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The relationship
between monetary
developments and
the real estate market

M3 growth in the euro area has been

exceptionally strong in recent years.

Given that prices were simultaneously

comparatively stable, some observers

are therefore now calling into question

the long-term relationship between

monetary and price developments, on

which the monetary pillar of the Euro-

system’s monetary policy strategy is

based.

However, a subdued consumer price in-

flation may be quite consistent with

strong monetary growth if the devel-

opments in the asset markets are taken

into account. There are various theor-

etical reasons which argue for a close

relationship between monetary growth

and developments in the real estate

market. This can also be demonstrated

empirically by estimates that take due

account not only of the usual explana-

tory variables of a money demand

function but also developments in the

real estate market. Moreover, the ana-

lysis shows that house price increases

in some parts of the euro area have

contributed to the strong money mar-

ket growth of recent years. Conversely,

the economy’s abundant supply of li-

quidity has also influenced develop-

ments in the real estate market.

Monetary developments in the euro area

The monetary analysis forms one of the two

pillars of the Eurosystem’s monetary policy
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strategy. The special consideration of monet-

ary variables is based on the generally accept-

ed view that, in the long term, “inflation is a

monetary phenomenon”, meaning that mon-

etary growth in the medium to long term is

associated with a rise in the general price

level. Owing to the strong monetary dynam-

ics in the euro area since 2001 and against

the background of subdued inflation, more

and more commentators are questioning the

continuing validity of the close money-price

relationship in the euro area that was ob-

served in the past. They maintain that the

rapid pace of monetary growth in the euro

area shows less inflationary pressure than

might be expected in the light of earlier ex-

perience. At the same time, however, it is pre-

cisely recent analyses which have also shown

that monetary indicators still have good pre-

dictive properties for the inflation rate in the

euro area.1 Thus, monetary aggregates con-

tinue to provide essential information regard-

ing future price developments – although the

predictive quality of some monetary indica-

tors would seem to fluctuate over time.

Generally, strong monetary growth does not

lead to a rise in consumer prices if it is accom-

panied by a matching rise in real income. In

this case, monetary growth serves the pur-

pose of offsetting the higher demand for

liquid funds that goes with the higher real in-

come. One possibility of taking this correl-

ation into account when interpreting monet-

ary developments is offered by the analysis of

the circulation velocity of money, ie the rela-

tionship between gross domestic product

(GDP) and the money stock.

A forward-looking monetary policy that is

based, among other things, on monetary

growth as an indicator of future inflation de-

velopments, is made easier if the velocity of

circulation develops in a predictable way, at

least in the longer term. The velocity of circu-

lation in the euro area has been showing a

falling trend for many years. This means that

the economic agents’ money holdings have

risen disproportionately in comparison with

GDP.2 One of the reasons for this is that part

of the aggregate M3 is held not only for
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1 See M Scharnagl and C Schumacher, Reconsidering the
role of monetary indicators for euro area inflation from a
Bayesian perspective using group inclusion probabilities,
Deutsche Bundesbank Research Centre, Discussion
paper, Series 1, No 09/2007, and B Hofmann, Do monet-
ary indicators (still) predict euro area inflation?, Deutsche
Bundesbank Research Centre, Discussion paper, Series 1,
No 18/2006.
2 This corresponds to an income elasticity of money de-
mand that is greater than one.
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“financing” GDP but also for wealth motives.

Until 2001, the decline in the velocity of circu-

lation was largely unproblematic from a mon-

etary policy perspective, since it followed an

easily predictable trend. Since 2001, however,

it seems very much that this trend decline in

the velocity of circulation has accelerated.

Compared with nominal GDP, a distinctly

stronger monetary growth is now observable.

With regard to potential inflation risks, this

raises the question as to whether there are

demand or supply-side reasons for the accel-

erated monetary growth that has been ob-

served since 2001. If the former is the case,

say, owing to a sustained greater preference

for liquidity on the part of the economic

agents, it is likely that the stronger monetary

growth does not constitute a risk to price sta-

bility. However, if the decline in the velocity of

circulation has supply-side causes, such as

persistently low financing costs or expansion-

ary lending, it must be assumed that the high

monetary growth rates will be accompanied

by a corresponding risk of inflation in the

medium to long term.

