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ABSTRACT

This paper provides an empirical analysis of changes in real house prices in the USA using State level data.
It examines the extent to which real house prices at the State level are driven by fundamentals such as
real per capita disposable income, as well as by common shocks, and determines the speed of adjustment
of real house prices to macroeconomic and local disturbances. We take explicit account of both cross-
sectional dependence and heterogeneity.This allows us to find a cointegrating relationship between real
house prices and real per capita incomes with coefficients (1, —1), as predicted by the theory. We are also
able to identify a significant negative effect for a net borrowing cost variable, and a significant positive
effect for the State level population growth on changes in real house prices. Using this model we then
examine the role of spatial factors, in particular, the effect of contiguous states by use of a weighting
matrix. We are able to identify a significant spatial effect, even after controlling for State specific real
incomes, and allowing for a number of unobserved common factors. We do, however, find evidence of
departures from long run equilibrium in the housing markets in a number of States notably California,
New York, Massachusetts, and to a lesser extent Connecticut, Rhode Island, Oregon and Washington State.

© 2010 Elsevier B.V. All rights reserved.

1. Introduction

Recent developments in the housing markets in the USA and
elsewhere have once again highlighted the importance of large
changes in house prices for the functioning of credit and money
markets (International Monetary Fund, 2004). Changes in housing
wealth also play an important role in household behaviour with
real implications for output and employment. There is also the
possibility of bubbles in house prices with prices moving well away
from their fundamental drivers, such as household disposable
income (Case and Shiller, 2003; McCarthy and Peach, 2004). This in
turn raises the issue of whether there is cointegration between real
house prices and real per capita disposable incomes. The evidence
on this is mixed.

Using US national-level data, Meen (2002) and Gallin (2006) do
not find strong evidence of a cointegrating relationship, possibly
because of the short time span of the data they consider. To cope
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with this problem, other studies use panel data. Malpezzi (1999)
uses panel data on 133 metropolitan areas in the USA over 18
years from 1979 to 1996 and he is able to reject the null of a
unit root in the residuals of the regressions of real house prices
on real per capita incomes, using the panel unit root test of Levin
et al. (2002, LLC). However, the LLC test does not take account of
possible cross-sectional dependence of house prices and this could
bias the test results. Capozza et al. (2002) recognize this problem
and try to control for cross-sectional dependence by adding time
dummies to their error correction specifications. However, as
Gallin (2006) points out, local housing market shocks are likely to
be correlated in ways that are not captured by simple time effects.
To allow for more general error cross-sectional dependence, Gallin
(2006) adopts a bootstrap version of Pedroni’s 1999 residual-based
cointegration test procedure, originally advanced in Maddala and
Wu (1999), but fails to reject the hypothesis of no cointegration.
However, his bootstrap approach is likely to be biased when the
cross section dimension (N) is much larger than the time series
dimension (T), as in Gallin’s application.

In this paper, using recently developed econometric techniques
for the analysis of heterogeneous dynamic panels subject to cross-
sectional dependence, we study the determination of real house
prices in a panel of 49 US States over 29 years. We examine the
extent to which real house prices at the State level are driven by
fundamentals such as real per capita disposable income, as well as
by common shocks, and determine the speed of adjustment of real
house prices to macroeconomic and local disturbances.
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There are considerable differences across US States in both the
level and rates of growth of real incomes.! This heterogeneity
should in turn be reflected in real house prices. The importance
of heterogeneity in spatially distributed housing markets has been
highlighted by Fratantoni and Schuh (2003). They quantify the
importance of spatial heterogeneity in US housing markets for
the efficacy of monetary policy. Depending on local conditions
monetary policy can have differing effects on particular US
regions (Carlino and DeFina, 1998). However, there are significant
dependences in house prices and real incomes across States
that cannot be captured by spatial effects alone. For example,
Pollakowski and Ray (1997), using vector autoregressive (VAR)
models, show that at the national level (dividing the USA into nine
regions) there are significant non-spatial diffusion patterns.

Real house prices can vary between States because real incomes
differ, but they can also differ because of scarcity of land or other
idiosyncratic factors. The effects of common shocks on house prices
whether observed, such as changes in interest rates and oil prices,
or unobserved, such as technological change, could also differ
across States. We take account of these influences by making use of
the common correlated effects (CCE) estimator of Pesaran (2006)
which is consistent under heterogeneity and cross-sectional
dependence. The CCE estimator can be computed by ordinary
least squares (OLS), applied to an auxiliary regression where
the observed regressors are augmented by (weighted) cross-
sectional averages of the dependent variable and the individual
specific regressors. Notably, CCE estimation allows for unobserved
common factors to be possibly correlated with exogenously given
State-specific regressors and it is invariant to the (unknown but
fixed) number of unobserved common factors as N and T tend
to infinity (jointly). These features are not shared with other
approaches in Banerjee and Carrion-i-Silvestre (2006), Groen and
Kleibergen (2003), Nelson et al. (2005), Westerlund (2005), Pedroni
and Vogelsang (2005), Chang (2005), and Bai and Kao (2006).

