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Housing costs: a final hurdle in the last mile of disinflation?

Key takeaways

Inflation receded from recent peaks, but housing cost growth remains elevated. This strength
reflects pandemic-induced changes in housing supply and demand which further aggravated
existing pressures from long-standing housing shortages and demographic trends.

Strong growth of the housing component of inflation can be a concern for monetary policy
because it tends to be more persistent than components related to other services and goods,
reflecting lags in measurement and infrequent changes in rents.

In the short term, rents and housing costs may rise after a monetary policy tightening if
landlords pass higher financing costs to tenants, property developers reduce new supply or
more households opt to rent rather than buy.

Housing costs represent a large portion of household expenditures, especially in advanced economies
(AEs), and hence constitute a significant component of the consumer price index (CPI). These costs have
continued to rise at a fast clip during the past two years in many economies, despite the intense monetary
policy tightening phase. Has the housing component of the CPI (H-CPI)" evolved differently compared
with past disinflation episodes? Is its strength a cause of concern for monetary policy? This Bulletin takes
stock of the evidence and argues that the answer to both questions is "yes".

The housing component of the CPI: recent evolution and stylised facts

The evolution of H-CPI displays some differences from previous disinflations. Since inflation peaked, the
median growth rate of H-CPl has moderated but remains elevated (Graph 1.A). By contrast, previous
episodes saw a 2 percentage point decline 12 months after the peak. The latest readings follow a rapid
increase in the 16 months prior to that peak.

That said, the stickiness of H-CPI is not universal. In AEs, H-CPI growth is running at around 4.5% on
average, not far from its peak reached in the first quarter of 2023 (Graph 1.B). In emerging market
economies (EMEs), H-CPI growth has fallen much more quickly (Graph 1.C). By contrast, the behaviour of
other CPI components has been more similar across AEs and EMEs. Growth in services prices excluding
housing remains elevated in both groups of countries, while that in goods prices has continued to decline.

The relatively greater stickiness of H-CPI in AEs could be due in part to differences in economic
structures and policy support. These could include more opportunities to work from home in AEs due to

! The definition of H-CPI used here covers actual rents, maintenance and repair of dwellings and, when they are included in
headline CPI, imputed rents of owner-occupied housing (OOH). It excludes utilities (electricity, gas, other fuels and water), the
dynamics of which are linked to commodity prices.
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better telecoms infrastructure, more telework-able jobs as well as greater fiscal support and high saving
rates amid negative real interest rates.?

H-CPI growth is stickier than in the past, and elevated in AEs' Graph 1
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' Based on standardised measures of the housing, services excluding housing, and goods components of CPI, thus can differ from national
measures due to the exclusion of energy and other utilities in housing. 2 Each disinflation episode is identified based on a statistical criterion
to ensure there are no nearby peaks within 12 months, the peak inflation rate is above 3 and it is at least 3 percentage points higher than the
lowest trough in the preceding and following 12 months. Sample of 23 AEs and 18 EMEs since 1960. 3 Sample of 11 AEs and 13 EMEs.

Sources: OECD; LSEG Datastream; Macrobond; national data; BIS.

Strong H-CPI growth is potentially a cause for concern for monetary policy as it tends to be very
persistent. In AEs, the persistence of H-CPI growth is higher than that of goods and of services excluding
housing (Graph 2.A). This means that once H-CPl growth jumps higher, it can remain elevated for a
protracted period. Given the current 4.5% H-CPI growth rate in the median AE, in two years’ time, the
H-CPI growth rate could still be around 0.5 percentage points above its long-run mean. By contrast,
services and goods price growth would both be in line with their long-run means. H-CPl is also persistent
in EMEs, though less so.

This high persistence reflects two factors: first, how housing costs are measured and second, how
market rents — a key underlying variable for housing costs — evolve over time.

Measurement methodology for rents introduces persistence in the data of around six months. To
ensure comparability over time, statistical agencies sample rents from the same dwellings. To limit data
collection costs and since rents change infrequently, they do not gather data for the same unit every
month. Instead, they divide the sample into subgroups and typically sample each subgroup every six
months. Then, if the rent of a dwelling increases one month after the sampling date, it will take another
five months (the next sampling date) for this to appear in the index. The influence of this staggered
sampling is evident: H-CPI growth peaks at least six months after an increase in market rents on newly
rented properties (Graph 2.B).