For a time, the heightened economic and

geopolitical uncertainties in the wake of the

terrorist attacks of 11 September 2001 and

the dramatic decline in stock prices between

2000 and 2003 argued for a demand-side-

driven acceleration of monetary growth in

the euro area. At that time, the response of

households and enterprises was to make ex-

tensive portfolio shifts in favour of secure and

liquid bank deposits which are part of M3.3

Since around mid-2004, however, such spe-

cial effects have no longer been fostering

monetary growth. Instead, the monetary ex-

pansion has been driven by a marked increase

in lending. Since borrowing is linked closely

to planned expenditure, the accompanying

build-up of liquid funds points, in principle, to

price stability risks – probably to a greater

degree than the accumulation of liquidity

undertaken for precautionary reasons in the

years of extremely large portfolio shifts.

These recent – mainly credit-driven – monet-

ary dynamics cannot be explained entirely by

interest rate movements either. Traditional

money demand models that model the real

M3 stock not only as a function of real GDP

but also as a function of an interest rate vari-

able (for example, the difference between the

three-month money market rate and the re-

turn on M3 assets) likewise leave a major part

of monetary growth since 2001 unexplained.

This also seems to be the case when consider-

ing the possibility that the longstanding his-

torically low interest rate level may have

heightened the demand for liquidity on a dis-

proportionately large scale.4

The relationship between money and

wealth

An alternative approach to explaining the

sharp monetary growth incorporates devel-

opments in the asset markets. Money is a

store of value and, as such, it serves as an al-

3 See C Greiber and W Lemke, Money demand and
macroeconomic uncertainty, Deutsche Bundesbank Re-
search Centre, Discussion paper, Series 1, No 26/2005.
4 When specifying a money demand, this phenomenon
can be taken into account by formulating a non-linear re-
lationship between the money stock variables and the
interest rate variables or opportunity cost variables.
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ternative to holding other assets such as

housing or financial wealth. As a result, high-

er wealth will prompt households and enter-

prises to hold higher money stocks, since

these are ultimately part of their respective

total assets.5 No explicit consideration of this

is needed in the monetary analysis, as long as

there is a close interrelationship between

income and wealth developments, since the

impact of wealth is, so to speak, simultan-

eously captured by income. However, things

become more difficult if income and wealth

developments diverge, for example, in periods

of fairly large price fluctuations between

assets and non-durable goods. A simple an-

alysis of the money-price relationship, which

does not take explicit account of such a

development in the asset markets, then

harbours the risk of misinterpretations.

Price developments in the asset markets

In actual fact, the macroeconomic develop-

ment of the past few years in many countries,

including the euro area, has been character-

ised by a very sharp increase in the price of

assets, such as real estate or shares, which

significantly outpaced the inflation of con-

sumer goods. It cannot be ruled out that this

development also has some connection with

the abundant liquidity that exists worldwide.

Many observers even see the increase in asset

prices as the result of liquidity spilling over to

certain asset markets.6

The fact that consumer goods prices have

risen on a much smaller scale than asset

prices in the past few years is also said to be

attributable to possible price-dampening ef-

fects of globalisation. The increasing integra-

tion of many emerging market economies

into the global economy has increased the

supply of trade products, intensified competi-

tion in the product markets and, thus, put

pressure on the consumer goods prices. At

the same time, the looming migration of pro-

duction plants to countries with more favour-

able labour market and production conditions

has restricted the scope for inflationary wage

increases.7 The outcome of this may have

been that the ample liquidity has tended to

%
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5 See D Gerdesmeier, The role of wealth in money
demand, Economic Research Group of the Deutsche Bun-
desbank, Discussion paper, No 5/1996.
6 See R Adalid and C Detken (2007), Liquidity shocks and
asset price boom/bust cycles, ECB Working Paper,
No 732.
7 See K Rogoff (2004), Globalization and Global Disinfla-
tion, in Federal Reserve Bank of Kansas City, Monetary
Policy and Uncertainty: Adapting to a Changing Econ-
omy, Conference volume for the Jackson Hole Sympo-
sium 2003, pp 77-112.
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lead to price increases in the case of goods

that display a lower elasticity of supply. In

view of the rigid supply, the price of land is es-

pecially susceptible to fluctuations in demand.

