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House Prices, Inflation and the Mortgage 
Market 
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Abstract: This paper presents an analysis of house prices using quarterly Irish data over the period 
1971-1980. Evidence is provided to support the hypotheses that real house prices are significantly 
influenced by the cost and availability of mortgage credit, the design of the mortgage instrument and the 
tax advantage of owner-occupation. Special attention is given to the role played by inflation which, 
when acting in concert with the tax and mortgage systems, affects the demand for housing services and 
real house prices. 

I I N T R O D U C T I O N 

This paper presents an analysis o f r ea l house pr ices i n I r e l a n d w i t h special 
reference t o t h e r o l e p l a y e d b y i n f l a t i o n , t h e t a x sys t em a n d t h e t y p e o f 

m o r t g a g e i n s t r u m e n t used t o f inance house purchase . Ev idence f r o m o t h e r 
c o u n t r i e s , p r i n c i p a l l y t he U S a n d U K , suggests t h a t t he t r a d i t i o n a l h o m o ­
gene i t y a s s u m p t i o n n o r m a l l y i m p u t e d t o consumer d e m a n d f u n c t i o n s m a y 
n o t be v a l i d i n t he case o f h o u s i n g . (See, f o r e x a m p l e , B u c k l e y and E r m i s h 
( 1 9 8 2 ) , F o l l a i n ( 1 9 8 2 ) and K e a r l ( 1 9 7 9 ) . ) Th i s a s s u m p t i o n i m p l i e s t h a t 
a n t i c i p a t e d i n f l a t i o n is n e u t r a l w i t h respect t o c o n s u m p t i o n so t h a t an i n f l a t i o n 
w h i c h leaves r e l a t ive pr ices a n d rea l i ncomes u n c h a n g e d has n o ef fec t o n c o n ­
s u m p t i o n dec is ions . 
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assistance with data collection and to two anonymous referees for comments on earlier drafts. The 
usual disclaimer applies. 



I n t h e case o f h o u s i n g at least t h ree a rgumen t s have been advanced t o show 
t h a t w h e n n o m i n a l in te res t rates rise w i t h i n f l a t i o n , i n s t i t u t i o n a l aspects o f 
t h e t a x sys t em a n d t h e m o r t g a g e m a r k e t m a y c o m b i n e t o i nva l i da t e t he 
n e u t r a l i t y p o s t u l a t e . F i r s t , u n d e r t h e present t a x sys tem mor tgage in te res t 
p a y m e n t s are d e d u c t i b l e against t a x b u t t he c a p i t a l gains and i m p u t e d i n c o m e 
f r o m o w n e r - o c c u p a t i o n are t a x free. I f in te res t rates r e s p o n d t o i n f l a t i o n 
t h e n g r a n t i n g t a x r e l i e f o n in te res t p a y m e n t s t o g e t h e r w i t h e x e m p t i o n f o r 
c a p i t a l gains m a y al ter t h e r ea l a f t e r - t ax cost o f h o u s i n g c a p i t a l a n d , c o n ­
s e q u e n t l y , t h e d e m a n d f o r h o u s i n g services, even i f i n f l a t i o n is a n t i c i p a t e d 
a n d re l a t ive pr ices are c o n s t a n t . 

Second , i n f l a t i o n m a y also af fec t h o u s i n g d e m a n d via i t s i m p a c t o n the 
t y p e o f m o r t g a g e i n s t r u m e n t used i n house purchase . T h e m a j o r i t y o f m o r t ­
gages are o f t h e var iab le in teres t - ra te t y p e w h i c h , at a g iven in te res t r a t e , 
f ixes t h e n o m i n a l va lue o f gross r e p a y m e n t s over the l i f e o f t he m o r t g a g e . 
W h e n t he in te res t ra te rises, m o n t h l y r e p a y m e n t s also rise b u t i n a d i sp ro ­
p o r t i o n a t e m a n n e r . F o r e x a m p l e , cons ider a 25 year mor tgage o f £ 1 0 , 0 0 0 . 
W i t h zero i n f l a t i o n a n d a n o m i n a l in teres t ra te o f 3 per cent a n n u a l repay­
m e n t s w o u l d equa l £ 5 7 4 . A t a 2 per cen t i n f l a t i o n ra te a n d a 5 per cent 
n o m i n a l in te res t ra te a n n u a l r e p a y m e n t s w o u l d increase b y 2 4 per cent t o 
£ 7 0 9 . H e n c e , even i f i n f l a t i o n is c o r r e c t l y a n t i c i p a t e d a n d n o m i n a l i ncomes 
are ad jus ted a c c o r d i n g l y , t h e rea l cost o f a mor tgage as pe rce ived b y t he 
o w n e r - o c c u p i e r m a y rise s i g n i f i c a n t l y . 

T h i r d , even t h o u g h i n f l a t i o n m a y increase t h e r ea l va lue o f i n i t i a l repay­
m e n t s , a rise i n a n t i c i p a t e d i n f l a t i o n also i m p l i e s a faster dec l ine i n t he reeil 
va lue o f f u t u r e r e p a y m e n t s w i t h t he consequence t h a t t he rea l b u r d e n o f the 
m o r t g a g e falls m o r e r a p i d l y . T h i s e f fec t arises because t he c o n v e n t i o n a l 
m o r t g a g e f ixes r e p a y m e n t s i n n o m i n a l t e rms a n d t h e ra te o f dec l ine i n t h e i r 
r ea l va lue is greater t h e h igher t h e ra te o f i n f l a t i o n . 

