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Macroeconomic Policies

Outline of the lecture

1. Housing boom and busts – their 
macroeconomic implications

2. Detecting housing bubbles
3. Lessons for monetary policy

Main reference : “WHEN BUBBLES BURST”, IMF, WEO, April 2003
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When bubbles bust

Busting bubbles 

Real impact of asset busts

Busting bubbles 

source : “WHEN BUBBLES BURST”, IMF, WEO, April 2003



3

Before bust / after bust

Busting bubbles 

source : “WHEN BUBBLES BURST”, IMF, WEO, April 2003

Financial impact and bubble bust

Busting bubbles 

Source : “WHEN BUBBLES BURST”, IMF, WEO, April 2003
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5 stylized facts
1. Housing price busts have had larger wealth effects 

on consumption than equity price busts. 

Asset price / housing bubble bust 

5 stylized facts
2. Housing price busts were associated with stronger 

and faster adverse effects on the banking system 
than equity price busts :
� Banks faced more rapid increases in provisioning costs 

with housing price busts because of larger amounts of 
nonperforming loans. 

� Capital-to-asset coverage of banks decreased by more 
and faster, implying that their lending capacity is more 
constrained. 

� In some cases, banks were affected by solvency problems 
after housing price busts. According to the chronology of 
banking crisis (Eichengreen and Bordo (2002)), all major 
banking crises in industrial countries during the postwar
period coincided with housing price busts.

Asset price / housing bubble bust 
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5 stylized facts

3. Housing price busts were more likely 
to have been preceded by a boom 
(larger imbalances to be unwound)

4. Price spillovers across asset classes 
matter, as evidenced by the fact that 
housing price busts were more likely 
associated with generalized asset price 
bear markets or even busts than 
equity price busts. 

Asset price / housing bubble bust 

5 stylized facts
5. Housing price busts were associated with 

tighter monetary policy than equity price busts
(most housing price busts occurred during 
either the late 1970s and early 1980s or the 
late 1980s, when reducing inflation was an 
important policy objective).

Asset price / housing bubble bust 
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Financial innovation and the link between 
housing and economic activity

� Changes in housing finance systems have affected the 
role played by the housing sector in the business 
cycle in two different ways. 
1. The increased use of homes as collateral has 

amplified the impact of housing prices on the rest of 
the economy via increased household borrowing.

2. Monetary policy is now transmitted more through the 
price of homes than through residential investment. 
In particular, the evidence suggests that more 
flexible and competitive mortgage markets have 
amplified the impact of monetary policy on house 
prices and thus, ultimately, on consumer spending 
and output. 

Was the recent boom different?

The bursting of the American 
bubble / impact on consumption 

Source, Luc Eyraud, Aurélien Fortin, Sophie Rivaud, “The impact of the housing 
slowdown on US consumption”, Tresor economics, DGTPE, 2007 

The impact of the recent bust in the US
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The bursting of the American 
bubble / impact on consumption 

Source, Luc Eyraud, Aurélien Fortin, Sophie Rivaud, “The impact of the housing 
slowdown on US consumption”, Tresor economics, DGTPE, 2007 

The impact of the recent bust in the US
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Outline of the lecture

1. Housing boom and busts – their 
macroeconomic implications

2. Detecting housing bubbles
3. Lessons for monetary policy

Detecting bubbles in the housing 
market

� Unique and dramatic house price 
increases are not necessarily 
evidence of overvaluation. 

� 3 methods: 
� econometric models, 
� affordability indicators, 
� asset-pricing approaches,

Detecting bubbles in the housing Market – 3 methods
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Econometric models 
� Used to compute the “fundamental” price, as 

determined by demand and supply.  
� Demand: real disposable income, real interest 

rates and demographic developments …..
� Supply: factors influencing the available housing 

stock
� Long-run (co-integration) relationship between the 

house price and long term determinants + error-
correction mechanism. 