In the case of shares and bonds, the price in-

crease is also often said to be due to the high

demand of Asian and/or oil-exporting coun-

tries for investment that promises a return.8

From a monetary policy perspective, it is of

particular interest whether and to what ex-

tent the rising asset prices have driven monet-

ary developments and vice versa. In particular,

the increase in house prices and, thus, hous-

ing wealth may have been reflected in higher

monetary growth, since real estate transac-

tions, lending and money creation are closely

related. For example, if there is increased ac-

tivity in the real estate market, the associated

financing of these transactions typically leads

to increased lending. As long as the central

bank does not take countermeasures, this

involves money creation.

By contrast, the relationship between monet-

ary developments and other assets, such as

shares or fixed-income securities, is less pro-

nounced or of a more short-term nature. One

of the reasons for this is that the relationship

between the developments in the securities

markets and money holdings is not clear-cut.

On the one hand, stock price rises tend to in-

crease households’ assets, and a part of the

associated asset growth may be held in the

form of money. On the other hand, high (ex-

pected) securities returns make the holding

of securities more attractive than holding

money. This may trigger substitution effects,

ie shifts from money to securities, which per

se reduce money holdings.

Relationship between real estate market

and monetary developments

On the basis of these considerations, it should

be advantageous to concentrate first on the

specific relationship between money and

housing wealth when analysing the general

relationship between money and wealth de-

velopments. This does not mean that other

assets can be neglected in the monetary ana-

lysis.9 However, it may be assumed that,

owing to the more clear-cut relationship be-

tween housing wealth and money, the rela-

tionships become more apparent there than

for financial assets. The question of whether

the real estate market developments can be

used to explain the sharp decline in the vel-

ocity of circulation in the euro area in the past

few years, ie the sharp monetary growth, is

therefore to be examined below.

The special importance of real estate for

monetary developments stems mainly from

its role as important collateral when issuing

bank loans (“collateralisation relationship”).

Since banks are informed only incompletely

about the quality and behaviour of their debt-

ors, ie about their creditworthiness and pay-

8 See B S Bernanke, The Global Saving Glut and the
U.S. Current Account Deficit, Speech at the Homer Jones
Lecture, St. Louis, Missouri, 14 April 2005.
9 In the past, it was possible to observe periods with a
distinct relationship between share prices and money
holding. As already mentioned, the monetary dynamics
between 2001 and mid-2003, for example, were largely
shaped by households’ asset shifts from shares to more
secure, liquid forms of investment. This is also an example
of the substitution relationship between shares and
money.
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ment behaviour,10 it is crucial from their point

of view whether a debtor has sufficient collat-

eral to cover the default risk. In this case, real

estate is of particular importance because it is

relatively stable in value and comparatively

objective in terms of evaluation.11 An increase

in housing wealth increases the creditworthi-

ness of a borrower and thus tends to lead to

an improved availability of credit. This may

produce accelerator effects if the improved

availability of credit gives an added stimulus

to the real estate market and the resulting

house price increases make the availability of

credit even easier. In the economic literature,

this relationship is known as the “financial ac-

celerator”, since it gives a further boost, for

example, to the stimulating effect of an inter-

est rate cut owing to an expansionary monet-

ary policy or a cyclically induced rise in house

prices. Since lending and money creation are

closely linked through the banking system,

such credit channel effects also imply a close

relationship between monetary and real

estate developments.

In addition to this collateralisation relation-

ship, there exist further transmission mechan-

isms between money variables and real estate

market variables, which can be divided into

two categories. The first comprises money

demand motives (“money demand relation-

ship”), according to which monetary growth

is causally dependent on real estate market

developments. The second covers the role of

liquidity in the financing of real estate trans-

actions and, thus, the causal role of money in

the development of house prices and other

asset prices (“asset inflation relationship”). If

existing money holdings are used for acquir-

ing real estate, housing wealth is influenced

through house prices.

