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Abstract: Monetary policy, a pivotal tool in macroeconomic management, wields significant
influence over the intricate interplay of supply and demand within the housing market. This
study aims to dissect the repercussions of monetary policy on this crucial dynamic. By
synthesizing insights and case studies from diverse global contexts, and employing a
spectrum of analytical models, this article endeavor to elucidate the outcomes stemming from
both expansive and restrictive monetary approaches. Notably, the ebb and flow of interest
rates instigate distinctive effects on housing supply and demand. This research scrutinizes the
intricate relationship between monetary policy and the real estate market. Under loose
monetary conditions, a surge in home purchases is anticipated, paralleled by an expansion in
real estate investments by astute investors. Conversely, as monetary policy tightens, the
propensity to buy homes wanes, with a corresponding contraction in investment activity. This
shift inevitably reverberates through the real estate sector, precipitating a discernible
downturn.
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1. Introduction

The real estate sector plays a crucial role in the economies of numerous countries, underscoring its
significance. According to a National Association of Realtors analysis, the real estate sector
accounted for over 17% of the US GDP in 2021. China's real estate industry has made considerable
advancements and tends to be a key driver of the nation's economic growth [1],[2].

The swift growth of the real estate market not only propels the diversification of other business
models and enhances the national industrial system, but also plays a pivotal role in advancing
urbanization and effectively boosting employment rates [3].

The two tools of macroeconomic policy, according to Mankiw, are monetary policy and fiscal
policy. The central bank's choices about a nation's coinage, currency, and banking system are referred
to as its monetary policy [4].

Keynes demonstrates that the economic instability is caused by the external demand caused by
unpredictable, and the government can promote the macroeconomic balance by regulating the money

supply [5].
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2. Literature Review

The real estate business contributes significantly to the GDP of many nations, therefore its growth
has had a significant impact on those nations' economies and the lives of their citizens. The cost of a
home has also evolved into a gauge for measuring the state of the economy. A rise in housing costs
may indicate an increase in the level of human production as a whole, while a decline in housing costs
may indicate a recession. As a result, during periods of intense economic volatility, the government
will utilize monetary policy to influence the actual economy and stabilize a nation's housing market.
The remainder of this essay mainly focuses on how monetary policy specifically affects the real estate
industry.

In the majority of economies, real estate, encompassing land and buildings, constitutes a
substantial portion of national wealth. In specific regions, it serves as a vital pillar in supporting the
local economy. In an era characterized by the mobility of capital, it is astonishing that real estate, a
stationary asset, continues to hold significance [6].

In order to manage the economy, the central bank relies heavily on money supply policy, which
has a profound impact on the housing market [4].

With the adoption of an accommodative monetary policy, the policy rate dropped from 6.5% in
2000 to 1% in June 2004 under the Federal Reserve's guidance [5]. This approach was acknowledged
as a major factor in the recent worldwide economic downturn and the subsequent downfall of the real
estate price bubble [7-9].

Before the housing bubble occurred, it is common for monetary policy to be more lenient, in 2005,
Ahearne et al. conducted an analysis of housing prices and monetary policies in 18 major industrial
countries [10]. Since a majority of banks in China are government-owned, monetary policy exerts
substantial influence on the real estate market [5]. This study delves into the impact of monetary
policy on the real estate sector, examining its effects on supply and demand, and drawing on specific
examples from international real estate market. Keynes' theories about monetary policy and the
models he developed are often cited [5]. This piece of writing also examines how monetary policy
affects risk management and the regulatory implications it has on the industry.

3.  Monetary Policy’S Effect on Real Estate Sector
3.1. Analysis the Varieties of Real Estate Market's Demand Side Caused by Monetary Policy

Monetary policy affects the cost of buying a house by adjusting the benchmark interest rate or loan
interest rate.
In Keynesian monetary policy transmission mechanism, interest rate plays an important role.
Interest rate is the only intermediate target and directly determines the effect of monetary policy [5].
Central bank uses open market operations to adjust loan interest rates. When monetary policy is
loosened, the supply curve of the money market will be shifted to the right by central bank's behavior
to increase the overall route of M2, and therefore nominal interest rate will be lowered (Fig. 1).

