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The Gulf'is far from immune

Everyone knows that housing and commercial property prices move in cycles. The pattern of a long-sustained build-up in asset prices
followed by a sudden decline has been observed in Organisation for Economic Co-operation and Development (OECD) countries for decades.
Itis also known that real estate returns are generally more stable in the years between peaks and troughs. Not all cycles, however, are equally
severe, nor are markets equally volatile. For example, comparing what has happened in Dubai since 2021 with UK average prices clearly
indicates how much more volatile this Gulf market has been. And, of course, Dubai has seen much more impressive house price growth in
recent years: when both markets are indexed to January 2008 = 100, UK prices stand at 158.3 while Dubai reaches 233.7.

Investors, then, have every reason to take a close interest in what causes property prices to deviate from a steady growth pattern. So what does
drive these cycles?

UK vs Dubai house prices in local currency
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What drives real estate cycles?

Two main explanations have been advanced, both mainly focused
on developed markets, the USA and UK in particular. The first
explanation focuses on the link between infrastructure spending in
the wider economy, generalised inflation, and the dominance of
speculative activity in the economy as a whole. This is a line of
reasoning often credited to Nikolai Kondratieff, a Russian econo-
mist working in the early years of last century.! His argument has
been extended to suggest that periods of negative returns in the
20th century were caused by excessive levels of new construction,
induced by an unusual rise in Net Operating Income (NOI) and
rental yields, which in turn was the result of an inflation spike in the
general level of prices? These boom-busts operate over a very
long time period - some 50 to 60 years - although some analysts
suggest cycles of up to a century. However, the evidence from the
21st century is scarcely supportive of this argument: inflation was
not running at exceptionally high levels prior to the Great Reces-
sion, nor was it before the pandemic, which anyway induced
diametrically opposite trajectories for property prices in the UK
and Dubai. But even if opinion is divided over their causes, that
these long-term cycles exist is largely not in doubt - but they are
not the only ones.

A second school of thought points to long-term, specifically real
estate, cycles. Homer Hoyt's initial empirical work referenced a
century of land values, rents and other real estate indicators in
Chicago.2 The idea of an 18-year real estate cycle revolving around
land prices also appeared in the work of Roy Wenzlick, writing at
the same time. He pioneered the formalisation of a national real
estate cycle driven by overbuilding and credit expansion.* More
recent interpretations of the 18-year cycle owe far more to
Wenzlick's predictive framework than to Hoyt's historical analysis.5
Hoyt himself lost faith in his own idea, suggesting that society had
outgrown it, but the notion of Government regulation triumphing
over boom and bust has now in turn been overturned by the
experience of successive real estate crises worldwide. The relative
stability that postwar institutional investors experienced turned out
to be an anomaly, not a new pattern of persistent low volatility, still
less the ‘banishing of boom and bust’ rashly promised by one UK
Chancellor of the Exchequer.®

A more refined view of the original 18-year cycle now focuses on
credit expansion (and then contraction) at a national level, often
accompanied by regulatory tightening and loosening that, with
poor timing, frequently exacerbates cyclicality instead of curbing
it” Solid empirical evidence shows that current account deficits,
real interest rates, and per capita GDP growth were the main
drivers of real estate appreciation in OECD countries prior to the
Great Recession of 2007-10, with particular emphasis on the
influence of mortgage rates® That emphasis is explained by the
fact that economies where households carry a high level of debt,
most of which is at variable rates, were always likely to be very
sensitive to short-term adjustment in interest rate levels® Some
economists forecast the catastrophic outcome of the Great Reces-
sion that was to flow from these policy settings very clearly.*
Other cyclical factors include institutional innovation (and then
failure), demographics, and construction booms overshooting and
creating real estate beyond current requirements. The importance
of geopolitical crises standing behind many of these economic
trends has now been widely recognised.*

Each of these long-term real estate cycles has been characterised
by expansion, including the creation of new developers, overbuild-
ing and rapid and often poorly regulated lending, a sudden crisis,
and then a gradual recovery as absorption rates increase, followed
by renewed expansion. It is also important to recognise that how
quickly house prices rise during expansion periods is a key factor
in determining the extent of subsequent price falls. Whether each
long cycle peaks at higher levels of leverage, financial engineering
and institutional complexity than its predecessor, as Kaiser

thought, or whether peaks can be measured more accurately by
‘bubble ratios' of house prices (in particular) to income and other
assets, is now much more a subject of debate than whether
these cycles exist. Questions over whether affordability can be
maintained indefinitely at such low levels are certainly a feature
of the modern version of this analysis.

