
INFLATION AND 
HOME BUYING 

by Charles J. Ha ulk 

Rapid appreciat ion of house values con-
tinues to make homeownersh ip a good 
way to cope w i th inf lat ion. Rising incomes 
ana available credit have allowed American 
families to take advantage of this invest-
ment oppor tun i t y , wh i le longer mortgage 
maturi t ies have helped keep their repay-
ment obl igat ions w i th in their means. 
Some of those w h o already own homes 
have used their inf lated equit ies to f inance 
purchases of a variety of goods and 
services as wel l as new or existing housing. 
A l though inf lat ion tends to redistr ibute 
real income or weal th f rom savers to 
borrowers and investors in real property , 
the upsurge in mortgage bo r row ing has 
left housenold balance sheets i l l iqu id 
and debt heavy. 

A G O O D INVESTMENT 
Investment in single-family residences 

has been heralded as one of the best 
protect ions against inf lat ion's assault on 
one's standard of l iving and weal th. A 
home's effectiveness as an inf lat ion hedge, 
of course, depends on the extent to 
wh ich the increase in its value exceeds 
the overall inf lat ion rate. 

That home prices have risen rapidly 
can be verified readily. In 1949, the median 
sales price of a new single-family home 
was $8,800. Bv 1977, the price had reached 
$48,800, a 450-percent increase (see 
Table 1). Over the same per iod, consumer 
prices rose 154 percent. M u c h of the 
house price growth relative to consumer 
prices occurred f rom 1949 to 1966, when 
median house prices advanced 143 
percent wh i le consumer prices gained 

only 36 percent. In the per iod f rom 1966 
to 1977, prices of new single-family homes 
sold moved up 128 percent and consumer 
prices, 87 percent. So, wh i le house 
prices are still increasing more rapidly 
than consumer prices, tne margin of 
d i f ference has narrowed. 

TABLE 1 

MEDIAN SALES PRICES 

Year New Homes Existing Homes* 

1949 $ 8,800 
1954 12,300 
1955 13,700 
1956 14,300 
1959 15,200 
1963 18,000 
1965 20,000 
1966 21,400 
1968 24,700 $20,100 
1970 23,400 23,000 
1974 35,900 32,000 
1976 44,200 38,100 
1977 48,800 42,900 

"No data avai lable for years earlier than 1968 
Sources: New Homes - Bureau of the Census: Existing Homes -

National Associat ion of Realtors. 

V J 
Rapid price increases have not been 

l imi ted to new homes. The median sales 
price of exist ing homes rose f rom less 
than $20,000 in 1967 to $43,000 in 1977. This 
enormous gain in home prices, comb ined 
w i th a record rate of home construct ion, 
has pushed the estimated value of the 
nation's single-family housing stock f rom 
$890 bi l l ion in 1970 to $1,905 b i l l ion 
in 1977.1 

As an investment alternative, the single-
family home has, on average, pe r fo rmed 
extremely wel l compared to other 
readily available investment oppor tun i t ies . 
The National Association of Realtors 
has estimated returns on investment for 
various alternatives,2 we igh ing their 
average earnings or price appreciat ion 

1 Existing Home Sales, 1977, National Associat ion of Realtors, 
Washington, D C., p. 22 

2 Ibid. 
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against inf lat ion. These estimates, shown 
be low, indicate that homeownersh ip is 
probably the best investment a family could 
nave made in the past decade. 

VALUE OF ONE DOLLAR INVESTED IN 1967 

Investment Purchasing Power of the Dollar 

1967 1972 1977 

Sing le-Fami ly H o m e $1.00 $1.14 $1.23 
Corpora te Bond 1.00 1.13 1.18 
Savings Account 1.00 1.04 .93 
C o m m o n Stock 1.00 1.08 .80 
Cash 1.00 .80 .55 

Source: Nat ional Assoc ia t ion of Realtors 

explanat ion for this is that the ratio of 
new-home prices to median family income 
has tended to stay in a fairly narrow 
range (see Table 2). In 1970, a heavy 
vo lume of const ruct ion of lower pr iced, 
subsidized houses caused the ratio to d ip 
to 2.37; otherwise, the ratio's range seems 
to be centered on 2.90. In the most recent 
years, the ratio has moved up f rom its 
long- te rm average. The ratio of existing-
home prices to family income, available 
f rom 1968 forward, has exhib i ted an 
up t rend as wel l . At its recent rate of 
increase, it cou ld reach the long- term 
average of the new-home- to - i ncome ratio 
in a few years. 