As well as the persistence resulting from measurement lags, the underlying latent variable is also
subject to persistence. The persistence in the underlying variable reflects a mix of economic and
institutional features of rental markets. These include indexation, multi-year contracts and caps on annual

2 See Igan et al (2022) for an analysis of strong housing demand and house price growth after the pandemic, especially in AEs.
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increases for existing tenants, search and informational frictions (see Genesove (2003) and Gallin and
Verbrugge (2019)). Many of the same factors tend to introduce a degree of staleness or backward-
lookingness in H-CPI, since rents on existing contracts adjust more slowly than those on new ones.

H-CPI is persistent, reflecting both measurement and intrinsic factors' Graph 2
A. H-CPI growth is more persistent? B. A rise in market rents takes time to appear in H-CPI3
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' Based on standardised measures of the housing, services excluding housing, and goods components of CPI, thus can differ from national

measures due to the exclusion of energy and other utilities in housing. 2 Autocovariance of the month-on-month growth in housing,
services excluding housing, and goods components of CPI estimated using a fractionally integrated autoregressive moving average model
on 11 AEs and 12 EMEs. 3 Impact of a 1% rise in market rents on H-CPI growth based on local projections that control for lagged growth
of H-CPI over the previous month and 12 months, and lags of market rent growth.

Sources: OECD; LSEG Datastream; Macrobond; national data; BIS.

Determinants of the recent evolution of housing costs

Why has housing cost growth been so strong and sticky in the recent inflation episode? To some extent,
this buoyancy is part of the buoyancy of services prices as a whole, due to the unwinding of the sharp
rotation of demand from services to goods at the onset of the pandemic (Amatyakul et al (2024)). But
there are also several housing-specific demand-supply factors at work.

On the demand side, the pandemic-induced changes (eg remote work) typically translated into
stronger demand for housing services. These developments occurred against the backdrop of longer-term
demographic shifts and migration patterns (see Garcia and Paciorek (2022) and Gravelle (2023)). The
millennial generation reaching adulthood has substantially boosted the number of people at household
formation age in AEs after 2020. And a higher incidence of foreign-born workers has been associated with
higher H-CPI inflation in AEs after 2020 (Graph 3.A), while there was little positive correlation between the
two prior to the pandemic.

On the supply side, the “terming out” of household mortgage debt at fixed rates during the low-for-
long period has curtailed housing supply in the existing home segment (Graph 3.B). Homeowners have
locked longer-term mortgage contracts with substantially lower interest rates than those on new
originations. This has incentivised them to postpone moving, thereby reducing the supply of available
homes for sale (Fonseca and Liu (2023), Liebersohn and Rothstein (2023), Batzer et al (2024)). The
pandemic also exacerbated the housing shortages that had already been visible for some time in quite a
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few countries.® Construction work disruptions and spiralling input costs reduced the number of new
homes entering the market (Graph 3.C).

Demand and supply factors keep H-CPI elevated Graph 3
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starts; definition may differ across economies. Seasonally adjusted. GDP-PPP weighted average for 14 AEs and eight EMEs.

Sources: Eurostat; IMF; OECD; LSEG Datastream; Macrobond; national data; BIS.

The impact of monetary policy on housing costs

Strong H-CPI growth could pose a specific challenge to monetary policy if it is less responsive than other
categories. To be sure, as for any other expenditure category and by restraining aggregate demand, a
monetary policy tightening will also reduce the demand for housing services.* However, other channels
could offset at least some of this effect, especially in the short run.

First, rents may rise to the extent that landlords can pass higher opportunity costs through to tenants.
This effect may be reinforced by institutional factors, such as partial indexation of rents to interest rates.
Second, higher policy rates can also increase the financing costs of real estate developers and, hence,
reduce supply.®> Third, housing tenure choices may shift, with implications for the price of rented dwellings
compared with owner-occupied property. More households, especially first-time buyers, would turn to
renting rather than owning following an increase in mortgage rates, thereby pushing up demand for rental
properties. A partial equilibrium effect of such housing choices would mean that rents rise. Limited or
sluggish supply response in build-to-rent segments could exacerbate the impact.

