Federal Statistical Office, UniCredit Research 

  Labor market as price brake 
  Even though our analysis so far suggests that home prices are undervalued, it would be un-

wise to hope for an increase this year or next. There is namely a further very important cycli-
cal factor that can explain the recent weakness of the HPX and that will probably dictate the
short-term trend: the labor market. Despite the intensive use of short-time work, adjusted un-
employment has already jumped by close on 300k since October of last year, twice the rate in
the comparable period of earlier pronounced recessions (cf. chart on the next page). And cor-
porate hiring plans point to a still high adjustment requirement in headcounts until well into 
next year. The fall-off in demand for homes because of rising unemployment and high job
insecurity has always triggered a perceptible negative trend in real home prices in the last
three "large" recessions. In this environment, households become more cautious when decid-
ing on whether to buy a home, and lending becomes tighter. Both depress demand in the
housing market. Furthermore, rising unemployment increases the supply of properties on
which mortgages can no longer be serviced, and they therefore have to be sold. Within five 
years after the trend reversal on the labor market, real home prices fell by a total of between
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5-10% (cf. chart). The two phases with the strongest price declines (beginning of the 80s and
reunification) were, however, preceded by an upward trend in home prices. This was, how-
ever, not the case when the high-tech bubble burst. 

Even though the German housing market is not affected by a price bubble and, furthermore, 
shows signs of being undervalued, above all the labor market development argues in the 
short term for a continuation of the real loss of value in the German housing market – albeit by 
no means as pronounced as in other countries.  

LABOR MARKET HAS A STRONG IMPACT ON DEMAND FOR HOMES 

Cumulative increase in unemployment after the low in mn; x axis: 
months  

 Real home prices after trend reversal on the labor market; x axis: 
years 
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ADDITIONAL REQUIRED DISCLOSURES UNDER THE LAWS AND REGULATIONS OF JURISDICTIONS INDICATED 
Notice to Austrian investors 
This document does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for any securities and neither this document 
nor any part of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever. 
This document is confidential and is being supplied to you solely for your information and may not be reproduced, redistributed or passed on to any other person or published, in 
whole or part, for any purpose. 
Notice to Czech investors 
This report is intended for clients of Bayerische Hypo- und Vereinsbank AG, UniCredit CAIB AG, UniCredit CAIB Securities UK Ltd. or Bayerische Hypo- und Vereinsbank AG 
Milan Branch in the Czech Republic and may not be used or relied upon by any other person for any purpose. 
Notice to Italian investors 
This document is not for distribution to retail clients as defined in article 26, paragraph 1(e) of Regulation n. 16190 approved by CONSOB on October 29, 2007.  
In the case of a short note, we invite the investors to read the related company report that can be found on UniCredit Research website www.globalresearch.unicreditmib.eu. 
Notice to Russian investors 
As far as we are aware, not all of the financial instruments referred to in this analysis have been registered under the federal law of the Russian Federation “On the Securities 
Market” dated April 22, 1996, as amended, and are not being offered, sold, delivered or advertised in the Russian Federation. 
Notice to Turkish investors 
Investment information, comments and recommendations stated herein are not within the scope of investment advisory activities. Investment advisory services are provided in 
accordance with a contract of engagement on investment advisory services concluded with brokerage houses, portfolio management companies, non-deposit banks and the 
clients. Comments and recommendations stated herein rely on the individual opinions of the ones providing these comments and recommendations. These opinions may not suit 
your financial status, risk and return preferences. For this reason, to make an investment decision by relying solely on the information stated here may not result in consequences 
that meet your expectations. 
Notice to Investors in Japan 
This document does not constitute or form part of any offer for sale or subscription for or solicitation of any offer to buy or subscribe for any securities and neither this document 
nor any part of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever. 
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This report is being furnished to U.S. recipients in reliance on Rule 15a-6 ("Rule 15a-6") under the U.S. Securities Exchange Act of 1934, as amended. Each U.S. recipient of this 
report represents and agrees, by virtue of its acceptance thereof, that it is such a "major U.S. institutional investor" (as such term is defined in Rule 15a-6) and that it understands 
the risks involved in executing transactions in such securities. Any U.S. recipient of this report that wishes to discuss or receive additional information regarding any security or 
issuer mentioned herein, or engage in any transaction to purchase or sell or solicit or offer the purchase or sale of such securities, should contact a registered representative of 
UniCredit Capital Markets, Inc. (“UCI Capital Markets”). 
Any transaction by U.S. persons (other than a registered U.S. broker-dealer or bank acting in a broker-dealer capacity) must be effected with or through UCI Capital Markets. 
The securities referred to in this report may not be registered under the U.S. Securities Act of 1933, as amended, and the issuer of such securities may not be subject to U.S. 
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