However , because the quality of newly 
constructed homes changes over t ime, 
prices alone do not necessarily ref lect 
the t rue appreciat ion in the value of 
homes. Houses bui l t in 1977, by and large, 
are bigger and inc lude more amenit ies 
than houses bui l t in 1967.3 

Another measure of investment per-
formance is the impl ic i t re turn on equi ty. 
Henry Kaufman's estimates of return to 
house equi ty , listed below, take account of 
interest payments and tax breaks as wel l 
as price appreciat ion. These rates of 
return cont r ibu te fur ther evidence that 
housing is an excel lent investment. 

Year 

1974 
1975 
1976 
1977 
1978 (September) 

Implicit Return on House Equity 

(percent) 
11.1 

21.2 
12.3 
24.3 
21.3 

Source: Henry Kau fman, address to Amer i can Bankers Associat ion. Annua l 
Convent ion . October 25, 1978. 

FINANCING THE INVESTMENT 
One w o u l d be tempted to believe that 

the fantastic g rowth in house prices wou ld 
have pr iced many potent ia l home buyers 
out of the housing market. In fact, 
however, this has not been the case. O n e 

3 My thanks to Frank King for ca l l ing at tent ion to this impor tan t point . 

FEDERAL RESERVE BANK OF ATLANTA 

TABLE 2 

RATIOS OF MEDIAN SALES PRICE 
TO MEDIAN FAMILY INCOME 

Year 

1949 
1954 
1955 
1956 
1959 
1963 
1965 
1966 
1968 
1970 
1974 
1976 
1977 

New Homes 

2.83 
2.94 
3.09 
2.98 
2.80 
2.88 

2.87 
2.88 
2.86 
2.37 
2.78 
2.95 
3.05 

Existing Homes* 

2.32 
2.33 
2.48 
2.54 
2.68 

*No data avai lab le for years ear l ier than 1968. 
Sources : Ca lcu la ted f r o m data p resented in Table 1 and es t imates of 

med ian fami ly i ncome f r o m Bu reau of the Census. 

Increases in the pr ice- to - income ratios 
have been accommodated by a lengthening 
in the matur i ty of convent ional mortgage 
loans and an increase in the loan-to-
price ratio. Af ter averaging just under 
74 percent th roughou t the Sixties for 
new-home loans, the loan- to-pr ice ratio 
fell to 71.7 percent in 1970. It quickly re-
tu rned to 76 percent and has been at least 
that high dur ing most of the Seventies. 
Years to matur i ty on new mortgage 
loans reached 27.9 in 1977, an adc l i t ion of 
nearly 3 years since 1970 and about 3.5 
years longer than the average of the 
Sixties. Comparable increases in matur i ty 
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REGIONS SHOW WIDE DIFFERENCES IN NEW-HOME PRICES 
Médian Prices of New Homes, by Région 

1962* 1967 1972 1977 1978" 

Northeast $21,300 $25,400 $31,400 $51,600 $68,000 
North Central 18,500 25,100 29,300 51,500 59,900 
South 16,100 19,400 25,800 44,100 49,400 
West 18,100 24,100 27,500 53,500 65,100 
All U.S. 17,900 22,700 27,600 48,800 55,600 

Percent Changes in Prices for New Homes 

1962-67 1967-72 1972-77 1962-77 

Northeast 
North Central 
South 
West 
U.S. 

19.2 
35.7 
20.5 
33.1 
2 6 . 8 

23.6 
16.7 
33.0 
14.1 
21.5 

64.3 
75.8 
70.9 
94.5 
76.8 

219.2 
223.8 
206.8 
259.7 
210.6 

"Four th quarter data. 
• 'Pre l im inary July estimates. 

Source: Depar tment of Commerce , Bureau of the Census. 

New-home prices and the rates at which they have appreciated vary considerably among regions of the 
country, as the tables above illustrate. The Northeast's new homes remain the costliest, on average, but 
new-home prices have risen most rapidly in the western region. Inflation of new-home values in the 
South has lagged other regions, except in 1967-72, keeping this region's new-home price a little more than 
10 percent below the national average. No allowance was made for quality changes. 

