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Devoted to the analysis of housing market in India, the paper employs a special
decomposition scheme for the structural VAR proposed by Blanchard and Quah (1989) to
study the impact of permanent shocks to housing prices attributed to monetary variables
and income growth - and, in the process, attempts to identify speculative price bubblesin
the housing market. Based on the monthly data, the empirical evidence obtained in the
paper suggests that the housing market in India at present remains fairly well equilibrated
if seen in terms of the proximity of the actual housing prices and the estimated long run
equilibrium housing prices. This implies that the risk of speculation in the market is not
yet materially significant. However, as a mark of caution, since the empirical results
indicate that housing prices are significantly much more sensitive to permanent interest
rate shocks than shocks to credit growth, the stance of monetary policy particularly that
reflected by the setting of the policy rate appears to be the single most important arbiter
of the future growth of the housing market. Needless to mention, it is therefore necessary
to take this factor into due account while developing policy approaches in relation to the
housing sector. Besides, as income growth explains quite little about variations in housing
prices, the possibility of some adverse selection in overall bank financing of the housing
sector cannot be completely ruled out.
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Introduction

Therapid growth of the housing market in Indiain therecent years
has raised concerns about its sustainability and implicationsfor financial
and macroeconomic stability. In the history of economic devel opment,
housing price bubbles have been recorded and studied with great interest.

* Director, Monetary Policy Department, Reserve Bank of India. The views expressed
in the paper are based on empirical findings and are strictly personal and not those of
the Reserve Bank of India. The usual disclaimer applies.
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With the hindsight of documented experience, the bursting of asset bubbles
In the housing market has often been associated with severe economic
crises, especialy, recessions caused by sharp reductionin spending asa
result of lossin the consumers' power to leverage against capital gains.
International Monetary Fund (IMF) research reported in the World
Economic Outlook (April, 2003) indicated that output | osses after house-
price crashes in developed countries have, on average, been twice as
large as those after stock market crashes, usually resulting in lasting
recessions. The pace of housing sector growth can be gauged by the fact
that the total value of residential property in developed economies
increased by an estimated US $ 20 trillion to over US$ 60 trillionin the
last three years which is even higher than theincrease in global share
values (Vedpuriswar, 2005). The surgein value of the stock of housing
supported by an equally strong upturn in prices hasled analyststo wonder
if thisboomisreally sustainableor ismerely alargefinancial bubble ready
to burst. The recent surgein housing prices globally has gone hand-in-
hand with amuch larger jump in househol d debt than in previous booms.
It isunderstood that not only that new buyers engaged bigger mortgages,
but even existing ownersincreased their mortgagesto turn capital gains
into cash thereby causing arally in housing prices.

Although the surgeinthehousing market in Indiaisrel atively arecent
phenomenon, the rapid growth in bank financing in this sector requires
attention in the light of the experiencein other countries. The paper is
dividedintofive sections. Sections| and 1 provideareview of internationa
experience and the devel opment of the Indian housing market, respectively.
Section |11 discusses data and methodology. Sections1V andV include
empirical evidence and concluding observations, respectively.

Section |
Housing Markets: An International Perspective

Inarecently released review of the housing market, OECD Economic
Outlook N0.78 (2005) offers a detailed analysis of recent house price
developmentsinthe OECD countriesin the backdrop of the experience
of the past 35 yearsand in the context of therole of fundamentals. The
OECD Outlook mentionsthat of the 37 large upturn phases between 1970
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and the mid-1990s, 24 ended in downturnsin which anywhere from one-
third towell over 100 per cent of the previousreal term gainswere wiped
out. This, in turn, had negative implications for activity, particularly
consumption. It also observed that the current upswingin OECD countries
ismore generalised than in the past with acombination of factors, such
as, low interest rates coupled with development of new and innovative
financial products playing animportant role. In regard to fundamental
determinants of housing prices, while price-to-incomeratioisconsidered
aready measure of affordability, itisby itself not areliable measuresince
the cost of carrying mortgagesvariesover time. An assessment of amore
useful measure namely, the debt servicing ratio for the OECD countries
indicatesthat the general increase in indebtedness has been mostly offset
by the declinein borrowing rates, and with the exception of Australia, the
Netherlands and New Zeal and, households do not seem to devote greater
share of their incometo debt servicethan in therecent past. According to
the OECD Economic Outlook another approach to eval uating housing
pricesis based on asset pricing which uses measures, such as, price-to-
rent ratio and user cost of housing. Taking these two measures, thereview
reportsthat housing pricesin the UK, Ireland, the Netherlands, Spain,
Australiaand Norway were considered overvalued whilethosein France,

