ISSN 0143-4543

House Prices, Disposable Income, and Permanent and Temporary
Shocks

By

Patricia Fraser*, Martin Hoesli”" and Lynn McAlevey***

Discussion Paper 2009-08
August 2009

Editor: Dr W David McCausland
www.abdn.ac.uk/business/

* School of Economics and Finance, Curtin Business School, Curtin University of Technology, GPO
Box U1987, Perth WA 6845 and University of Aberdeen Business School, University of Aberdeen,
Edward Wright Building, Dunbar Street, Aberdeen AB24 3QK, , email: prof.p.fraser@abdn.ac.uk

** University of Geneva (HEC and SFI), 40 boulevard du Pont-d’Arve, CH-1211 Geneva 4,
Switzerland, University of Aberdeen Business School, University of Aberdeen, Edward Wright
Building, Dunbar Street, Aberdeen AB24 3QK, Scotland, and Bordeaux Ecole de Management, 680
cours de la Libération, F-33405 Talence cedex, France, email: martin.hoesli@unige.ch (contact author)
*** Department of Finance and Quantitative Analysis, University of Otago, PO Box 56, Dunedin, New
Zealand, email: Imcalevey@business.otago.ac.nz



mailto:prof.p.fraser@abdn.ac.uk
mailto:martin.hoesli@unige.ch
mailto:lmcalevey@business.otago.ac.nz

House Prices, Disposable Income, and Permanent and Temporary
Shocks

Patricia Fraser*, Martin Hoesli” and Lynn McAlevey***

Abstract

This paper specifies a two-variable system of house prices and income for N.Z., U.K.
and the U.S., covering periods from 1973:4 through 2008:2. The analysis allows the
identification of differences in house price—income relationships over sub-periods
and, using an SVAR approach, compares the responses of house prices when faced
with permanent and transitory shocks to income. It continues by decomposing each
historical house prices series into their permanent, temporary and deterministic
components. Our results suggest that while real house prices have a long-run
relationship with real income in all three economies, the responsiveness of house
prices to innovations in income will vary over both time and markets depending on
whether the income disturbances are viewed as permanent or temporary. The
evidence suggests that N.Z. and U.K. housing markets are sensitive to both permanent
and transitory shocks to income while the U.S. market reacts to temporary shocks
with the permanent component having a largely insignificant role to play in house
price composition. In N.Z. the temporary component of house prices has tended to be
positive over time, pushing prices higher than they would have been otherwise while
in the U.K. both permanent and temporary components have tended to reinforce each
other. Overall, there is no clear consistent global pattern regarding the importance of
these shocks which implies that housing markets will react differently to the vagaries
of global and domestic economic activity driving such shocks.
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