T h e analysis also a t t e m p t s t o a c c o u n t f o r t h e i n f l u e n c e o f mor tgage 
a v a i l a b i l i t y o n house p r i ces . I n s t i t u t i o n a l l enders , p r i n c i p a l l y b u i l d i n g societ ies , 
t e n d t o change t h e i r in te res t rates r e l a t i v e l y i n f r e q u e n t l y w i t h t h e consequence 
t h a t t h e d i f f e r e n t i a l b e t w e e n c a p i t a l and m o r t g a g e m a r k e t rates m a y v a r y 
especia l ly w h e n t h e f o r m e r are r i s i n g . F a i l u r e t o o f f e r " c o m p e t i t i v e " rates 
t o depos i to r s m a y lead t o a dec l ine i n mor tgage s u p p l y and t he use o f n o n -
p r i c e r a t i o n i n g b y lenders , w i t h the consequence t h a t house b u y e r s m a y be 
c o n s t r a i n e d w i t h respect t o mor tgage a v a i l a b i l i t y . 1 

S e c t i o n I I o f t h e paper deta i ls t he m a n n e r i n w h i c h i n f l a t i o n , t he t a x 
sys t em a n d t he m o r t g a g e i n s t r u m e n t m a y affect h o u s i n g d e m a n d . S e c t i o n I I I 
deve lops a m o d e l t o e x p l a i n t h e ra te o f change o f rea l house pr ices a n d 

1. A competitive market is taken to be one in which the mortgage rate adjusts to equate aggregate 
mortgage demand and supply. 



presents est imates us ing q u a r t e r l y I r i s h da t a over t h e p e r i o d 1 9 7 1 ( 3 ) t o 
1 9 8 0 ( 4 ) . T h e paper conc ludes t h a t i n f l a t i o n w h e n a c t i n g i n c o n c e r t w i t h t h e 
t a x sys t em a n d t h e s t andard m o r t g a g e has s ign i f i can t i m p l i c a t i o n s f o r h o u s i n g 
d e m a n d a n d f o r rea l house pr ices . 

I I I N F L A T I O N A N D H O U S I N G D E M A N D 

Recen t research o n t he h o u s i n g m a r k e t has suggested t h a t i n f l a t i o n m a y 
have th ree d i s t i n c t effects o n t h e d e m a n d f o r h o u s i n g services. F i r s t , g iven 
t h a t mor tgage in te res t is t a x d e d u c t i b l e w h i l e c a p i t a l gains are n o t , i n f l a t i o n 
reduces t h e a f te r - tax user cost o f h o u s i n g c a p i t a l a n d t he r e fo r e s t imula tes 
h o u s i n g d e m a n d . Second , v ia i t s i m p a c t o n t h e rea l va lue o f i n i t i a l r e p a y m e n t s , 
i n f l a t i o n m a y increase t h e rea l cost o f c a p i t a l as pe rce ived b y o w n e r - o c c u p i e r s 
a n d c o n s e q u e n t l y reduces des i red c o n s u m p t i o n o f h o u s i n g services. T h i r d , 
as t he n o m i n a l in te res t ra te rises w i t h i n f l a t i o n t h e rea l value o f t he s t ream 
o f r e p a y m e n t s necessary t o amor t i s e a mor tgage decl ines m o r e r a p i d l y and 
increases h o u s i n g d e m a n d . 

( i ) The User Cost of Housing 
I n a w o r l d o f a n t i c i p a t e d i n f l a t i o n t he user cost per u n i t o f h o u s i n g c a p i t a l 

m a y , f o r purposes o f e x p o s i t i o n , be represen ted b y 

U C = ( 1 - x ) ( r + a i ) - h p , (1 ) 

w h e r e U C is t he cost o f a u n i t o f the o w n e r o c c u p i e d h o u s i n g s t o c k , x is t he 
househo ld ' s m a r g i n a l t a x r a t e , r is t h e rea l ra te o f in t e res t , a i is a n t i c i p a t e d 
i n f l a t i o n a n d h p is t he a n t i c i p a t e d ra te o f change o f house pr ices . I f i n f l a t i o n 
is c o r r e c t l y a n t i c i p a t e d a n d re l a t ive pr ices are c o n s t a n t (a i = h p ) t h e n , g iven a 
c o n s t a n t rea l ra te o f i n t e r e s t , t he e f fec t o f a rise i n a i o n U C is d U C / d a i = 
- x < 0. T h a t is , a rise i n a n t i c i p a t e d i n f l a t i o n reduces t he user cost b y t he 
e x t e n t o f t h e househo ld ' s m a r g i n a l t a x ra te . I f t he rea l ra te o f in te res t is n o t 
i n d e p e n d e n t o f a n t i c i p a t e d i n f l a t i o n t h e effect o f a change i n a i o n user cost 
(assuming ai = h p ) is d U C / d a i = ( 1 - x ) d r / d a i - x , w h e r e d r / d a i a p p r o x i m a t e s 
t h e e x t e n t t o w h i c h t he rea l ra te decl ines ( n o m i n a l ra te does n o t rise) w i t h 
an increase i n a n t i c i p a t e d i n f l a t i o n . 2 

( i i ) The Mortgage Instrument 
A r e l a t i o n s h i p such as ( 1 ) m a y n o t f u l l y descr ibe t he cost o f c a p i t a l as per­

ce ived b y o w n e r - o c c u p i e r s . T h i s p o s s i b i l i t y arises because o f the t y p e o f 
mor tgage i n s t r u m e n t t y p i c a l l y used t o f inance house purchase . U n d e r t he 

2. Define the nominal rate as i = r + ai so that UC = (1 - x)i - hp. Then dUC/dai = (1 - x)di/dai - 1. 
If, for example, di/dai = 0 then dUC/dai = - 1 . 