Nominal interest rates

o e)
o=

Quantity of Money

Money Market

Figure 1: Money Market Diagram.
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The cost of borrowing for individuals drops as a result of the interest rate on loans being equal to
the nominal interest rate and decreasing. There will be a growing demand for houses as people's
purchasing power increases (Fig. 2). The rate of housing turnover will rise, and housing costs will
rise as a result.
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Figure 2: Supply and Demand Diagrams.

The first six months of 2023 saw a decrease in the growth rate (Fig. 3), illustrating China's real
estate investment's explosive growth in 2023 [11]. It is evident that the Chinese real estate sector has
faced considerable hindrances in its growth. Therefore, by decreasing mortgage rates, the government
has utilized monetary policy to boost the demand side of the housing sector. The LPR (Loan Prime
Rate) for the Chinese loan market on July 20, 2023, according to the National Interbank Lending
Center approved by China’s People's Banking Corporation, was 3.55% for a one-year LPR and 4.2%
for a five-year LPR [12]. The loan market advertised interest rates on August 21, 2023, of 3.45% for
a l-year LPR and 4.2% for a 5-year LPR. The Chinese government and central bank are attempting
to increase the demand for real estate as a result.

China's real estate development investment growth rate

Figure 3: China’s real estate investment growth rate from January of 2022 to July of 2022; data comes
from National Bureau of Statistics [12].

On the contrary, should the central bank adopt a restrictive monetary stance, it would lead to an
increase in the nominal interest rate, resulting in higher borrowing costs. Because they must pay
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greater interest, homebuyers will decrease their desire for home purchases and the size of home loans.
Home sales and home values will consequently decline.

3.2. Analysis of the Varieties of Real Estate Market's Supply Side Caused by Monetary
Policy

The central bank's control of the credit market through monetary policy may have an effect on the
investment and development endeavors of real estate developers. Next, utilizing the concept of
loanable funds, the consequences of monetary policies on property firms will be investigated. Based
on the loanable funds theory, the interest rate is established by aggregating the supply and demand
for loanable funds, taking into account the equilibrium between the commodity market and the money
market [13].

People are able to make more deposits when the central bank follows a loose monetary policy
because the overall amount of money rises. Therefore, the supply in the loanable funds market will
increase, but the demand will remain unchanged, resulting in a decrease in real interest rate (Fig. 4).
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Figure 4: Loanable funds market diagram.

As everyone knows, falling real interest rates will encourage investors to put money into
production. As a result, real estate developers will increase the size of their investments and
development projects, increasing the supply of homes.

The real interest rate will rise instead as a result of tight monetary policy. As the opportunity cost
of major real estate developers putting money into production has risen, their financing costs will
increase in disguise. Therefore, the willingness of major real estate developers to invest will decline,
resulting in a decrease in real estate development activities. Eventually, the supply of homes will
drop.

At the same time, the central bank can also affect the real estate industry by adjusting the reserve
ratio of major commercial and investment banking.

Real estate firms won't be able to borrow a lot of money if the central bank increases the reserve
percentage for commercial banks, which would make it harder for them to raise more money. For real
estate investors who lack financing funds, they cannot obtain funds to expand rapidly. For real estate
investors with high asset-liability ratios, they may reduce housing promotions to promote sales and
accelerate the return of funds.

3.3. The Role of Monetary Policy in Risk Prevention and Control

The central bank can influence the real estate market's supply and demand dynamics by implementing
monetary policy, so that the economic cycle of real estate companies becomes smoother.
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The central bank curbs investor enthusiasm by tightening monetary policy when it sees a risk of
overheating in the property market. When the contractionary monetary policy is implemented, as
discussed above, there will be a rise in both nominal interest rates and real interest rates. The demand
and supply lines in this market have moved downward at the same time, resulting in house prices
being suppressed.