Canada, Denmark, Sweden, Finland, Italy and New Zealand were not
significantly overvalued. Housing pricesare a soimpacted by other factors
such assupply conditions, demographic changesand specul ative pressures.

Furthermore, housing cycles can influence economic activity through wedlth
effects on consumption and private residential investment dueto changes
inthe profitability and theimpact on employment and demand in property
related sectors. Shocksto housing pricesa so haveimplicationsfor financia

stability asfinancid institutionswith large exposuresin the housing sector
could find themsal veswith inadequate cushionsto absorb the | osses|eading

todeteriorationin overal credit delivery. Inregard to policy implications,

viewsdiffer on how the monetary authorities should respond to housing

price developments. The choice between using regulatory/tax actionsor

monetary policy actionsiscontextual but useful solong asthe measures
are appropriately designed with reference to the size of the actual shock.

In the United States economy, which is at present experiencing a
strong cyclein the housing market, pricesin certain regions haverisen
sharply if measured against the yardstick of affordability calculated asthe
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ratio of housing pricesto annual incomereflecting abuild up of the asset
bubble. In fact, at present, the median price of new houseintheUSis
almost five times the median household income. Moreimportantly, even
as housing prices haverisen, the rental values have remained subdued
suggesting presence of speculative forces. Thus, with therisein house
prices relativeto rental rates, the house price/rental ratiointhe US moved
aboveitslong run average, suggesting that house priceswereindeed high
relativeto rents (Krainer, 2003). The strong upsurgein the housing market
intheUSisasourceof concern, especialy, for theglobal financia stability
should the market suffer asharp downturn.

Inthe context of the present conditionsin the global housing markets
wherethe mortgage financing rates havefallen significantly sincethelast
few decades, the IMF has cautioned that, just as the upswing in house
prices has been an international phenomenon, so any downturnislikely to
be synchronised, causing widespread effects.

Section |1
Development of Housing Market in India: A Review

Inacountry with avast population, the problem of providing shelter
to all has been an issue of great concern to the civil society and the
governmentsof varioustimes. It has, therefore, generally been subsumed
that state intervention is necessary to meet the housing requirements of
the vulnerable sections and to create an enabling environment to achieve
the providing of shelter for all on a self-sustainable basis. Concrete
governmental initiatives began in the early 1950s as a part of the First
Five Year Plan (1951-56) with afocus on institution-building and housing
for weaker sections of society. In the subsequent five year plans,
government action ranged from strengthening the provision of housing for
the poor and theintroduction of several schemesfor housingintherural
and urban regions of the country. During the early years of housing
development in India, initiatives were taken mostly by the government,
anditisonly intherecent years that private construction activity has
made significant contributions mainly in urban or semi- urban regionsin
the areaof housing/real estate development. It may be mentioned that the
current surge in housing demand is generally limited to large urban
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metropolitan regions, although smaller towns near these centershave also
seen some good growth alongside. Inthe history of housing devel opment,
the Second Five Year Plan (1956-61) saw the enactment of |egislations
for orderly town and country planning including the setting up of relevant
organisationsand for the preparation of master plansfor important towns.
In 1959 the central government announced aschemeto offer assistance
in the form of loans to state governments for a period of 10 years for
acquisition and development of land in order to make available building
sitesin sufficient numbers. During thisperiod master plansfor mgjor cities
were also prepared. The Third Plan (1961-66) |ed to the coordination of
various programmesto help housing for low-income groups. The Fourth
Plan (1969-74) took apragmatic view on the need to prevent the growth
of populationinlarge citiesand decongestion and dispersal of population
through the creation of smaller townships. The Housing & Urban
Development Corporation (HUDCO) was established to fund housing
and urban development programmes. A scheme for improvement of
infrastructure was al so undertaken to provide basic amenitiesin cities
across the country. In order to reduce the pressure of urbanisation the
Fifth Plan (1974-79) yet again reiterated the policy of promoting smaller
townsin new urban centres, while emphasising on the improvement of
civic amenitiesin urban and metropolitan regions. TheUrban Land (Ceiling
& Regulation) Act was enacted to prevent concentration of land holdings
in urban areas and to make urban land avail able for construction of houses
for the middle- and low-income groups. The Sixth Plan (1980-85)
refocused attention on the provision of services along with shelter,
particularly for the poor. The programme of Integrated Devel opment of
Small and M edium Townswas launched in small townsfor devel opment
of roads, pavements, minor civic works, bus-stands, markets, shopping
complexes, etc. Positive incentives were offered for setting up new
industriesand commercial and professional hubsin small, medium and
intermediate towns.