There is some evidence that the forces pushing up rents when monetary policy is tightened can indeed
offset the negative effect coming through aggregate demand. As a result, rents and H-CPI may increase
following a contractionary monetary policy shock (Dias and Duarte (2019), Koeniger et al (2022)). At the
very least, there appears to be a long lag between monetary policy tightening and a subsequent decline
in H-CPI. In AEs, H-CPI does eventually respond in a statistically significant way, but it takes 18 months to

See, for instance, Macklem (2024) for a discussion on structural shortages of housing in Canada.
See Andaloussi et al (2024) for an overview of the housing channels of monetary policy transmission.

Residential structures tend to be the component of investment that responds fastest and most negatively to a monetary policy
tightening. See, for instance, David and Gourio (2023).
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do so, almost twice as long as the other CPI components (Graph 4.A). In EMEs, the response appears
quicker and larger than in AEs, and roughly on par with the rest of the CPI (Graph 4.B).

H-CPI response to monetary tightening seems weaker in AEs, and post-2020

In percentage points Graph 4
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Sources: OECD; Bloomberg; Global Financial Data; LSEG Datastream; Macrobond; national data; BIS.

Whether the effect of monetary policy on H-CPI has been different since the pandemic is difficult to
determine definitively. The available post-pandemic data span too short a period for robust statistical
inference. The pandemic-related disruptions add extraordinary volatility to the data and complicate
matters further. With these caveats in mind, the evidence suggests a weaker effect of monetary tightening
on H-CPI in AEs post-2020 (Graph 4.C).% The effect on the non-housing component has the expected
negative sign and is larger, albeit at a low level of statistical significance. In contrast, the response of H-CPI
is statistically insignificant and has the wrong sign. The point estimate is positive 12 months after the
tightening, whereas it is already negative at the same horizon in the pre-2020 sample.

Policy considerations

The complex relationship between housing costs and inflation raises many considerations. Two seem to
be particularly relevant at the current juncture.

First, the evolution of housing costs could give clues regarding the future path of inflation. On the
one hand, measurement and adjustment lags in rents mean that there is a strong backward-looking
element in current readings of H-CPI growth. This would suggest downplaying those readings. On the
other hand, the high intrinsic persistence suggests that H-CPI reveals information about underlying near-
term trends. Moreover, the salience of this item in the cost of living may heighten its role as a source of

6 Estimates for EMEs using post-2020 data similarly point to a weaker effect for H-CPI, as well as for CPI excluding housing, but

the estimates are less precise in this case because of outliers.
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second-round effects.” Related, as central banks consider easing policy in the near term, shifts in housing
demand and supply might introduce additional bumps into inflation readings. For instance, there may be
more pent-up housing demand than meets the eye in several cases. Households that are locked into their
fixed term mortgages as well as those stuck as renters because rates are too high may jump back into the
market once rates fall. If so, policy may wish to be alert to this possibility and factor it into decisions.

Second, a larger contribution to inflation from housing costs could inform the calibration of monetary
policy. A lower sensitivity of housing costs to monetary policy compared with other CPl components would
call for a stronger policy tightening to achieve the same outcome. And the higher inertia would suggest
keeping a tight stance for longer.

References

Amatyakul, P, D Igan and M Lombardi (2024): “Sectoral price dynamics in the last mile of post-Covid-19
disinflation”, BIS Quarterly Review, March, pp 45-57.

Andaloussi, M, N Biljanovska, A De Stefani and R Mano (2024): “Feeling the pinch? Tracing the effects of
monetary policy through housing markets”, IMF World Economic Outlook, Chapter 2, April.

Batzer, R, J Coste, W Doerner and M Seiler (2024): “The lock-in effect of rising mortgage rates”, FHFA
Working Papers, no 24-03, March.

David, J and F Gourio (2023): “The rise of intangible investment and the transmission of monetary policy”,
Chicago Fed Letter, no 482, August.

Dhamija, V, R Nunes and R Tara (2023): “"House price expectations and inflation expectations: evidence
from survey data”, mimeo.

Dias, D and J Duarte (2019): “Monetary policy, housing rents and inflation dynamics”, Journal of Applied
Econometrics, vol 34, no 5, pp 673-87.