s t anda rd m o r t g a g e i n s t r u m e n t t he a n n u a l r e p a y m e n t o f c a p i t a l a n d in te res t 
per p o u n d b o r r o w e d ( Q ) is g iven b y 

w h e r e M R is t h e n o m i n a l mor tgage ra te and N is t he a m o r t i s a t i o n p e r i o d o f 
t h e i n i t i a l p r i n c i p a l . T o i l l u s t r a t e , cons ider a h o u s e h o l d w i t h a base year 
i n c o m e (year 0 ) o f £ 1 0 , 0 0 0 w h i c h wishes t o c o n t r a c t a mor tgage equa l t o 
t w i c e i t s e x p e c t e d year 1 i n c o m e . I f we assume t h a t a l l n o m i n a l variables 
r ise i n l i n e w i t h i n f l a t i o n a n d t h a t t he rea l ra te o f in te res t is 3 per cent t h e n a 
5 pe r cent i n f l a t i o n r a t e w o u l d i m p l y a year 1 i n c o m e o f £ 1 0 , 5 0 0 , a mor tgage 
o f £ 2 1 , 0 0 0 a n d a m o r t g a g e ra te o f 8 pe r cen t . I n t h i s case a n n u a l gross repay­
m e n t s w o u l d be £ 1 , 9 6 7 o r 18 .73 per cen t o f year 1 i n c o m e . A l t e r n a t i v e l y , an 
i n f l a t i o n ra te o f 10 per cen t w o u l d give r e p a y m e n t s o f £ 3 , 0 0 1 o r 2 7 . 2 8 per 
cen t o f year 1 i n c o m e . T h e rea l va lue o f i n i t i a l r e p a y m e n t s w o u l d , t h e r e f o r e , 
rise b y 4 6 per cen t f r o m £ 1 , 8 7 3 at 5 per cent i n f l a t i o n t o £ 2 , 7 2 8 at 10 per 
cen t i n f l a t i o n even t h o u g h the rea l ra te o f in te res t is cons t an t . 

T h e t h i r d e f fec t m e n t i o n e d above arises because i n f l a t i o n , w h i l e n o t 
a f f e c t i n g t h e r ea l cos t o f t he m o r t g a g e w h e n c o m p u t e d over t he a m o r t i s a t i o n 
p e r i o d , al ters t h e p r o f i l e o f t h e rea l r e p a y m e n t s t r eam. T h a t is , f o r any g iven 
mor tgage t he present value o f t he rea l r e p a y m e n t s t r eam necessary f o r f u l l 
a m o r t i s a t i o n is t h e same w h e n d i s c o u n t e d at a cons t an t r ea l ra te o f in te res t 
i r r e spec t ive o f t he n o m i n a l ra te a p p l i e d . R a t h e r , t h e effect o f i n f l a t i o n is t o 
" t i l t " t h e s t ream o f rea l r e p a y m e n t s so t h a t t h e i r va lue decl ines m o r e r a p i d l y 
t h e greater is a n t i c i p a t e d i n f l a t i o n at a n y g iven rea l ra te o f in te res t . T h e reason 
f o r t h i s t i l t is t h a t t he mor tgage i n s t r u m e n t requi res t he b o r r o w e r t o c o m ­
pensate t h e l ender t o d a y f o r i n f l a t i o n w h i c h is e x p e c t e d t o o c c u r i n t h e f u t u r e 
o r , as K e a r l suggests, " . . . t he e x p e c t a t i o n o f i n f l a t i o n does n o t cause t he 
househo ld ' s rea l f i n a n c i a l p o s i t i o n t o d e t e r i o r a t e , y e t i t has increased the 
b u r d e n o f d e b t service since i t is o n l y i n t he future t h a t i n f l a t i o n m a y de l ive r 
h igher n o m i n a l i ncomes w i t h w h i c h t o m a k e t h e current ( and f u t u r e ) i n f l a t i o n -
i n d u c e d h ighe r p a y m e n t s " ( 1 9 7 9 , p p . 1 , 115 -1 ,116 ) . 

K e a r l a p p r o x i m a t e s th i s t i l t i n g e f fec t b y t h e e l a s t i c i t y o f t he present value, 
o f a g iven s t r eam o f p a y m e n t s w i t h respect t o t he d i s c o u n t ra te d = 1/(1 + M R ) . . 
T h e present va lue ( P V ) o f t h e r e p a y m e n t s s t ream is 

w h e r e R E P is t he a n n u a l gross r e p a y m e n t a n d t is t i m e . T h e e l a s t i c i t y o f PV 
w i t h respect t o d is 

Q = M R / [ 1 - ( 1 + M R ) ~ N ] , ( 2 ) 

N 
(3) 

N N 
T = 2 t . d 1 / 2 d . 

1 l 



T o e x p l a i n t h e relevance o f T , i t is use fu l t o v i e w an i n d i v i d u a l ' s mor tgage 
d e m a n d as a dec i s i on t o a l loca te p a r t o f his gross i n c o m e t o m o r t g a g e repay­
m e n t s . T h e present va lue o f " d e s i r e d " r e p a y m e n t s m u s t t h e n e q u a l " d e s i r e d " 
m o r t g a g e size, w h e n d i s c o u n t e d a t t h e c u r r e n t m o r t g a g e r a t e , a n d t h e h i g h e r 
t he in t e res t ra te t h e l o w e r t h e a f fo rdab l e mor tgage g iven a p r i o r dec i s ion o n 
R E P . T is t he r e fo r e equ iva l en t t o t h e e l a s t i c i t y o f mor tgage d e m a n d w i t h 
respect t o t he d i s c o u n t r a t e . A r e l a t i v e l y large va lue f o r T i m p l i e s t h a t a rise 
i n t h e m o r t g a g e ra te w i l l i n d u c e a r e l a t i v e l y large dec l ine i n m o r t g a g e size t o 
o f f se t t he i m p a c t o f a h i g h in te res t ra te o n R E P . H e n c e , g iven a p o s i t i v e 
r e l a t i o n s h i p b e t w e e n h o u s i n g d e m a n d a n d m o r t g a g e size w e w o u l d , ceteris 
paribus, e xpe c t a negat ive r e l a t i o n s h i p b e t w e e n T a n d t h e d e m a n d f o r 
h o u s i n g services. 