\ J 

and the loan- to-pr ice ratio have occurred 
for existing houses. Mor tgage interest 
rates have also risen; recent postings 
have been about three percentage points 
above mid-Sixties rates. 

Therefore, home buyers are bo r row ing 
more per dol lar of house value purchased 
and paying a higher rate over a longer 
term. The ratio of home mortgage debt 
outstanding to disposable personal income, 
after rising rapidly th rough the mid-
Sixties. leveled off th rough the early 
Seventies and started to increase again 
after 1972. The share of disposable income 
going to repay pr incipal and interest 
nas risen since 1970 as well.4 The 
longer maturit ies have acted to ho ld 
d o w n the repayments- to- income ratio, 

4 Charles A. Luckett and David Seiders, "Household Borrowing in the 
Recovery," Federal Reserve Bulletin, March 1978, p. 159. 
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but now that the average matur i ty on new 
loans is approaching 30 years, it is un-
l ikely that much fur ther help in ho ld ing 
down repayments can be expected f rom 
addi t ional lengthening of maturit ies. 

Leveraging. In addi t ion to rising mort -
gage interest rates, longer maturit ies, and 
higher loan- to-pr ice ratios, there has 
been another signif icant change in the 
U.S. housing market. Since the early 
Seventies, there has been a substantial in-
crease in the rate of ex ist ing-home sales 
relative to new-home sales. In 1972, the 
ratio of exist ing- to new-home sales was 
about three to one after reaching as high 
as four to one for short periods dur ing 
1969 and 1970. From 1973 unt i l 1975, the 
ratio of exist ing- to new-home sales 
c l imbed steadily t o wel l over four to one 
as new-home sales p lummeted . The ratio 
has remained at or above four t o one 
since, even though new-home sales have 
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risen sharply f rom the depressed levels 
of 1974. In September 1978, the ratio 
reached 5.8 to 1. The annual ized rate of 
existing-home sales reached 4 mil l ion units 
in the four th quarter of 1977 (and has 
remained close to or above that level 
since). This represents a sharp rise f rom 
the 2.0- to 2.5-mi l l ion rate wh ich was preva-
lent f r om 1971 to 1973 and the 1.5-
mi l l ion rate of 1968 and 1969 (data for 
ex is t ing-home sales are not available for 
years pr ior to 1968). 

The increasing rate of ex ist ing-home 
sales and rising prices have a l lowed home-
owners to monet ize accumulated equi ty 
in large amounts. As a matter of fact, 
since 1960, homeowners have raised mor t -
gage funds in excess of the amounts 
expended on new residential construct ion. 
The table below gives estimates of 
mortgage money generated th rough 
resale, second mortgages, and ref inancing 
in excess of new construct ion expendi tures 
by households.5 As a rough check on 
these f igures, the Federal Reserve Board's 
estimates of excess net investment in new 
residences are shown for 1970-77. The 
negative signs mean that funds have been 

EXCESS MORTGAGE BORROWING 
($ b i l l i o n s ) 

Mortgage Funds Raised Excess Net 
in Excess of New Investment in 

Year Residential Expenditures New Residences 

1950 - 5.1 
1955 - 4.0 
1960 0.1 
1965 10.8 
1970 16.6 - 2.5 
1971 17.5 - 8.3 
1972 26.1 -15.7 
1973 31.0 -19.0 
1974 24.6 -12.3 
1975 29.8 -17.2 
1976 42.2 -28.4 
1977 60.6 -43.2 

Sources: Mortgage Funds in Excess of New Residential Expenditures, 
1950-1970. est imated by Bernard Gelb; 1971-77, est imated by 
Charles J. Haulk; and Excess Net Investment in New Residences. 
Federal Reserve Board. Flow of Funds Accounts. 

taken out of home equi ty ; i.e., the vo lume 
of mortgage bor row ing has exceeded the 
value of net addit ions to the housing 
stock. Moreover , as David Seiders of 
the Federal Reserve Board staff has po in ted 
out , the resale of homes may easily 
generate increases in mortgage debt that 
are larger than the capital gains realized.6 

E C O N O M I C EFFECTS 
Some economists have argued that 

some of the capital gains created by escalat-
ing house prices have f inanced consumer 
expendi tures for goods and services other 
than housing. Seiders has presented 
evidence which suggests that large amounts 
of mortgage funds raised against housing 
equity have been used to bolster consump-
t ion expenditures since the last recession.7 