� The interpretation of the co-integrating relationship 
provides an estimate of “equilibrium” or long-term 
house prices, against which current prices can be 
evaluated.

Detecting bubbles in the housing Market – Econometric models

Econometric model for housing 
price in the US – (1975 – 1999 )

Source : Stéphane Sorbe, « The busting of the US house price bubble », Tresor
Economics, DGTPE, 2008

Detecting bubbles in the housing Market – Econometric models
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Evaluating the size of the American 
housing bubble

Source : Stéphane Sorbe, « The busting of the US house price bubble », Tresor
Economics, DGTPE, 2008

Detecting bubbles in the housing Market – Econometric models

Econometric models / results 
� In 2004, prices were broadly in line with 

what were identified as their main 
determinants in Denmark, Finland, France, 
the United States and Norway. 

� The findings were mixed for the 
Netherlands.

� Studies uniformly pointed to overvaluation 
in the United Kingdom, Ireland and Spain.

Detecting bubbles in the housing Market – Econometric models
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Explaining housing price increase in 
France between 2000 – 2006 

� Demographic factors:
� More households (ageing population + increase in the number 

of divorces = smaller households for a given size of the 
population)

� Real factors: 
� Lag with which supply adjust to demand in the housing market 

(“time to build”),
� Reallocation of the population in dynamic areas and along the 

coastline where land is scarce, 
� Financial factors: 

� Tax incentives for investing in renting housing, 
� Longer horizon for mortgage, 
� Lower bank margins due to increased competition, 
� Low level of long run interest rates.

Detecting bubbles in the housing Market – Econometric models

Affordability ratio / price-to income
ratio

Detecting bubbles in the housing Market – Affordability ratio
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Affordability ratio – Mortgage debt and 
interest payments / income ratio

Detecting bubbles in the housing Market – Affordability ratio

The user cost of housing and the 
equilibrium ratio of price to rent
� User cost of housing = P (i + τ + f − π )

� i : nominal interest rate (opportunity cost)
� τ : property tax rate on owner-occupied houses, 
� f : recurring holding costs = depreciation + 

maintenance + risk premium on residential 
property, 

� π : expected capital gains (or loss). 
� P  : house price index.

� In equilibrium, the expected cost of owning 
a house should equal the cost of renting (R)

P/R = 1/ (i +τ + f − π )

Detecting bubbles in the housing Market – Asset pricing approach
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� In 2004, in the United Kingdom, Ireland, the 
Netherlands, Spain, Australia and Norway, 
actual price-to-rent ratios were noticeably 
above their “fundamental” levels. 

� Case of overvaluation less clear in France, 
Canada, Denmark and Sweden

Detecting bubbles in the housing Market – Asset pricing approach

Outline of the lecture

1. Housing boom and busts – their 
macroeconomic implications

2. Detecting housing bubbles
3. Lessons for monetary policy
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Housing and the Monetary 
Transmission Mechanism

Lessons for monetary policy

The role of monetary policy in the recent 
housing bubble / the case of the US

A simple experiment

Source : John B. Taylor, 2007, “Housing and Monetary Policy”, NBER Working Paper 13682 
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The role of monetary policy in the recent housing 
bubble / the case of the US / Counterfactual 
scenario

A simple experiment

� Estimation of a simple housing starts equation with the 
federal funds rates as the explanatory variable. 

� The equation was estimated with quarterly data over the 
nearly 50 year period from the second quarter of 1959 to 
the second quarter of 2007. 

� The estimation shows a strong, statistically significant 
effect of the federal funds rate on housing starts which 
occurs with a lag. 

� The interest rate elasticity is similar to those found in 
more complex models ; the semi-elasticity is about -8.3. 

Source : John B. Taylor, 2007, “Housing and Monetary Policy”, NBER Working Paper 13682 

The role of monetary policy in the recent housing 
bubble / the case of the US / Counterfactual 
scenario

A simple experiment

Source : John B. Taylor, 2007, “Housing and Monetary Policy”, NBER Working Paper 13682 
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� Same equation + « housing inflation »
as an additional explanatory variable. 