Finally, most recent commentators tend towards the view that
construction levels may act as leading indicators of short-term,
pipeline-induced changes in price levels. This may be useful in
managing real estate portfolios, in the timing of purchases and
sales, but not in the top-tier strategic question of how much to
allocate to real estate versus other assets, bonds in particular.
Short-term, supply-demand dynamics do naturally play a
significant role, particularly in fast-growing markets such as
Dubai. These movements are not ‘cycles’ in the classical
theoretical sense, but they arise from the interaction of
construction pipelines, absorption rates, and shifts in sentiment
and liquidity. Because supply can come to market quickly and
demand can adjust just as rapidly, these short-term oscillations
often appear as mini-cycles within the broader long-wave
pattern. They matter less for structural analysis but are highly
relevant for tactical decisions on timing, pricing, and portfolio
rotation.”

Itis also important to recognise that the timing and extent of real
estate cycles have serious consequences for the rest of the
economy. Economic downturns are significantly deeper and
more prolonged when housing contractions follow a preceding
boom expansion? Commentators in developed economies
have pointed to the likely deepening of this tendency in a world
where real estate values no longer hinge on industrial output as
they did in the past, but are - alongside the financial sector -
arguably the most important driver of developed economies as
a whole* Previous experience whereby rapid falls in real estate
market values have almost inevitably followed the collapse of
equity prices, often with significant lags, may not now be a
reliable guide to how future real estate downturns will play out.

3 Learning from history: Gulf property market cycles - catalysts and consequences



Dubai real estate moves in cycles like any
global market, but what differentiates it is
the speed and transparency of correction.
Periods of rapid capital inflow and price
growth are typically followed by
rationalisation, stronger regulation, and a
more resilient recovery. Those who
understand the cycle rather than react
emotionally to it are the ones who
consistently create long-term value in
Dubai.

Zacky Sajjad

Director, Business Development and Client Relations

What are the lessons for the Gulf?

Gulf markets have also tracked these components of change: the construction surge in Dubai between 2005 and 2008, the 2014-16 oil price
linked correction, and the post pandemic divergence in pricing - Dubai residential prices have continued to rise when other markets have
seen subdued price growth or even a reversal. It is tempting to conclude that Gulf markets are still structurally more volatile, more cyclical,
and more sensitive to macro-financial and geopolitical catalysts than mature OECD markets. Investors can therefore always benefit from
acting on the information provided by effective early-warning systems. One of the most important components of such a system is the way
in which land price trends act as a leading indicator of market corrections in the secondary market.** Access to high-quality amalgamated
land price data at a jurisdictional level, such as an Emirate or a Gulf country, therefore places real estate advisers such as Cavendish
Maxwell in an advantageous position to advise their clients of cyclical trends in the real estate market as a whole.

The early warning systems advisers build also incorporate other leading indicators. These include trends in the extent of credit growth,
especially given the fact that markets which still provide the kind of returns that the Gulf has even recently generated are more susceptible
to forward linkages between credit and house prices than in the opposite direction.® Trends in debt-service-to-income (DSTI) and
loan-to-value (LTV) ratios are therefore proven indicators of future market direction,”” as is the long-term occupancy average (LTOA) for
commercial real estate. All of these have proven worth in predicting the timing and scale of market corrections.®® This may be especially so
when mortgage markets are accelerating in market penetration, including credit available to property owners who are engaged in leasing
out their properties, competing with home owners.*® The importance of these indicators is redoubled when purely time series econometric
analysis of Dubai house price data appears to suggest that market conditions have been relatively benign2° The usefulness of such
research is always critically dependent on exactly when the time series utilised begins and ends, and it must always be balanced by model-
ling based on leading indicators.
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| Conclusions

Real estate markets are always subject to cycles and Gulf

markets are no exception. The importance of understanding
and acting appropriately on information about real estate
cycles is undeniable. It is therefore the role of advisers to
deliver clear and unbiased advice to their clients in respect of
real estate cycles. Despite extensive research over many
decades, disagreement among academics and analysts still
exists on the exact cause of real estate cycles. However, there
is widespread agreement on key leading indicators. In Gulf
markets that have proved both highly profitable but also
volatile, this is therefore advice of an especially valuable kind.
To conclude with the wise words of Robert Kaiser, 'Even for
those who come to believe there may again be a period of
boom/bust for real estate (once another inflation spike
occurs), industry peer pressure will be a difficult thing to act
against.'?
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The information and analysis contained in this publication are derived from sources generally considered reliable and based on assumptions deemed reasonable and current at the time of undertaking market
research. However, no representation or warranty, express or implied is made regarding their accuracy or completeness. We reserve the right to vary our methodology and to amend or discontinue the indices at any
time for regulatory or other reasons.

The information and its analysis in this publication do not constitute legal, financial, or any other form of advice. Furthermore, it does not constitute a formal valuation, feasibility study or analysis of any property interest
and should not be construed as such. Such analysis, including forward-looking statements are opinions and estimates only, and are based on a wide range of variables which may not be capable of being determined

with accuracy. Variation in any of these indicators can have a material impact on the analysis and we draw your attention to this.

Cavendish Maxwell accepts no liability whatsoever for any loss or damage whether direct or indirect arising from reliance on this information.
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