The excess funds raised by monet iz ing 
equi ty, t hough large in absolute amount , 
are small when compared to disposable 
personal income. For example, the 
est imated excess $60 bi l l ion raised in 1977 
was about 4.5 percent of disposable in-
come. Still, if all these funds were spent 
on consumpt ion , the result w o u l d be a 
substantial increase, account ing for about 
half of the g rowth in expendi tures f rom 
1976 to 1977. It is very l ikely that much 
of the spending f inanced by excess 
mortgage funds was for expensive items, 
such as cars, fu rn i tu re , educat ion, or 
perhaps fore ign travel. 

Some bo r row ing against housing equi ty 
may have been used to ret ire consumer 
debt that carried a higher interest rate 
or to purchase other f inancial assets in 
order to improve household l iquid i ty. 
Household l iquid i ty has been decl in ing in 
recent years, as families have sought to 
invest in real assets such as consumer 
goods and houses to protect themselves 
f r o m inf lat ion. The ratio of f inancial assets 
to l iabil i t ies has d ropped f r o m 5 to 1 in 
the Fifties to 2.8 to 1 in 1978. As inf lat ion 
cont inues, it generally becomes less and 
less attractive to ho ld f inancial assets. 

5 Bernard Gelb. Mortgage Debt for Non-Real Estate Purposes, 
The Conference Board, New York, 1972. Gelb's est imates are gross 
of amortization. The Federal Reserve estimates are net of amortization. 

6 David Seiders, Mortgage Borrowing Against Equity in Existing Homes, 
Measurement, Generations and Implications for Economic Activity, 
Staff Economic Studies. Board of Governors of the Federal Reserve 

System. 

' Ibid. 
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In an economy p roduc ing wel l be low 
potent ia l ou tpu t , bo r row ing against equi ty 
in homes for consumpt ion purposes wou ld 
lead to a temporary increase in consumption 
relative to income, thus raising aggregate 
demand and physical ou tput . In an 
economy operat ing close to capacity, the 
increase in demand wou ld be inf lat ionary 
and generate litt le or no real ou tpu t in-
crease. Income would then be redistributed 
f r o m those w h o save to those w h o choose 
to convert weal th in the fo rm of house 
equity into current consumpt ion. As 
consumer prices rise faster than the value 
of the l iqu id assets of savers, buy ing power 
is transferred to those w h o consume out 
of house equi ty. 

In an env i ronment of stable prices, con-
sumers w o u l d f i nd l i t t le incent ive to be-
come less l iquid, so that the remarkable 
upsurge in excess mortgage funds wh ich 
we have described w o u l d n o t have occurred. 
Dur ing the Fifties, w h e n house prices 
were rising at a much faster rate than 
overal l prices and when real incomes were 
making solid gains, there was on balance 
no l iqu idat ion of equi ty in housing. 
However , in the Sixties and the Seventies, 
when price increases for goods and 
services have approached the pace of home 
price growth, we have seen the phenom-
enon of large amounts of money raised 
th rough equi ty bor rowing . 

How long can the raising of massive 
amounts o f funds th rough house equi ty 
cont inue? If nomina l family income oegins 
to slow relative to house-pr ice growth , 
then a s lowing of housing transactions wi l l 
occur as credi t wor thy borrowers become 
scarcer. Further lengthening of loan terms 
or increases in loan- to-pr ice ratios wi l l 
l ikely come gradually, if at all, and probably 
won ' t be large enough to offset the deter-
rent effect of rising home prices and 
interest rates. Government programs 
which subsidize home buy ing cou ld help 
counter the effects of relatively slower 
nominal income growth , but tne more 

robable impact of these programs wi l l 
e added pressure on home prices. If the 

new era in residential markets is to last, 
real interest rates on mortgage loans must 
remain low or negative. But prof i table 
mortgage lending requires a cont inued 
large wedge between the rates that savers 
receive and the rates that home buyers 
pay, wh ich fur ther redistr ibutes wealth 
and income f r o m savers to mortgage bor-
rowers. Should the highly inf lat ionary 
env i ronment of recent years come under 
control, it is likely that households wou ld 
reduce their leveraging activity and resume 
a more normal pattern of behavior. • 
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