A simple experiment

The role of monetary policy in the recent housing 
bubble / the case of the US / Counterfactual 
scenario

Financial innovation in mortgage industry / 
Lessons for monetary policy / a stylized model

� Model develop by Calza, Monacelli, and Stracca (2007)

� A fraction of consumers are credit-constrained : they do 
not smooth consumption based on permanent income 
because their access to credit is constrained by the value 
of their collateral (which depends on the evolution of 
house prices).

� The level of development of mortgage market is 
represented by a the loan to value ratio (determines the 
extent to which housing can be used as collateral for 
borrowing to consume nondurable goods)

� Monetary policy follows a simple, Taylor-type interest rate 
rule, responding to changes in the inflation and output 
gaps.

Financial innovation in mortgage industry / A stylized model
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� This structural model can reproduce the empirical findings 
that output and consumption are more responsive to 
housing demand shocks in economies with more developed 
mortgage markets

� In economies with a higher LTV ratio (say 90 percent), as 
residential investment and house prices increase following a 
positive housing demand shock, constrained consumers are 
allowed to borrow more against the rising value of their 
collateral, and thus to consume more nondurable goods, 
compared with those in economies with a lower LTV ratio 
(say 60 percent).

� A higher LTV ratio amplifies the decline in output and 
consumption following a negative financial shock, identified 
as an exogenous tightening of lending standards that 
restricts the ability of households to borrow against 
collateral for any given level of house prices.

Lessons for monetary policy / a 
stylized model / simulations

A stylized modelFinancial innovation in mortgage industry / A stylized model

� For any given monetary policy objective, monetary 
authorities in economies with more developed 
mortgage markets must respond more aggressively to 
housing demand and financial shocks, compared with 
those in economies with less-developed housing 
finance systems.

� This is because such shocks have a greater impact on 
inflation in economies with a higher LTV ratio, 
reflecting the larger response of consumption and 
output in these economies

Lessons for monetary policy / a 
stylized model / result 1

A stylized modelFinancial innovation in mortgage industry / A stylized model
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� Monetary authorities need to pay particular attention to 
house prices in economies with more developed mortgage 
markets, where house prices play a special role in providing 
collateral for loans.

� Optimal policy rule in high LTV ratio: A monetary policy rule 
that minimizes the central bank’s loss function (with 
inflation and output gap volatility as arguments) includes 
both the output gap and house price inflation for each type 
of shock considered. 

� Optimal policy rule with low LTV ratio: adding house price 
inflation to the Taylor-type interest rate rule does not 
improve economic stabilization when the economy is hit by 
a housing demand shock or a productivity shock. 

Lessons for monetary policy / a 
stylized model / result 2

A stylized modelFinancial innovation in mortgage industry / A stylized model

Implications for Monetary Policy
� First, because its impact is greater in economies with 

more developed mortgage markets, monetary policy 
may need to be more aggressively responsive to 
unexpected developments in the housing sector and 
mortgage markets in these economies.

� Second, economic stabilization could be enhanced in 
economies with more developed mortgage markets by 
a monetary policy approach that responds to house 
price inflation in addition to consumer price inflation 
and the output gap.

A stylized modelFinancial innovation in mortgage industry / A stylized model
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Implications for Monetary Policy 
Open questions 1

Pro active vs. reactive policies

� Pro active: policy tries to make bubble bust
� how to make sure there is indeed a bubble ? / less 

difficult than with financial asset price bubbles
� Not very popular

� Reactive: policy tries to clean after the bust of 
the bubble
� Is it always possible?

Open questions

Implications for Monetary Policy 
Open questions 2

Which policy instrument best suited to cool 
down housing bubble: 

� Interest rate (with the risk of a negative 
impact on the rest of the economy)

� Tighter regulation on lending / borrowing 
practices (e.g. higher loan to value ratio)

Open questions