The complex transmission mechanisms be-

tween developments in the real estate market

and money demand can be attributed mainly

to three relationships: asset, substitution and

transaction effects.12 A rise in house prices in-

creases the wealth of the economic agents.

Because of this, there is a rise in demand for

the individual components of the investment

portfolio, which also includes liquid funds in

the form of money. A substitution effect may

occur if risen yield expectations in the real es-

tate sector cause the economic agents to in-

vest more in real estate at the expense of

their money holdings. However, this negative

relationship between house price develop-

ments and money holdings is likely to be only

of secondary importance. Owing to the high

transaction costs associated with acquiring

real estate, real estate would probably show a

significantly lower degree of substitution for

money than do bonds or shares, for example.

By contrast, the pure transaction aspect plays

a greater role. Rising house prices are usually

associated with increased activity in the real

estate market. The greater turnover is accom-

panied by a higher demand for transaction

balances. Thus, owing to the positive asset

and transaction effects and the likely second-

10 See N Kiyotaki and J Moore (1997), Credit Cycles,
Journal of Political Economy, Vol 105, No 2, pp 211-248,
and Deutsche Bundesbank, Bank balance sheets, bank
competition and monetary policy transmission, Monthly
Report, September 2001, pp 51-70.
11 See M Iacoviello (2005), House Prices, Borrowing Con-
straints, and Monetary Policy in the Business Cycle,
American Economic Review, Vol 95, No 3, pp 739-764.
12 See M Friedman (1988), Money and the Stock Market,
Journal of Political Economy, Vol 96, No 2, pp 221-245.
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ary importance of the substitution relation-

ship, the expected result is that the demand

for money is positively influenced by the de-

velopment of house prices and housing

wealth: rising house prices and rising housing

wealth tend to increase the demand for

money.

In the thoughts set out above, what happens

in the real estate market was causal for mon-

etary developments. In principle, however,

monetary factors may, conversely, also impact

on house prices and housing wealth. For ex-

ample, an expansionary monetary policy can

lead to an increased demand for assets, such

as real estate. A generous supply of liquidity

would thus tend to increase house prices

and, therefore, also housing wealth. In a

period in which the supply of consumer

goods is very flexible owing, for example, to

an increasing international division of labour

or major technical progress, there is also likely

to be a price shift between non-financial assets

and consumer goods. Especially in times of

improving economic activity, in which suffi-

cient financial resources are available, house

prices should rise in relation to the general

consumer price index.13

In sum, there exist complex transmission

mechanisms between monetary develop-

ments and the real estate market, with the

preceding theoretical considerations, overall,

suggesting a positive relationship. Only the

already weak substitution effect appears, by

itself, to have a negative relationship.

In actual fact, the presumed positive relation-

ship is confirmed by an initial look at the data

(see chart on this page). Countries with high

growth rates for house prices, such as Spain,

Ireland or Greece, also show high growth

rates for real estate loans and the national

contributions to M3.14 Conversely, especially
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13 See J Poterba (1984), Tax Subsidies to Owner-
Occupied Housing: An Asset Market Approach, Quarterly
Journal of Economics, No 99, pp 729-752.
14 The national contributions to M3 do not cover bank-
notes in circulation. However, this accounts for no more
than 7% of M3.
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in Germany, stagnating house prices as well

as a decidedly weak demand for real estate

loans were recorded. Moreover, Germany

contributed only to a relatively small extent to

monetary growth in the euro area. Further-

more, the national contributions to the mon-

etary growth show a greater correlation with

house prices than the national developments

in lending for house purchase. This might

suggest that not only the collateralisation re-

lationship related to lending, but generally

also the broader money demand relationship

and/or the asset inflation relationship could

be relevant.

Econometric analysis of the relationship

between money and the real estate

market

Against the backdrop of the discussion

above, two aspects, in particular, are of inter-

est concerning the empirical relationship be-

tween monetary developments and the real

estate market. First, it has to be examined

whether there is any significant correlation at

all between money and house prices or hous-

ing wealth. Second, the theoretical consider-

ations have made clear that such a correlation

may reflect differing economic relationships.