H o w e v e r , whereas Q is p o s i t i v e l y r e l a t e d t o t h e m o r t g a g e r a t e , T decl ines 
as M R rises. I t f o l l o w s t h a t a rise i n M R p r o d u c e s c o n f l i c t i n g effects o n t he 
" p e r c e i v e d " cost o f h o u s i n g . F i r s t , b y increas ing i n i t i a l r e p a y m e n t s ( Q ) 
h o u s i n g d e m a n d is depressed. Second , a rise i n M R reduces T a n d c o n ­
s e q u e n t l y s t imula tes h o u s i n g d e m a n d . I n o t h e r w o r d s , at a g iven r ea l ra te o f 
i n t e r e s t , a rise i n a n t i c i p a t e d i n f l a t i o n w h i c h is r e f l e c t e d i n n o m i n a l in te res t 
rates in tens i f ies t h e rea l b u r d e n o f c u r r e n t r e p a y m e n t s b u t leads t o a m o r e 
r a p i d dec l ine i n f u t u r e r e p a y m e n t s r e l a t ive t o i n c o m e . 

I l l A M O D E L O F H O U S E P R I C E S 

T h e m o d e l d e v e l o p e d i n th i s sec t ion assumes t h a t t he ra te o f change o f 
rea l house pr ices is p o s i t i v e l y r e l a t e d t o t he excess d e m a n d f o r h o u s i n g 
services, i .e . , 

( P H / P ) t / ( P H / P ) t _ 1 = ( H s ^ / H s ^ ) R k > 0, ( 5 ) 

w h e r e P H is t he p r i ce o f houses, P is a general ised p r i c e i n d e x , Hs is t h e f l o w 
o f h o u s i n g services and H s d is the d e m a n d f o r h o u s i n g services. K e a r l ( 1 9 7 9 ) 
a n d B u c k l e y ( 1 9 8 2 ) , a l o n g w i t h o t h e r s , assume t h a t Hs is p r o p o r t i o n a l t o t he 
p h y s i c a l s t ock o f o w n e r - o c c u p i e d h o u s i n g a n d , g iven t h a t ne t a d d i t i o n s are 
s m a l l r e l a t i ve t o t h e s t o c k , t he service f l o w can be t a k e n as f i x e d at each p o i n t 
i n t i m e . A l t h o u g h th i s idea is m a i n t a i n e d i n t h e present paper , i t is m o d i f i e d 
t o a c c o u n t f o r t h e f u r t h e r a s s u m p t i o n t h a t o w n e r - o c c u p i e r s are c o n c e r n e d 
w i t h t h e m a r k e t v a l u a t i o n o f t he q u a n t i t y o f services y i e l d e d b y t h e p h y s i c a l 
s t o c k . I f q is t he p h y s i c a l q u a n t i t y o f services d e r i v e d f r o m a g iven s t o c k , 
t h e n q .PH/P is assumed t o be a measure o f t h e rea l value o f , o r r ea l expen ­
d i t u r e o n , t h e g iven f l o w so t h a t Hs is r e l a t ed t o t he rea l value o f t he h o u s i n g 
s t o c k R H K = H K . P H / P , w h e r e H K is t he p h y s i c a l s t o c k . A s s u m i n g t h a t t he 
p h y s i c a l d e m a n d is u n i t elastic w i t h respect t o P H / P , t h e n H s d can be i n t e r -



p r e t e d as des i red r ea l e x p e n d i t u r e o n h o u s i n g services . 3 I f t he d e m a n d f o r 
h o u s i n g services is d e t e r m i n e d b y some v e c t o r o f exogeneous variables Z , 
t h e n ( 5 ) gives t h e f o l l o w i n g e q u i l i b r i u m r e l a t i o n s h i p f o r rea l house pr ices : 

L n ( P H / P ) t = L n [ D ( Z ) ] - L n H K t . ( 6 ) 

T h e d e m a n d f o r h o u s i n g services is m o d e l l e d as 

H s d = D ( U C , R Q , T , A , Y , D F ) , (7 ) 

w h e r e U C a n d T are d e f i n e d as above , R Q (= Q/P) is t h e rea l value o f gross 
r e p a y m e n t s per u n i t o f p r i n c i p a l b o r r o w e d , A is a measure o f mor tgage 
a v a i l a b i l i t y , Y is r ea l i n c o m e and D F represents d e m o g r a p h i c fac to rs . T h e 
user cost pe r u n i t o f h o u s i n g c a p i t a l is a p p r o x i m a t e d b y 

U C = M R ( 1 - x ) ( l - V ) + A R ( 1 - x ) V - S U B - D P H , (ci) 

w h e r e V is e q u i t y i n h o u s i n g , A R is t he representa t ive in te res t ra te o n n o n -
h o u s i n g assets, S U B represents subsidies t o owne r -occup i e r s a n d D P H is t he 
r a t e o f change o f P H . T h e variables V and S U B are measured as a p r o p o r t i o n 
o f house va lue . T h e f i r s t t e r m i n ( 8 ) measures t he a f te r - t ax cost o f mor tgage 
f inance w h i l e the second a p p r o x i m a t e s t he o p p o r t u n i t y cost o f h o l d i n g 
w e a l t h i n h o u s i n g e q u i t y . T h e m e t h o d s used t o a p p r o x i m a t e x , S U B a n d the 
o t h e r var iables are desc r ibed i n t he a p p e n d i x . 4 I f , f o r s i m p l i c i t y , M R a n d 
A R are assumed t o be e q u a l , t h e n U C is i n d e p e n d e n t o f V , a n d hence 