The CCE procedure also copes with the presence of spatial
effects (Pesaran and Tosetti, 2010). This is because spatial
dependence is dominated by the common factor error structure
that underlies the CCE estimators. But once the model parameters
are estimated, the importance of spatial effects can be ascertained
by fitting a spatial model to the residuals from the panel. It is
also worth noting that the CCE procedure is robust to the choice
of the spatial model, although for estimation of spatial effects
some parametric formulation would be needed. In this paper we
estimate a spatial autoregressive (SAR) error model and show
that spatial effects are indeed statistically highly significant in the
analysis of house prices in the USA.

Finally, to test for cointegration between real house prices and
real disposable incomes, we apply the panel unit root tests of Moon
and Perron (2004) and Pesaran (2007) to the log price-income ratio
which allow for cross-sectional dependence.

The remainder of the paper is organized as follows. Section 2
discusses the theory underlying house price determination.
Section 3 provides a review of the panel data model and estimation
methods. Section 4 provides a preliminary data analysis. Section 5
reports the estimation results. Section 6 provides some concluding
remarks.

2. Modelling house prices
It is now standard to see the determination of house prices as
the outcome of a market for the services of the housing stock and

as an asset. Demand for housing can be met either through rental
of a residential property or by owner occupation. The expected net

1 For a recent review of the USA housing market see Green and Malpezzi (2003).

benefit from owner occupation needs to be set against the rental
cost of the same property. Denote the real house price at the start
of period t by P;, and the real rental cost of the same house over
the period t by R;. Then the net benefit of owning the house over
the period t to t + 1 is given by Pryy — P;(1 + ;) + S;, where
r. > 0 is the real rate of interest, and S; is the real value of
housing services. This expression abstracts from transaction costs,
depreciation, and other costs of home ownership. These can be
readily incorporated into the analysis without affecting the long
run relationship between real house prices and incomes that is the
focus of our empirical analysis.

For a risk neutral household the one period arbitrage condition
for the asset market equilibrium in real house prices is given by?

EPiq|F) —Pc(1+r1) +S =R,

or

1
P, = E (P, Fi St — R],
¢ <1+Tr>[ (Peg1|Fe) + S ¢

where #; is the information set available at time t.> To complete
the model we shall assume that R; cannot exceed household’s real
disposable income, Y;, and represent this relationship by

Ry = a;Ye,

where «; is assumed to follow a stationary process. We shall also
assume that

Se = By 'Ry,

O0<or <1,

0< B <1,

which ensures positive real house prices in all periods.* Under
these assumptions

1
P = ( )[E(Pt+1|?r)+9ryt], (2.1)
1+
where
‘1_
6, = ar(1—Br) - 0.

B

It is also reasonable to assume that 6;, the fraction of income
allocated to net housing services, S; — Ry, is stationary.

Accordingly, under rational expectations and assuming that r; is
sufficiently large relative to the growth of real disposable income,
g = Aln(Y;), bubble-free real house prices will be given as the
discounted stream of future net housing services, S; — Ry = 6,Y;.
The solution simplifies considerably under r; = r,

%) 1 J
Pt = Z (m) E (9t+JYt+J|$}) ’

j=0

which can be written equivalently as

P - L (14 gys
V. :ZE<9f+fH (H—)‘?)
j=0 s
Therefore, under fairly general assumptions regarding the pro-
cesses generating g; and 6, the price-income ratio, P;/Y;, would
also be stationary. In particular, p, = In(P;) will be cointegrated
with y, = In(Y;) with the cointegrating vector given by (1, —1), if
y¢ is an integrated variable of order 1. For example, if 6; and g; are

2 Feldstein et al. (1978), Hendershott and Hu (1981) and Buckley and Ermisch
(1982).

3 Alternatively, expectations can be taken under the risk-neutral measure which
does not necessarily require households to be individually risk neutral, although it
does imply that at the aggregate households are treated as if they are risk neutral.

4 The condition 0 < B < 1is sufficient but not necessary for P, > 0 for all t.



162 S. Holly et al. / Journal of Econometrics 158 (2010) 160-173

independently distributed with g; = g + &4, & ~ i.i.d. (0, agz),
g <r,and 6 = 0 + g, gc ~ (0, 07), we have

P 0(1+r1)

Ye - g '
In this simple case, the price-income ratio, also known as the
affordability index, is non-stochastic and rises with 6 and g, and
falls with r. However, the elasticity of real house prices to real
income does not depend on these parameters.’