From a monetary policy perspective, the key

issues are whether monetary developments

react solely to the real estate markets,

whether monetary developments drive house

prices and housing wealth, and whether the

reinforcing effects of the collateralisation rela-

tionship are present. Fundamentally, it is also

possible that all of these causal relationships

exist simultaneously.

These questions can be analysed using

econometric procedures. The empirical find-

ings clearly reveal a positive long-term rela-

tionship between M3 and house prices and/

or housing wealth. The results show that

money demand relationships play a major

role: monetary developments depend in a sig-

nificantly positive way on the real estate mar-

ket variables. By contrast, the empirical re-

sults are less clear for the asset-inflation rela-

tionship. Accordingly, no significant transmis-

sion mechanism from money to house prices

can be demonstrated for the euro area. How-

ever, with reference to housing wealth, evi-

dence for such a relationship is found. There-

fore, it cannot fundamentally be ruled out

that the monetary dynamics in the euro area

are also a causal factor for developments in

the real estate market.

While this analysis is geared mainly to the

longer-term relationship between the real

money stock and the real housing variables or

to the identification of the causal relation-

ships, the dynamic adjustment of the individ-

ual variables following a shock is also of inter-

est. The results of such a simulation based on

the econometric estimates may be represent-

ed in the form of “impulse response” func-

tions. These functions help to provide infor-

mation on the path of the respective variable

in response to changes of another variable

(see adjacent chart).15 The simulations are

based on estimated VAR systems, which, in

addition to the variables used for the pur-

poses of the above cointegration analysis

(real M3, real GDP, yield of government

15 The confidence intervals were calculated using boot-
strap methods.
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The relationship between money and the housing market in the euro area

The long-term relationship between monetary and
housing market dynamics in the euro area is captured
using the following equation, which forms part of a
vector error correction model (VEC). 1

(1) M3rt ¼ �0 þ �1 �GDPt þ �2 � INTt þ �3 � I�V art þ �t.

M3r stands for real M3, calculated using the GDP de-
flator, while GDPt represents real gross domestic pro-
duct and INTt is the interest return on a ten-year gov-
ernment bond. Two alternative variables were used for
the housing market variable I�V art: the real house
prices I�Pricet and households’ real housing wealth
I�Wealtht. The residual "t captures that part of the real
money holdings that cannot be explained by the cited
determinants. With the exception of the interest rate
variable, all the variables were transformed into loga-
rithms. The sample comprises quarterly data from the
first quarter of 1981 to the fourth quarter of 2006. 2

The housing market variables are based on the house
price index of the macroeconomic database of the
Bank for International Settlements (BIS) and ECB esti-
mates of households’ housing wealth. 3 Both of the
time series which are available only on an annual basis
were converted into quarterly figures. Finally, the long-
term relationship (1) is embedded in an equation sys-
tem which captures the short-term adjustment pro-
cesses of the observed variables. The resulting error
correction mechanisms, that is the reaction to devia-
tions "t from the long-term equilibrium, provide valu-
able information on the directional impact among the
observed variables.

Cointegration tests show that there is a long-term rela-
tionship between these variables. The table shows the
estimated coefficients of the long-term relationship as
well as the adjustment coefficients ect�1 of the error
correction mechanisms, both when using house prices
(middle column) and, alternatively, using housing
wealth (right-hand column). The estimated parameters
of the long-term relationship are all significant and
show the expected signs: an increase in GDP boosts
money holdings and a higher interest rate lowers real
M3 owing to the higher opportunity costs of holding
money. With regard to the relationship between
money and housing, two results are of particular inter-
est. First, the estimation parameters of the housing
variables are, as expected, unambiguous and signifi-
cantly positive. Secondly, the estimated adjustment
coefficients of the error correction terms provide indi-
cations of the causal direction of this relationship.