The Seventh Plan (1985-90) made amarked departure in the focus
given to the government-led housing devel opment stressing on the need
to place mgjor responsibility of housing construction to the private sector.
To augment the flow of institutional finance to the housing sector and
promoting and regul ating housi ng financeingtitutions, the National Housing
Bank (NHB) was set under the aegis of the Reserve Bank of Indiain
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1988. The Seventh Plan clearly also recognised the problems of the urban
poor and for thefirst time an Urban Poverty Alleviation Scheme known
asUrban Basic Servicesfor the Poor (UBSP) wasintroduced. Thiswas
also the period when private builderswere offered incentivesto participate
and contribute in building mass housing projects.

The Eighth Plan (1992-97), for thefirst time, recognised theroleand
importance of the urban sector for the national economy. The Planidentified
thekey issuesin the emerging urban areas, viz., the widening gap between
demand and supply of infrastructural services, the increased growth of
urban population and deterioration of city environments. Thenew Housing
and Habitat Policy unveiledin 1998 aimed at ensuring “ shelter for al” and
better quality of lifeto al citizensby using the unused potentia in public,
private and household sectors. The key objective of the policy was on
creating strong public—private partnership for tackling the housing. Under
the new policy, government proposed to offer fiscal concessions, carry
out legal and regulatory reforms and create an enabling environment for
the devel opment of the housing sector. The policy emphasi sed therole of
the private sector, asthe other partner, to be encouraged to take up the
land assembly, housing construction and invest ininfrastructurefacilities,

Ever sncethe added emphasiswasgivento privateinitiativein housing
development, there has been arapid growth in private investment in
housing with the emergence of real estate developers mainly in
metropolitan centres and other fast growing townships. The growth has
been fuelled by rising business opportunities in new and emerging
enterprises, increasing income levels, low interest rates, employment
generation and demographic changes. However, even as significant
changesinlaws, regulations have encouraged housing development, policy
anaystsbelievethat further reformssuch astax/stamp duty rationalisation
that provide alevel playing field to the housing sector may need to be
carried forward to tap the unmet demand for housing stock. In the recent
yearsfor example, the scrapping of the Urban Land (Ceiling & Regulation)
Act by the central government, amendment of the NHB Act to provide
for easy foreclosure and permission for foreign direct investment to make
investmentsinrea estate have provided an encouraging investment climate.
AnAdvisory Board with professional s has al so been constituted to advice
the government on mattersrel ating to the devel opment of the housing sector.
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In any case, introduction of measures mentioned above, the easing of
monetary policy stance and the priority given to the housing sector in
RBI’s credit policies and the recent Union Budgets have all provided
incentivesto both financial institutions and buyers of residential property.