U C = M R ( 1 - x ) - S U B - D P H . (9 ) 

M o r t g a g e a v a i l a b i l i t y is i n c l u d e d i n ( 7 ) o n t he hypo thes i s t h a t l e n d i n g 
i n s t i t u t i o n s f r e q u e n t l y a l l o w t h e i r in te res t ra te s t r uc tu r e t o get o u t o f l i n e 
w i t h c a p i t a l m a r k e t rates w i t h t h e consequence t h a t funds avai lable f o r l e n d ­
i n g m a y f a l l b e l o w t h e l eve l w h i c h w o u l d be o f f e r e d i n a m o r e " c o m p e t i t i v e " 
m a r k e t s t r u c t u r e . 5 W h e n faced w i t h an excess d e m a n d f o r mor tgages , i n ­
s t i t u t i o n s resor t t o n o n - p r i c e r a t i o n i n g as a means o f a l l o c a t i n g avai lable 
s u p p l y . T h i s t y p e o f b e h a v i o u r m a y m e a n t h a t b o r r o w e r s can o b t a i n r e l a t i v e l y 
cheap f inance b u t t h e y m a y n o t get a l l - t h e y desire so t h a t t h e i r h o u s i n g 

3. Partial support for this assumption may be found in Kenneally and McCarthy (1982). Unfor­
tunately the comparison is not completely valid as these authors use H K as the dependent variable 
in their demand function. 

4. The cost of capital proxy is deficient in at least two respects. First, no account is taken of property 
taxes (rates). However, it should be noted that rates remission was available on new houses for most of. 
the sample period and rates were abolished in 1977. Second, the expected rate of change of PH i;i 
proxied by the actual rate. This assumption is made for computational simplicity. However, in the 
regression results reported below, U C is measured as a four quarter moving average. See equation (11). 

5. Assuming that mortgage supply is a positive function of MR. For evidence of this see Hewitt and 
Thorn (1979) and O'Loughlin (1980). 



decis ions m a y be c o n s t r a i n e d b y m o r t g a g e a v a i l a b i l i t y . T h e measure o f 
4 

mor tgage a v a i l a b i l i t y ( A ) is p r o x i e d b y D S K { / . 2 5 2 D S K t _ ; , w h e r e D S K 

is t h e g r o w t h ra te o f t h e rea l s t o c k (de f l a t ed b y P H ) o f b u i l d i n g soc ie ty share 
a n d depos i t l i a b i l i t i e s . D S K is used o n t he a s s u m p t i o n t h a t m o r t g a g e l e n d i n g 
is c lose ly r e l a t e d t o t he f l o w o f savings t h r o u g h i n s t i t u t i o n s . T h e s p e c i f i c a t i o n 
t h e r e f o r e assumes t h a t m o r t g a g e r a t i o n i n g w i l l be i n t e n s i f i e d ( r e l axed) i f t he 
c u r r e n t g r o w t h o f shares a n d depos i t s fal ls (rises) r e l a t ive t o t he g r o w t h ra te 
over the p rev ious f o u r qua r t e r s . A l t e r n a t i v e p r o x i e s such as t he average l o a n 
t o va lue r a t i o a n d t o t a l mor tgage approva ls were also tes ted b u t the spec i f i ­
ca t ions p r o v e d " i n f e r i o r " o n t he usua l s t a t i s t i ca l c r i t e r i o n . 6 As I r i s h da t a do 
n o t i n c l u d e an o f f i c i a l series o n rea l d isposable i n c o m e , t h e i n d e x o f i n d u s t r i a l 
p r o d u c t i o n i n t r a n s p o r t a b l e goods indus t r i e s was used as a p r o x y . Th i s 
var iab le gave b e t t e r resul ts t h a n o t h e r p r o x i e s such as an earnings i n d e x . 
D F was p r o x i e d b y t h e r a t i o o f marr iages t o p r i v a t e sector c o m p l e t i o n s . Once 
again t h e p a u c i t y o f o f f i c i a l d a t a necessi ta ted such a p r o x y . F i n a l l y , t h e rea l 
p r i c e o f h o u s i n g was measured b y t he r a t i o o f t he average p r i c e o f n e w 
houses, f o r w h i c h mor tgages w e r e a p p r o v e d b y t h e m a i n l e n d i n g i n s t i t u t i o n s , 
t o t h e consumer p r i ce i n d e x . I n o r d e r t o c o n t r o l f o r q u a l i t y changes, t h e 
n o m i n a l p r i ce o f houses was d e f l a t e d b y t he average f l o o r area ( i n square 
me t res ) o f houses f o r w h i c h p l a n n i n g p e r m i s s i o n has been g r an t ed . A s the re 
is an o b v i o u s de lay b e t w e e n g r a n t i n g p l a n n i n g p e r m i s s i o n a n d c o m p l e t i o n , 
t he d e f l a t o r was lagged b y six q u a r t e r s . 7 A s s u m i n g a log- l inear s p e c i f i c a t i o n 
f o r ( 7 ) a n d s u b s t i t u t i n g i n t o ( 5 ) gives 

A L n ( P H / P ) t = k a Q + k a j U C t + k a 2 L n R Q t + k a 3 L n T t + k a 4 L n A { + 

k a 5 L n Y { + k a 6 L n D F t - k L n R H K ^ + u { , ( 1 0 ) 

w h e r e A is t he f i r s t d i f f e rence o p e r a t o r and u is a r a n d o m d i s tu rbance t e r m 
w i t h cons t an t var iance a n d E ( u ) = 0 . T h e e x p e c t e d signs o f t he coe f f i c i en t s 
i n ( 1 0 ) are, a j , a 2 , a 3 < 0 a n d a 4 , a 5 , a g ,k > 0 . 