The long run relationship between y, and p; holds more
generally even if r; is time varying, so long as it is sufficiently large
relative to g; such that the possibility of real house price bubbles
can be ruled out a priori. Note that (2.1) can be written equivalently
as
P 0
— = - . (2.3)
Y re —E(AInP1|F)

It is clear that for a meaningful solution, the expected rate of real
house price appreciation, E(A In P, 1| ), must be less than r;. Also
by the Cauchy-Schwarz inequality we have

. . 172
< [E(Q[)] =E|:[rt_E(A]nPt+1|~¢t)]2i|} .

Since 6, is a stationary process then E (Qf) < K < o0. Therefore,
P; /Y; will be uniformly integrable if

(2.2)

P
E|-%
Y,

t

E |: ! ] < K < o0.

[re — E(AInPq| 7))

Namely, so long as expected real house price inflation is sufficiently
small relative to the real interest rate, the price income ratio cannot
contain a unit root even though P; and Y; might.

In addition to real incomes and real interest rates, other
factors such as the State level unemployment rate, changes in
demographics, taxation and credit conditions are also likely to
play a role in the determination of real house prices at the State
level. Unfortunately many of these factors are either unobserved
or are rather difficult to measure accurately. Fixed effects for
each State will pick up State specific factors such as climate,
location and culture. In this paper we also attempt to account for
other, often short-term influences, by unobserved factors which
we then proxy by cross State averages of the observables. Amongst
observable short-term factors, we shall also consider the possible
effect of State level population growth rates on real house prices. In
aggregate time series analysis, it is difficult to identify the effects of
slowly moving variables such as population growth on real house
prices. But in a panel context the cross section dimension can be
used to identify such effects. For a given level of real per capita
disposable income, we would expect real house prices to be higher
in States with a higher rate of population growth.

2.1. The spatial dimension

The model of the previous discussion abstracts from the
spatial dimension. However, it is possible that States that are
contiguous may influence each other’s house prices. High prices
in metropolitan areas may persuade people to commute from
neighbouring States. Labour mobility compared to Europe is much
higher in the USA and lower house prices may provide an incentive
to migrate.

5 For some recent evidence on the relationship between real house prices and
real incomes for a wide range of countries, see Almeida et al. (2006).

The development of spatial econometrics (Paelinck and Klaasen,
1979; Anselin, 1988; Krugman, 1998) has been spurred by a
new interest in the role of space in economic processes, with
a particular emphasis placed on interactions in space (spatial
autocorrelation) and spatial structures (spatial heterogeneity). In
spatial econometrics, the degree of cross-sectional dependence is
typically calibrated by means of a weighting matrix. For example
the (i, j) elements of a weighting matrix, s;, could take a value
of 1 if the ith and jth areas/regions/countries are contiguous
and zero otherwise.® Weights can also be based on physical
distance, or even on other types of metrics, such as economic
(Conley, 1999), or social distance (Conley and Topa, 2002). The
class of cross-sectional dependence that typically is assumed in
spatial econometrics, such as spatial moving average and/or spatial
autoregressive models as introduced by Whittle (1954), Cliff and
Ord (1973, 1981), and Haining (1978), all represent examples of
weak forms of cross-sectional dependence, in the sense that the
degree of dependence decreases sufficiently quickly as the distance
between units increases.

Another possible source of cross-sectional dependence would
be due to economy-wide common shocks that affect all cross
section units. Changes in interest rates, oil prices, and technology
are examples of such common shocks that may affect house prices,
but with different degrees across States. This strong form of cross-
sectional dependence is pervasive and unlike spatial dependence
does not diminish along the space dimension.’

It is clear that for the analysis of house prices across States, we
need a sufficiently general and flexible econometric model where
both forms of cross-sectional dependence can be accommodated.
This issue is considered next.

3. The econometric model and tests

From the model of Section 2 that suggested a cointegrating and
proportional relationship between real house prices and incomes,
as well as a role for the real interest rate and demographic shifts,
we can write a panel model for US States as a long-run relation
compatible with the long run theory in the following log-linear
form:

pir = i + BinYir + Bi&ic—1 + BisCic—1 + Ui,

i=1,2,...,N;t=1,2,...,T, (3.1)

where p;; is the logarithm of the real price of housing in the ith State
during year t, and y;; is real per capita personal disposable income.
We follow the macroeconomic literature and assume that real per
capita income is best characterized by a unit root process with a
drift, and based on the general theory developed in the previous
section, we would expect p; and y; to be cointegrated with
coefficients (1, —1). The short-run effects, such as price dynamics,
and their adjustments to the long-run equilibrium across States
can be accommodated through the error terms, u;. It is also
possible to augment the real house price equation with observable
short-term effects of variables such as changes in demographic
factors, gi;, and the net cost of borrowing defined by ¢; = ri;y —
Apit, where r;; represents the long-term real interest rate and
gir represents the rate of change of population in the ith State.
The net borrowing cost variable can be viewed as a proxy for
the denominator of (2.3), which is included in (3.1) with a lag
to avoid simultaneity. A priori we would expect a rise in c¢; to