Housing market in India, as evidenced by the growth in bank
exposuresto the sector took off mainly sincetheyear 2001. For example,
theretail loan portfoliosof banksincluding housing and real estate advances
expanded at rates ranging between 22-41 per cent since 2001-02 and
accounted for 26.7 per cent of theincremental non-food credit in 2005-
06. Asper the RBI’sAnnual Policy Statement for the year 2006-07, the
incremental growth in theloansto commercial real estate and housing
clocked rates of 84.4 per cent and 29.1 per cent, respectively, in 2005-
06. Therapid growth in housing loan market has been supported, inter
alia, by thegrowth inthemiddle classpopulation, favourable demographic
structure, rising job opportunitiesin the metropolitan centres, emergence
of anumber of second tier cities as upcoming business centres, I T and
ITESrelated boom and risein disposableincomes. Furthermore, attractive
tax advantagesfor housing loans makethem ideal vehiclesfor tax planning
for salary earners. Thereal estate market hasalso grown rapidly recording
an annual price appreciation in excess of 10 per cent or more depending
on regional importance. Thereal estate market has been boosted by the
proposal to permit 100 per cent FDI inthe sector. For banks and other
housi ng financeinstitutions, the regulatory framework enabled expansion
in house loan portfoliosgiven the hel pful prescriptionson risk weightsfor
housing exposuresand the benefit of compliance with thetargets mandated
for priority sector lending. Besides, housing loans growth by financial
Institutions has been assisted by the comfort of relative safety of such
assets given the tangible nature of the primary security and the comfort
obtained fromthe SARFAESI Act, 2002.

Asalludedto earlier, oneof the most significant factor that drovethe
growth of housing market in India in the recent years was the easy
availability of bank finance at affordableinterest ratesowingto surplus
liquidity with the banking sector coupled with the softening of interest
rate environment on the back of lower inflationary expectations. It may
be mentioned that the reductionsin interest ratesin the housing market
have been far more noteworthy as has been the case of in respect of
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other retail and corporate advances because of low risk perception and
favorablefiscal and regulatory dispensations.

Concernsregarding the sustainability of increasing growthin housing
and other retail financing by financial institutions now appear to bearising
giventheincreasing load of household debt asreflel ected by the wide gap
between borrowings and repayments as reported by the latest round of
decade-wise NSSO survey. Thesituation callsfor caution on the dangers
of building up of systemic credit risk and the instability of the financial
systemasawhole.

The sharp growth in the housing and the real estate markets has
neverthel ess been of concern to policy makers especially in the context
of itsimplicationsfor macroeconomic and financial stability inthe event
of a sudden downturn. Being a recent phenomenon, the recorded
history of financial marketsin Indiahas so far not experienced the
pangs caused by bursting of bubblesin the housing sector, although
the need to take pre-emptive policy actions can hardly be
overemphasised in the light of the experience in other countries. It
may be mentioned that as a part of calibrated policy response, the
Reserve Bank has been gradually nudging financial institutions to
exercise due diligence in the assessment of credit risksfor exposures
in the housing sector, while increasing the regulatory risk weights/
provisioning for housing and real estateloans. Asapreemptive measure
the Reserve Bank initsAnnual Policy Statement for the year 2006-
07 increased general provisioning for residential housing beyond Rs
20 lakh and commercial real estate from 0.40 per cent to 1.0 per
cent. Therisk weight on bank exposureto commercial real estate has
also been increased from 125 per cent to 150 per cent.

While all round development of the housing sector isawelcome
objective, it isalso important to take note of the pace of the cyclical
growth in recognition of the risks of build up of asset price bubbles. Of
the several factors that contribute to the occurrence of bubbles, high
credit growth backed by low interest ratesis considered equally more
important. It may, therefore, be useful to have some empirical analysis
devoted to the assessment of the current conditionsin the housing market
from the point of view of developing policy choicesin regard to the
housing market.
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Theempirical research on housing market in Indiais scarce dueto
the paucity of information. With the objective of filling the void, this paper
attemptsatechnica analysisof housing price bubblesinIndia- particularly
aiming at separating the real from speculative price elements by focusing
ontherelevant monetary aggregatesthat have abearing on the growth of
the housing market. There are anumber of factors which appear to be
important for the growth of housing market consisting of income growth,
mix of monetary policy, tax and regulatory incentives and procedural ease
of loan disbursals, etc. The speculative factors, on the other hand, may
depend on the hype built around advertising, asymmetric information and
speculative or herd behavior causing pricesto riseto unsustainablelevels
and beyond that determined by rel evant factors mentioned above. Although
itisdifficult toidentify ahouse price bubblewhich occursdueto adeviation
of market price from the fundamental value of the house, a number of
eclectic approachesfor identification have been used.