In line with the money demand interpretation, the ad-
justment coefficients of the money equations are sig-
nificantly negative for both specifications. This means
that deviations of the money stock from its long-term
equilibrium value trigger a correction process which
leads back to the equilibrium value determined by the
fundamentals. Moreover, the estimates of the adjust-
ment coefficients for house prices ec I�V ar

t�1 and for hous-
ing wealth ec I�V art�1 indicate that the relationship be-
tween wealth and inflation is also relevant. The corre-
sponding parameter is significant only for specification
(2) based on housing wealth. However, the positive
sign in this case suggests that the excess liquidity – in
the sense of money holdings which are too high in
comparison with the explanatory variables – increases
housing wealth. The differing results for the two speci-
fications in this estimate could be due to the fact that
this effect was not observable in all the euro-area coun-
tries and, therefore, exists only in an attenuated form
when viewed in the aggregate analysis.

1 See C Greiber and R Setzer (2007), Money and housing –
evidence for the euro area and the US, Deutsche Bundes-
bank Research Centre, Discussion Paper, Series 1, No 12/
2007, forthcoming. — 2 These data are based on An Area-
Wide Model (AWM) for the Euro Area, ECB working paper

no 42, by Gabriel Fagan, J�r�me Henry und Ricardo Mestre
(2001) and on the official ECB statistics. — 3 See European
Central Bank (2006), “ECB estimates of Euro Area Capital
Stock and Households’ Housing Wealth”, mimeo.

Deutsche Bundesbank

Cointegration analysis, euro area

Long-term relationship:
M3rt ¼ �0 þ �1 �GDPt þ �2 � INTt þ �3 � I�V art þ "t
Term House prices Housing wealth

Long-term coefficients
GDPt 0.32*

(0.12)
0.59*

(0.08)

INTt – 2.55*
(0.39)

– 0.48*
(0.17)

I�Pricet 0.84*
(0.08)

I�Wealtht 0.48*
(0.03)

Constant – 2.18 – 10.21

Short-term adjustment coefficients
ecM3r

t�1 – 0.06*
(0.02)

– 0.07*
(0.03)

ec BIPt�1 – 0.06
(0.03)

0.16*
(0.03)

ec INTt�1 – 0.07*
(0.02)

– 0.01
(0.02)

ec I�Pricet�1 – 0.01
(0.03)

ec I�Wealth
t�1 0.05*

(0.02)

Standard errors (in parentheses); * significant, 5% level; ec X
t�1 – er-

ror correction term in the differential equation for the variable X.
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bonds as well as real house prices or, alterna-

tively, real housing wealth) also consider the

real loans to the private sector as well as the

three-month money market rate. This is de-

signed to verify whether the real estate-

money relationship merely reflects the influ-

ence of loans – as assumed in the collaterali-

sation relationship – or whether there are also

independent relationships between money

and real estate, as are expressed in the

money demand relationship and in the asset

inflation relationship.

The first impulse response function shows

that, after an increase of real M3, real house

prices rise steadily for about 14 quarters and

then remain at the higher level. The confi-

dence bands, which model the statistical un-

certainty of this simulation, indicate that this

positive response of the house prices will be

statistically significant after about eight quar-

ters. The effects of monetary expansion on

house prices in the euro area thus do not

occur immediately, but they can be demon-

strated over longer horizons. By comparison,

higher real house prices lead, without a time

lag, to a significant increase in real money

holdings. The analogous simulations for

housing wealth confirm these results. All in

all, this means that the results of the error

correction analysis are largely confirmed with-

in the context of this extended model. This

suggests that there are also direct significant

interactions between money and real estate

market variables, which are independent of

developments in loans.

Deviations from initial scenario as a percentage

Response of M3r to housing wealth
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Response of housing wealth to M3r
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Response of house prices to
real M3 (M3r)
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response functions *

* Responses to a 1% positive shock of the
triggering variables in each case.
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Real estate markets and monetary policy

The results of the empirical analysis have two

implications for the monetary analysis. First, it

may be assumed that the money demand re-

lationship in the euro area and, therefore, the

velocity of circulation remain stable if real

estate market developments are taken into

account. In an extended approach, monetary

developments can still be explained satisfac-

torily using real income, interest rates and

real estate market variables. Thus, the analyt-

ical tools of a quantifiable money demand

function and a stable velocity of circulation,

which are important in the context of the

monetary analysis, are still usable – albeit in a

modified form.