A s user cost is measured as a percentage ra te t he s p e c i f i c a t i o n o f ( 1 0 ) 
p e r m i t s a var iab le e l a s t i c i t y o f h o u s i n g d e m a n d w i t h respect t o U C . T o a l l o w 
f o r t he p o s s i b i l i t y t h a t t h e i m p a c t o n h o u s i n g d e m a n d o f changes i n the 
d e t e r m i n i n g variables m a y be spread over several pe r iods a f o u r q u a r t e r 

6. The growth of deposits at thrift institutions has been used as an availability proxy in several housing 
sector studies. See Jaffee and Rosen (1979). 

7. It would be more satisfactory to use a house price series which reflected existing, as well as new, 
house prices. A sufficiently long quarterly series on second-hand house prices is, unfortunately, not 
available. 



K o y c k lag s t r u c t u r e was i m p o s e d o n t h e R H S variables o f ( 7 ) 8 . T h i s lag is 
g iven b y 

Zb.LnX^ ( 1 1 ) 

w h e r e b Q = . 2 , b j = . 3 , b g = . 3 , b g = .2 and X represents each o f t he r i g h t 
h a n d var iables i n ( 7 ) . E s t i m a t i n g ( 1 0 ) b y O L S over 1 9 7 1 ( 3 ) t o 1 9 8 0 ( 4 ) gave 
t h e f o l l o w i n g r e su l t : 

A L n ( P H / P ) = 2 . 6 7 6 - 2 . 3 7 U C . - . 8 4 1 L n R Q - 1 . 0 9 L n T + . 6 6 2 L n A 
(2.99) (6.30) (7.66) (5.75) (2.00) 

+ 1 . 6 0 4 L n Y t + . 2 6 2 L n D F - . 9 5 3 L n R H K . + S E A S O N A L S 
(5.99) (2.37) (8.16) 1 

R = . 7 6 8 D W = 2 .049 S E E = .037 ( t -s ta t is t ics are i n parentheses) , 

w h i c h y i e l d s t he f o l l o w i n g e q u i l i b r i u m r e l a t i o n s h i p f o r r ea l house pr ices 

L n ( P H / P ) t = 2 .807 - 2 . 4 8 6 U C t - . 8 8 2 L n R Q t - 1 . 1 4 3 L n T t + 

. 6 9 4 L n A t + 1 . 6 8 3 L n Y t + . 2 7 4 L n D F t - L n R H K t . 

O f t h e seven e s t i m a t e d coe f f i c i en t s i n ( 1 2 ) f ive are s ign i f ican t a t t he 1 per 
cent l eve l a n d t h e o t h e r t w o ( o n L n A a n d L n D F ) are s ign i f i can t at t h e 5 per 
cent l e v e l . T h e va lue o f t h e D u r b i n - W a t s o n s ta t i s t ic t oge the r w i t h a c r i t i c a l 
l e v e l 9 o f . 8 3 4 f o r t he Box-P ie rce Q-sta t is t ic suggests t h a t serial c o r r e l a t i o n is 
n o t a p r o b l e m , w h i l e t h e e s t i m a t e d c o e f f i c i e n t o f d e t e r m i n a t i o n is reasonable 
g iven t h a t t he d e p e n d e n t var iab le is f i r s t d i f f e r e n c e d . 

T h e resul ts c o n f i r m t h a t b o t h user cost a n d t he d i s t o r t i o n s due t o i n i t i a l 
p a y m e n t s ( R Q ) a n d t i l t i n g ( T ) are, a long w i t h mor tgage a v a i l a b i l i t y , s ign i f i ­
cant d e t e r m i n a n t s o f r ea l house pr ices a n d h o u s i n g d e m a n d . T h e es t imate f o r 
k = . 953 i m p l i e s t h a t t he r ea l va lue o f t he service f l o w adjusts r a p i d l y t o 
d e m a n d pressure. F o r e x a m p l e , a 1 pe r cent rise i n Y means t h a t t he e q u i ­
l i b r i u m leve l o f t he rea l p r i c e m u s t increase b y 1.683 per cent f o r t he g iven 
s t o c k t o be w i l l i n g l y h e l d , i . e . , t h e rea l value o f t he service f l o w m u s t increase 
b y th i s a m o u n t t o res tore e q u a l i t y b e t w e e n H s d a n d Hs . A l l o w i n g f o r t he 
i m p o s e d K o y c k lag P H / P rises b y . 3208 per cen t i n t he c u r r e n t q u a r t e r a n d 
t h e f u l l a d j u s t m e n t is c o m p l e t e d w i t h i n t w o years . 

T h e p o s i t i v e sign o f t he i n c o m e e l a s t i c i t y ind ica tes t h a t h o u s i n g is a n o r m a l 

8. Alternatively the moving average -terms may be regarded as proxing the expected values of the 
RHS variables in (7). The model then combines the partial adjustment mechanism (5) and adap­
tive expectations (11) with the distributed lags imposed rather than being subjected to a Koyck 
transformation. 

9. The critical level is the significance level at which the null hypothesis of no serial correlation in 
just rejected. 

/ 



H O U S E P R I C E S A N D I N F L A T I O N 

T a b l e 1 : Interest rate elasticities 

MR Q T E r £ P H / P 
%Ch. 