Section |11
Data and Empirical M ethodology

Although the housing sector of the economy hasreceived considerable
attentionintherecent yearsgivenitscoreimportancein the devel opmental
goasof thelndian economy, itssignificancein sustaining financia stability
has been recogni sed rather recently following the significant credit growth
at low rates of interest in the recent past. The datain respect of aggregate
credit disbursed to the housing sector and national priceindex for housing
output isnot easily available on monthly frequency at which dataisused
inthisstudy for the period from April 2001 to June 2005. Asaresult, this
study is based on data which may be considered good proxies although
thismight be considered as an extent of limitation. However, given the
fact that housing credit hasformed adominant share of overall non-food
growth intherecent years, the actual annual growthin housing credit can
be expected to be highly correlated with that of growth innon food credit
which can be considered agood measure of theformer. Infact thechoice
of proxy for housing credit isal so supported by the fact that for thetime
sampleunder consideration, the correlation coefficient between available
annual outstanding housing credit and non food credit isquite high. The
price of housing isrepresented by the index of housing pricesfor major
metropolitan centres compiled and provided by abank. Although the price
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index for metropolitan centres does not capture the country wide pricing
conditions, the index nevertheless provides a good guide to price
devel opments since most of the priceincrease in housing output in the
recent years has been observed in metropolitan regions. Asfor interest
rate on housing finance, the weighted average call money rateistaken as
the proxy for interest rate on housing loans asthelack of information on
higher frequency weighted lending rate on housing loanslimitsthe use of
such data. It may, however, be pointed out that among all other sector
specificinterest rates, the movement in theinterest rates on housing loans
whether fixed or floating have been by and large synchronouswith the
short term money market rate in the recent years, as evidenced by the
reduction of interest rate on housing loansfor a 20-year tenure from a
high of 13-14 per cent per annum in 2000 to about 7-8 per cent in 2006
following the progressivereductionin RBI’s policy interest rate. Finally,
itisalso necessary toincludethe incomevariableinthe system for assessing
theimpact on housing prices. Theincomevariableistaken asthe annual
growthrateinreal GDP.

The experimental design isbased on deflating all nominal variables
by therate of inflation based on wholesale priceindex (1993-94=100) in
order to havethe system defined fully inreal terms.

Theinterpretation of the structural VAR considered hereismadein
terms of four shocks, viz., interest rate (¢, ), non food credit (e i)
GDP growth (¢ . ) @nd housing prices (¢, ...) shocks related to
system equationsfor changesin interest rate, housing credit, GDP growth
and housing prices. The analytical resultsfrom thisexperimental design
would, therefore, throw light on how the housing market could be affected
by the monetary conditions, especially, given the prevailing high growthin
credit accompanied by low interest ratesaswell as GDP or income growth.
The specification isalso meaningful astheincreasein housing pricesare
observed to have been noticed mainly in select metropolitan centresand
other urban regions where borrowers have easier accessto bank credit
and those who gain relatively more from arisein economic growth. The
algebraic form of the VAR model isbased on the representati on proposed
by Blanchard and Quah (1989) which enablesthe characterisation and
study of the impact of permanent shocks with respect to each of the
variablesincluded inthe model.
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Including stationary variablesin the structural VAR, and ordering
the vector as z =( Aint, Anfoodcredit, Agdpgrowth, Ahsgprice), the
model isas follows:

d(L)z=¢,
pre-multiplying by itsinverse
[(L)"] (L) z,= [ (L) e,
Let d(L)*=K(L), thenwehave
[l L)L- ... (L) LI+ KLL)+..] =1
z=K(L)e, D

where K(L) isof afinite order and where e, isthe vector of reduced
form independent white noise errors corresponding to the individual
eguationsin the structural VAR with acovariance matrix Q. Assuming
that the orthogonal structural shocks(e, below) can be written aslinear
combinationsof the structural errors (1) especially, e =R°e, whereR°is
anon singular matrix. Themoving averagerepresentation (MAR) of system
(2) containing the original residual sthen can be written down termsinthe
orthogonal disturbances with each of the e, normalised to have unit
variance.

z=R(L)e, ()

where K(L)R°= R(L) and for positive definite matrix Q= R R” .
Equation (2) forms the basis for obtaining Blanchard and Quah
decomposition. In particular if R°isidentified then the M A representation
can be directly derived from (2). However, since R° is afour by four
matrix, atotal of ten restrictionsarerequired for identification. Since Q=
R°R° andvar(e,) are normalised to unit variance, matrix R° requiresonly
six additional restrictions for identification which can be obtained by
imposing restrictions on thelong run multipliersinthe matrix R(L). Each
component of the long run matrix R(L) namely Rij(l) represents the
corresponding dynamic long run multiplier (or the permanent component)
which would need to be subjected to economically meaningful restrictions
for identification.
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Thefollowing restrictionsneeded for theidentification of R(L) matrix
are placed on the long run multipliersto identify the structural shocks,
viz., interest rate, nonfood credit, GDP and housing price shocks.

(8) policy interest rate shock isthe only shock that canitself havea
long run effect on theinterest rate.

(b) inthelong run credit conditionswill be determined by supply
conditions, namely, aggregate credit supply and interest rate.

(c) GDPgrowthisaffected by permanent shocksattributed toitself,
interest rate and credit growth, presuming in the monetarist
tradition, that easy credit availability in a low interest rate
environment played acrucid rolein stimulating economic activity
intherecent years.

(d) and finally, housing prices are affected in the long run by
permanent shocksin interest rate, credit and GDP shocksand
owninnovationsin housing prices.

With theseidentifying restrictions on the permanent effects, thelong
run matrix R(L) appearsasfollows

Aint RLI(L) 0 0 0 &int

Anfood _ R21(L) R22(L) 0 0 Enfooceredit | )
Agdpgrowth R31L) R32(L) R33(L) 0 Egdpgrowth
Ahsgprice RA1L) R42(L) R43(L) R4A(L) | | ensgprice

From the above, it is straightforward to recover R° as both K(1)
and Q areknown. AsR(1) islower triangular, it isal so aunique Choleski
factor of thelong run representation R(1)Q2R(1).

The structural VAR is also used for obtaining forecast error
variance decompositions alongside a measure of the real equilibrium
housing priceindex which isexhibited in the form of agraph. Measure
of misalignment is computed by comparing the actual housing price
index with the estimated trajectory for the housing price index obtained
from the model.
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Section 1V
Empirical Evidence

Table (1) presents the forecast error variance decompositions for
housing prices. According to Table |, the majority of the explanation for
theforecast error variance of housing pricesisexplained by interest rate,
implying that the interest rate conditions have asignificant roleto play in
determining housing prices. Theimpact of nonfood credit islesser than
interest rate but taken together credit growth and interest rate explain
almost 72.3 percent of the forecast error variance of annual changein
housing prices.