On the contrary, when the real estate market faces downward pressure, the central bank can boost
market confidence through loose monetary policy. Real and nominal interest rates will decrease after
the expansionary monetary policy is put into place. The simultaneous increase in supply and demand
in the housing sector will cause prices to go up. Expectations for real estate sectors have increased as
a result. With growing home values, banks are more inclined to lend to homebuyers and real estate
firms using homes as collateral. As a result, the real estate sector's difficulty will be lessened.

The government uses monetary policy to carry out macro-control, which can maintain the stability
of housing prices that originally fluctuated greatly, and help the real estate industry to develop more
stably (Fig. 5).
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Figure 5: Business cycle diagram.

To utilize some statistics from the real estate markets in China and America to demonstrate this
concept.

Figure 6 shows the China's national real estate development investment growth in 2015. As can be
seen from the table, the speed of investment in real estate development in China has been declining
since 2014. As a result, China began an expansionary monetary policy on October 23, 2015, to halt
the real estate market's downward trend [14]. As reported by NPR, to counter a sluggish economy,
the Chinese monetary authority enacted a 0.25 percentage point reduction in benchmark lending and
deposit rates. Concurrently, the People's Bank of China also moved to lower the bank deposit reserve
ratio by 0.5 percentage points. According to figures released by China's National Bureau of Statistics
(Fig. 7), there was an uptick in the pace of China's real estate development investment, along with an
increase in the growth rate of commercial housing sales area and sales in 2016 [11, 15]. This
demonstrates how monetary policy is effective in limiting real estate investment and reviving market
confidence. More crucially, this outcome also allows us to understand how monetary policy
contributes to risk management and regulation.
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* China's real estate development investment growth rate

Figure 6: China’s real estate investment growth rate from December of 2015 to Decenber of 2016;
data comes from National Bureau of Statistics.

%> China's real estate development investment growth rate
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Figure 7: China’s real estate investment growth rate from December of 2014 to December of 2015;
data comes from National Bureau of Statistics.

The effect of economic cycle management on the housing market will be demonstrated using data
from the US housing market. As of August 19, 2023, the standard interest rate for a 30-year fixed
home loan in the United States, as reported by the prominent US mortgage entity Freddie MAC [15],
surpassed 7%, marking the highest mortgage rate in the country since 2002, as stated by NPR. The
average interest rate on a mortgage in the US in 2022 was little over 5%. That rate was less than 3%
in 2021. The U.S. housing market may experience pressure if consumers have less desire for homes
as a result of high mortgage rates. June 2023 saw a decline in U.S. home sales of about 19% from the
corresponding month in 2022. The Federal Reserve's attempts to manage inflation are inextricably
linked to the increase in interest rates. Mortgage rates are closely related to a nation's ten-year
Treasury bond yield. Mortgage rates are impacted by the increased returns that bondholders expect.
The Fed must maintain high interest rates for a considerable amount of time in order to control
inflation and the economic cycle.

This example does show how monetary policy influences the housing market. A few of the steps
made to control the economic cycle would have an indirect effect on real estate markets.

241



Proceedings of the 2nd International Conference on Financial Technology and Business Analysis
DOI: 10.54254/2754-1169/60/20231238

4. Conclusion

Monetary policy, through the adjustment of interest rates and the reserve requirement ratio, has had
a significant impact on the demand and supply dynamics of the real estate market, as well as housing
costs.This, in essence, not only fosters the growth of the real estate sector but also contributes to
reducing risks for both real estate enterprises and buyers. Reasonable macro-control has made
housing prices no longer fluctuate greatly, giving people more security. The stable investment
environment also gives people the confidence to better weather the economic cycle. Inevitably,
different countries have different geographical locations, population sizes, and political
circumstances, and the same policies may have different effects. Real-world simulations of the link
between monetary policy and the housing market must also take into consideration the distinctive
national conditions of each country and cannot be generalized.
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