Moreover, the results indicate that real estate

market developments are significantly influ-

enced by monetary developments. In this

context, the question arises as to how and

how far house prices should be taken into

consideration by monetary policymakers. The

answer to this question depends on the pre-

cise relationship between house prices and

consumer price inflation, which is the target

variable of the Eurosystem’s monetary policy.

There are two aspects to this. One is that

there are direct statistical relationships cre-

ated by the impact that house prices have on

the cost of living. For example, if house prices

are fairly high, the cost of living also tends to

be higher – either in the form of rising hous-

An empirical analysis of the
relationship between money and
the real estate market in the USA

Firstly, the analysis of US data can be used
to examine the robustness of the links be-
tween money and housing market vari-
ables found in the euro area. Secondly, the
example of the USA could provide some
clues as to the direction the relationship
between money and housing might take if
financial instruments such as are commonly
used in the US were to become more wide-
spread in the euro area. Finally, the results
for the USA are of interest, given the sig-
nificance of global liquidity developments
and their impact on the real estate mar-
kets.

The long-term relationship between mone-
tary and real estate market developments
in the USA is specified in much the same
way as for the euro area.1 The results of the
estimation are even clearer than the find-
ings for the euro area. Thus, a long-term
relationship between the money stock and
housing market variables exists for the USA
as well. Moreover, it is possible to identify
clearly not only a money demand relation-
ship but also an asset inflation relationship.
Real estate prices and housing wealth are
both influenced significantly by monetary
developments, ie excess liquidity drives the
real estate markets.

Overall, it may be concluded that the rela-
tionship between money and the real es-
tate market is not a phenomenon that is
confined to the euro area.

1 For a more detailed account of the specifications and
results, see Claus Greiber and Ralph Setzer, Money and
housing – evidence for the euro area and the US,
Deutsche Bundesbank Research Centre, Discussion
Paper, Series 1, No 12/2007, forthcoming.
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ing rents or in the form of rising acquisition

costs of owner-occupied housing.16

Second, there are indirect relationships. For

example, increased housing wealth may in-

crease demand for consumption and invest-

ment and thus influence consumer prices.17

As described above, this can be accounted

for by the collateralisation relationship, where

rising house prices facilitate access to loans

that can be used for consumption and invest-

ment spending. Moreover, an increase in

housing wealth may also have the effect that

economic agents consider themselves richer

overall and therefore increase their consump-

tion spending.

These relationships have implications for

monetary policy. First, they influence the

monetary policy transmission process – mon-

etary policy measures may exert their effects

on price developments through house prices

and through housing wealth as well.18 Fur-

thermore, an excessive increase in house

prices may weaken financial stability, which

ultimately would also be associated with

negative implications for aggregate demand

and the stability of consumer prices in the

euro area. The ongoing analysis of growth in

lending and monetary aggregates combined

with asset price developments can provide

important clues as to whether such financial

imbalances are building up.

Both implications make it advisable for cen-

tral banks to increase rather than scale back

their research in the area of monetary analy-

sis. It is only in this way that they will be able

to take better account of the complex recip-

rocal medium to long-term transmission rela-

tionships between real economic activity, on

the one hand, and money market and finan-

cial market dynamics, on the other.

16 This makes it advisable to take house prices into ac-
count when calculating the consumer price index. How-
ever, owner-occupied housing has so far not been in-
cluded in the HICP. Only housing rents are recorded. This
is for technical data reasons, although it is problematic
from a monetary policy perspective, since this means that
the prices for the durable “owner-occupied housing” are
not considered when measuring inflation in the euro-
area HICP.
17 See C Goodhart and B Hofmann (2007), House Prices
and the Macroeconomy: Implications for Banking and
Price Stability, Oxford University Press.
18 See A Filardo (2004), Monetary Policy and Asset Price
Bubbles: Calibrating the Monetary Policy Trade-Offs,
Bank for International Settlements, Working Paper
No 155.
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