Fonseca, J and L Liu (2023): "Mortgage lock-in, mobility, and labor reallocation”, mimeo.

Gallin, J and J Verbrugge (2019): “A theory of sticky rents: search and bargaining with incomplete
information”, Journal of Economic Theory, vol 183, pp 478-519.

Garcia, D and A Paciorek (2022): “The remarkable recent rebound in household formation and the
prospects for future housing demand”, FEDS Notes, Washington.

Genesove, D (2003): “The nominal rigidity of apartment rents”, The Review of Economics and Statistics,
vol 85, pp 844-53.

Gravelle, T (2023): “Economic progress report: immigration, housing and the outlook for inflation”, remarks
at the Windsor-Essex Regional Chamber of Commerce, 7 December.

Igan, D, E Kohlscheen and P Rungcharoenkitkul (2022): “Housing market risks in the wake of the pandemic”,
BIS Bulletin, no 50, March.

Koeniger, W, B Lennartz and M-A Ramelet (2022): “On the transmission of monetary policy to the housing
market”, European Economic Review, vol 145, 104107.

Liebersohn, J and J Rothstein (2023): "Household mobility and mortgage rate lock”, mimeo.

Macklem, T (2024): “Monetary policy: the right tool for the right job”, remarks at the Montreal Council on
Foreign Relations, 6 February.

7 Some recent studies find that inflation expectations rise in response to higher house prices and rents. See Dhamija et al (2023).

6 BIS Bulletin



Previous issues in this series

No 88 Resilience in emerging markets: what makes
6 June 2024 it, what could shake it?

No 87 Next generation correspondent banking

30 May 2024

No 86 Survey evidence on gen Al and households:
23 April 2024 job prospects amid trust concerns

No 85 From financial inclusion to financial health

28 March 2024

No 84 Artificial intelligence in central banking
23 January 2024

No 83 Testing the cognitive limits of large language
4 January 2024 models

No 82 The contribution of monetary policy to

20 December 2023 disinflation

No 81 Interest rate risk of non-financial firms: who
13 December 2023 hedges and does it help?

No 80 Monetary policy, financial conditions and real
23 November 2023 activity: is this time different?

No 79 Lessons from recent experiences on exchange
2 November 2023 rates, capital flows and financial conditions in
emerging market economies

No 78 Mapping the realignment of global value
3 October 2023 chains

No 77 Margins and liquidity in European energy
13 September 2023 markets in 2022

No 76 The oracle problem and the future of DeFi
7 September 2023

No 75 Disinflation milestones
19 May 2023

All issues are available on our website www.bis.org.

BIS Bulletin

Bryan Hardy, Deniz Igan and Enisse
Kharroubi

Rodney Garratt, Priscilla Koo
Wilkens and Hyun Song Shin

Inaki Aldasoro, Olivier Armantier,
Sebastian Doerr, Leonardo
Gambacorta and Tommaso Oliviero

Carlos Cantu, Jon Frost, Tirupam
Goel and Jermy Prenio

Douglas Araujo, Sebastian Doerr,
Leonardo Gambacorta and Bruno
Tissot

Fernando Perez-Cruz and Hyun
Song Shin

Pongpitch Amatyakul, Fiorella De
Fiore, Marco Lombardi, Benoit
Mojon and Daniel Rees

Ryan Banerjee, Julian Caballero,
Enisse Kharroubi, Renée Spigt and
Egon ZakrajSek

Fernando Avalos, Deniz Igan,
Cristina Manea and Richhild
Moessner

Pietro Patelli, Jimmy Shek and
llhyock Shim

Han Qiu, Hyun Song Shin and
Leanne Si Ying Zhang

Fernando Avalos, Wengian Huang
and Kevin Tracol

Chanelle Duley, Leonardo
Gambacorta, Rodney Garratt and
Priscilla Koo Wilkens

Benoit Mojon, Gabriela Nodari and
Stefano Siviero


http://www.bis.org/

	Housing costs: a final hurdle in the last mile of disinflation?
	Key takeaways
	The housing component of the CPI: recent evolution and stylised facts
	Determinants of the recent evolution of housing costs
	The impact of monetary policy on housing costs
	Policy considerations
	References
	Previous issues in this series