Tablel : Forecast Error Variance Decomposition of Housing Prices
(per cent, averagefor 12 months)

Accounted for Accounted for Accounted for Accounted for
by Interest Rate by Non by Housing by GDP
Food Credit Pricesthemselves
4551 26.81 1784 759

However as mentioned earlier, from the point of view of the analy-
sis, the objective of this paper is to distinguish between the real and
speculative priceincreasesin the housing market. From expression (3),
itisstraight forward to estimate the fundamental or long term equilib-
rium housi ng prices given the monetary fundamental s especially, interest
rate and credit growth which are taken asthe explanatory variablesin
the model and GDP growth which captures changesinincome. Chart 1
depictsthe relative positioning of actual (flagged ‘HOUSING’ inthe
graph) and long run equilibrium housing price (flagged ‘ BQESTHSG’)
indices. From Chart 1itisnoted that because of the close proximity of
the actual and equilibrium housing priceindices, thereisonly avery a
small extent of misalignment.
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Chart 1: Equilibrium Housing Price Index and Actual House Price Index
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Section V
Concluding Observations

Theempirical findingsrecorded inthe study support theinference
that amongst the various factorsthat have a bearing on housing prices,
monetary conditions, viz., interest rate and credit growth play acritical
role. Together they explain avery large part of theforecast error variance
of housing pricesand can be considered as primary driversof growth. It
is, however, somewhat alarming to find that real income growth played
only aminor rolein determining housing prices, reflecting an extent of
adverse selectioninoverall bank financing. Another notablefactor isthe
low order of persistence of housing pricesin Indiaas borne out by the
little explanation offered inthemodel by owninnovationsin housing prices.
Thisfinding isin contrast to the stylised feature of housing marketsin
other parts of the world where housing prices display strong persistence
because of the time taken in clearing the market in the aftermath of a
shock. Lower persistenceimpliesthat therisk of relatively quicker reversal
in housing pricesin the event of ashock cannot be completely ruled out.
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Theresults of forecast error variance decompositions also indicate
that housing prices are significantly much more sensitiveto interest
rate changes than credit supply. Therefore, as advised by Bernanke
(2002), there is a need to carefully evaluate the consequences of
monetary policy actions especially when the housing market is seized
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by price bubbles, since a pre-emptive hikein interest rates (over and
above what isjudged necessary for overall price stability purposes),
may well be counterproductive. Moreover atighter policy to prick a
housing bubble (if one could be safely identified) could al so be potentially
damaging for other sectors.

In the recent period, asthe graphical analysis shows, thelong run
equilibrium housing pricesare observed to closely trail the actual level of
pricesimplying that the extent of misalignment between the actual and
long run equilibrium housing prices has remained low during the period
under consideration. Thismeansthat the extent of speculationinthe market
Is subdued, and the market is primarily supported by the existing
configuration of monetary variables, viz., lower interest rates and easy
availability of credit.

Taken together the key implication of the these findingsis that
monetary policy isexpected to exert asignificant impact on the housing
market as monetary conditions undergo changes either in the form of a
riseininterest ratesor areduction in supply of credit. Sincethe variance
decompositions show that changing monetary conditions especially
interest rate, have particularly large impact on housing prices, it is
necessary that measured policy adjustments are taken to avoid adverse
effects on the balance sheet of banks, particularly of those having large
exposuresto the housing/real estate sector. Theempirical inferencein
regard to the role of monetary policy is also consistent with the
international evidence asreported inthe IMF sWorld Economic Outlook
(2003) suggesting that housing price bursts during the late 1970s and
theearly 1980s actually followed the tightening of monetary policy which
was aimed at reducing inflation. It, therefore, appears that sectoral
measuresin the regulatory domain that help in soft landing, such as, for
example, withdrawing or reducing regul atory accommodation may be
more worthwhile than direct measurestaken for demand compression.
According to the OECD’s Economic Outlook, while the monetary
authorities can have many choicesto respond to asset price developments
including housing prices, the policy response to housing prices should
berelated only to the extent that they contain information about future
output growth and inflation, and that, if desired, it would be more
appropriate to use alternative policy instruments (taxes and regul ations)
to stabilise housing cycles.
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On thefuture prospects of housing market, it may be considered that
whilethe market has been working closeto its potential aselicited from
the convergence of the actual housing pricesand long term equilibrium
prices during the time sample under consideration, its performance
neverthelesswould continueto betightly governed by monetary conditions
defined predominantly intermsof configuration of interest rates and ease/
tightnessof credit supply.
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