(1) (2) (3) (4) (5) (6) (7) 

. 04 . 0 6 4 0 1 0 . 9 9 3 0 .44 - . 1 7 - . 2 4 6 - 6 . 1 5 0 

.06 . 0 7 8 2 1 0 . 0 7 2 0 .59 - . 2 5 - . 3 1 6 - 5 . 2 6 7 

.08 . 0 9 3 6 9 . 2 2 5 0 .70 - . 3 3 - . 3 5 2 - 4 . 4 0 0 

.10 . 1 1 0 1 8 . 4 5 8 0 .79 - . 4 1 - . 3 7 1 - 3 . 7 1 0 

.12 . 1275 7 . 7 7 0 8 .84 - . 4 7 - . 3 7 9 - 3 . 1 5 8 

.14 . 1 4 5 4 7 .1610 .89 - . 5 2 - . 3 9 7 - 2 . 8 3 5 

.16 . 1 6 4 0 6 . 6 2 3 0 .92 - . 5 7 - . 3 9 9 - 2 . 4 9 3 

g o o d . I t s s t a t i s t i ca l s igni f icance is i n con t r a s t w i t h t he resu l t r e p o r t e d b y 
K e n n e a l l y a n d M c C a r t h y ( 1 9 8 2 ) w h o also use a d i f f e r e n t p r o x y . 

A s s u m i n g a cons t an t rea l ra te o f in te res t t h e i m p a c t o f i n f l a t i o n o n house 
pr ices can be a p p r o x i m a t e d b y t he e l a s t i c i t y o f P H / P w i t h respect t o t he 
m o r t g a g e r a t e . F r o m ( 1 3 ) 

E p H / p = a j M R ( l - x ) + a 2 E Q + a 3 E T , ( 1 4 ) 

w h e r e E p H ^ p , E Q , E t are the e las t ic i t ies o f P H / P , Q and T w i t h respect t o 
M R . T a b l e 1 presents es t imates o f these e las t ic i t ies f o r d i f f e r e n t values o f 
M R assuming a m a r g i n a l t a x ra te o f 35 per cen t . C o l u m n s ( 2 ) and (3 ) give 
es t imates o f Q a n d T w h i l e C o l u m n s ( 4 ) a n d ( 5 ) give t he c o r r e s p o n d i n g 
e las t ic i t ies . C o l u m n ( 6 ) gives E p H / p and C o l u m n ( 7 ) shows the percentage 
change i n rea l p r i ce associated w i t h a 1 per cent change i n M R , i .e . , f r o m .04 
t o . 0 5 . A l t h o u g h t h e abso lu te va lue o f E p H / P increases w i t h M R i t does so at a 
d i m i n i s h i n g r a t e . H e n c e , the i m p a c t o f a 1 per cent rise i n t he mor tgage r a t e , 
C o l u m n ( 7 ) , d i m i n i s h e s as M R rises. T h i s p h e n o m e n o n is caused b y t h e 
i n f l u e n c e o f t h e t i l t i n g ef fect as p r o x i e d b y T . A s M R rises t h e ef fec t o n Q 
a l o n g w i t h increased user cost reduces b o t h h o u s i n g d e m a n d a n d rea l p r i c e . 
H o w e v e r , as t he c u r r e n t leve l o f r e p a y m e n t s rise w i t h Q , t h e rea l va lue o f 
t he f u t u r e s t ream decl ines m o r e r a p i d l y as i n d i c a t e d b y t h e increas ing 
abso lu te va lue o f t he in te res t e l a s t i c i t y o f T . T h e i m p a c t o f h ighe r c u r r e n t 
n o m i n a l , a n d r e a l , r e p a y m e n t s is t he re fo re m o d e r a t e d b y t h e s t i m u l u s t o 
d e m a n d t h r o u g h an e x p e c t e d dec l ine i n t h e rea l va lue o f t he f i x e d r e p a y m e n t . 



I V C O N C L U S I O N S 

A n i m p o r t a n t i m p l i c a t i o n o f t he resul ts r e p o r t e d i n Sec t ion I I I is t h a t t he 
s t anda rd m o r t g a g e w h i c h f ixes a n n u a l p a y m e n t s i n n o m i n a l t e r m s has a dis­
t o r t i n g ef fec t o n h o u s i n g d e m a n d d u r i n g i n f l a t i o n a r y pe r iods . E v e n i f the 
user cos t o f c a p i t a l is u n a f f e c t e d b y i n f l a t i o n t h e d e m a n d f o r h o u s i n g m a y 
s t i l l be i n f l u e n c e d b y t he m a n n e r i n w h i c h i n f l a t i o n affects t he house­
h o l d ' s p e r c e p t i o n o f h o u s i n g costs. F r o m the owne r -occup ie r ' s p o i n t o f 
v i e w the m o s t i m p o r t a n t i n f l a t i o n - i n d u c e d d i s t o r t i o n is l i k e l y t o be t he 
ef fec t o n i n i t i a l o r c u r r e n t r e p a y m e n t s . T h a t is , a rise i n n o m i n a l in te res t 
rates w i l l increase t he rea l va lue o f r e p a y m e n t s even i f i n f l a t i o n is f u l l y 
a n t i c i p a t e d . T h i s p h e n o m e n o n is somet imes r e f e r r e d t o as f r o n t - e n d l o a d i n g , 
w h i c h means t h a t w h e n the mor tgage ra te rises, t he n o m i n a l va lue o f the 
r e p a y m e n t rises re la t ive t o i n c o m e , even w h e n i n f l a t i o n is f u l l y a n t i c i p a t e d 
a n d rea l i n c o m e s are c o n s t a n t . T h e resul t s , t h e r e f o r e , l e n d s u p p o r t t o t h e 
i n t r o d u c t i o n o f a l t e rna t ive mor tgage i n s t r u m e n t s such as t h e rea l va lue 
m o r t g a g e , discussed b y W h i t l e y ( 1 9 7 5 ) , w h i c h f ixes r e p a y m e n t s i n r ea l r a the r 
t h a n i n n o m i n a l t e r m s . I n d e x i n g n o m i n a l r e p a y m e n t s n o t o n l y e l imina t e s the 
f r o n t - e n d l o a d i n g p r o b l e m b u t also t he t i l t i n g e f fec t o f t he f i x e d n o m i n a l 
p a y m e n t sys t em. 

F u r t h e r , g iven t h a t m o r t g a g e s u p p l y is an increas ing f u n c t i o n o f t he 
mor tgage in te res t r a t e , t he s ignif icance o f t he a v a i l a b i l i t y p r o x y suggests 
t h a t a m o r e c o m p e t i t i v e m a r k e t s t r uc tu r e m i g h t b e n e f i t p o t e n t i a l en t ran t s 
such as n e w l y - m a r r i e d coup les . Increased c o m p e t i t i o n m i g h t , o f course , 
l ead t o h ighe r m o r t g a g e in te res t rates b u t t he consequen t f i n a n c i n g p r o b l e m s 
can be dea l t w i t h b y o f f e r i n g a l t e rna t ive mor tgage r e p a y m e n t systems. T h e 
rea l advantage is t o be f o u n d i n increased m o r t g a g e a v a i l a b i l i t y f o r those w h o 
are w i l l i n g t o p a y t he c o m p e t i t i v e p r i c e . Increased a v a i l a b i l i t y w o u l d n o t 
necessari ly l ead t o p e r m a n e n t l y h ighe r pr ices as t h e rea l p r i c e / a v a i l a b i l i t y 
r e l a t i o n s h i p is a consequence o f a n o n - c o m p e t i t i v e m a r k e t s t r u c t u r e . 

A s t he m o d e l assumes t h a t b o t h t he h o u s i n g s t o c k a n d ne t a d d i t i o n s t o 
i t are g i v e n , t h e resul ts m u s t be t r e a t e d w i t h some c a u t i o n . A m o r e c o m ­
prehens ive m o d e l w o u l d a t t e m p t t o e x p l a i n s tar ts , c o m p l e t i o n s and t h e 
s u p p l y o f mor tgage f inance i n a d d i t i o n t o real house pr ices . H o w e v e r , i t is 
reassuring t o n o t e t h a t t he s igni f icance o f i n f l a t i o n - i n d u c e d d i s t o r t i o n s 
r e f l e c t t he resul ts r e p o r t e d b y K e a r l ( 1 9 7 9 ) a n d F o l l a i n ( 1 9 8 2 ) f o r t he 
U S A , a n d b y B u c k l e y a n d E r m i s h ( 1 9 8 2 ) f o r t he U K . 
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D A T A A P P E N D L X 

4 
A M o r t g a g e a v a i l a b i l i t y p r o x i e d b y D S K £ / . 2 5 S D S K t _ r 

C O M P Pr iva te sector c o m p l e t i o n s . ( Q B H S ) 1 

D F R a t i o o f marr iages t o C O M P . ( I S B ) 
H K O w n e r - o c c u p i e d h o u s i n g s t o c k . C o m p u t e d b y us ing t he 1 9 7 1 census 

f igure a n d C O M P assuming an a n n u a l d e p r e c i a t i o n ra te o f 2 pe r cen t . 
M R M o r t g a g e r a t e . ( C B ) 
P C P I , 1 9 7 5 = 1 0 0 . ( I S B ) 
P H Average p r i c e o f n e w houses f o r w h i c h m o r t g a g e loans were a p p r o v e d 

b y t he m a i n l e n d i n g agencies d e f l a t e d b y F A t _ g ; w h e r e F A = average 
f l o o r area o f houses f o r w h i c h p l a n n i n g p e r m i s s i o n has been g r a n t e d . 
( Q B H S a n d I S B ) 

S K S t o c k o f b u i l d i n g soc ie ty share a n d depos i t l i a b i l i t i e s d e f l a t e d b y P H . 
( C B ) 

S U B Subsidies t o o w n e r - o c c u p i e r s . T o t a l va lue o f grants a n d m o r t g a g e 
subsidies d i v i d e d b y t he n u m b e r o f grants a n d subsidies a l l o c a t e d . 
D e p a r t m e n t o f t he E n v i r o n m e n t Annual Report. 

Y I n d e x o f p r o d u c t i o n i n t r a n s p o r t a b l e goods i n d u s t r i e s , 1 9 7 5 = 1 0 0 . 
( I S B ) 



x M a r g i n a l t a x ra te e s t i m a t e d as f o l l o w s : t h e Q B H S gives t h e i n c o m e 
o f b o r r o w e r s classif ied b y i n c o m e class. T h e i n c o m e o f t he "average" 
b o r r o w e r was c o m p u t e d b y y = w l . M l + = . . . + w n . M n , w h e r e w i = t h e 
p r o p o r t i o n o f b o r r o w e r s i n i n c o m e class i a n d M i = t he m i d - p o i n t 
class i . A s t he t o p a n d b o t t o m classes are open-ended the m i d - p o i n t s 
w h e r e assumed t o be L i + / - £ 5 0 0 , L i + / - = t h e class l i m i t . G i v e n th i s 
e s t ima te o f y , x was c o m p u t e d as t he M T R app l i cab le t o a chi ldless 
m a r r i e d c o u p l e us ing t h e t a x bands a n d rates i n successive Budge t s . 
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