6 See Moran (1948), Cliff and Ord (1973, 1981), Anselin (1988, 2001) and Haining
(2003).

7 Different forms of cross-sectional dependence are discussed and formally
defined in Pesaran and Tosetti (2010).
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be associated with a fall in the price-income ratio, and hence
a negative coefficient for ¢;;—q in (3.1). The effect of population
growth on real house prices is expected to be positive (83 > 0).

As is clear from Eq. (3.1), the parameter vector of the slope
coefficients, B; = (Bi1, B2, Bi3)’, is allowed to be heterogeneous
across states. In order to assess the overall effects of covariates, in
this paper we shall focus mainly on the estimation of the average
value of B;, namely E(;) = B, assuming a random coefficient
model, B; = B + w;, where w; ~ IID(0, V).

We shall assume that u; has the following multi-factor
structure

ui = yife + e, (3.2)

in which f; is an m x 1 vector of unobserved common shocks (or
factors), and ¢;; are the individual-specific (idiosyncratic) errors
assumed to be distributed independently of y;; and f;. However, we
allow ¢;; to be weakly dependent across i, and serially correlated
over time. The pattern of serial correlation in &;; could vary across
i, (Pesaran, 2006). The common factors, f;, can also be serially
correlated and possibly correlated with y;, ¢;; and g;;. Furthermore,
f; is allowed to be stationary or nonstationary (Kapetanios et al.,
2009).

Despite its simplicity the above specification is reasonably
general and flexible and allows us to consider a number of different
factors that drive house prices. In particular, some of the supply
factors that are difficult to measure accurately can be captured
through the unobserved common components of u;.2 The spatial
aspect of house price formation can be accommodated through the
assumed weak dependence of the idiosyncratic errors, &;;.

In this way we are able to test for cointegration between real
house prices and real disposable income, whilst allowing for both
forms of cross dependence, weak and strong, at the State level.

3.1. The common correlated effects (CCE) estimator

We use the common correlated effects (CCE) type estimator,
which asymptotically eliminates strong as well as weak forms
of cross section dependence in large panels (Pesaran, 2006). To
illustrate, suppose the k x 1(k = 3) vector Xit = Vi, Ci.t—1, 8it—1)
is generated as

Xie = a; + Tife + vir, (3.3)

where a; is a k x 1 vector of individual effects, I'; are m x k
factor loading matrices with fixed components, v;; are the specific
components of X; distributed independently of the common
effects and across i, but assumed to follow general covariance
stationary processes. Combining (3.1)-(3.3), we now have

zZi :(ift>: d + ¢ fi + v , (3.4)
(k+1)x1 it (k+Dx1  (k+1)xmmx1  (k+1)x1
where
7/
Vi = (‘9" J‘F,,va”> : (35)
it

1 B i 1 0
a-(3 (@) cmo (). oo

8 The supply elasticity of housing units has recently been identified as an
important factor behind house price movements in some US urban markets.
The ease with which regulatory approval for the construction of new houses
can be obtained has been identified by Glaeser and Gyourko (2005) and Glaeser
et al. (2006) as a significant element in real house price increases in California,
Massachusetts, New Hampshire, New Jersey and Washington, DC.

I, is an identity matrix of order k, and the rank of C; is determined
by the rank of the m x (k + 1) matrix of the unobserved factor
loadings T; = ( y; T ). Pesaran (2006) has suggested using
cross section averages of p;; and X;; as proxies for the unobserved
factors in (3.1). To see why such an approach could work, consider
simple cross section averages of the equations in (3.4)°

zZ. =d+Cf, + ¥y, (3.7)

wherez, = N7! ZiN:lzit, Uy = N1 ZL Vi, d = N1 Zf’;ld,v,
andC = N! Zf; C;. Suppose that Rank(C) = m < k + 1 for

all N, so that f, = (CC'))~'C (Z — d — ©;). Therefore, if C > € and
v — 0asN — oo,

f.—(cC)'c(z.—d) >0, asN— co. (3.8)

This suggests using (1, Z;)" as observable proxies for f;, and is
the basic insight that lies behind the common correlated effects
(CCE) estimators developed in Pesaran (2006). Kapetanios et al.
(2009) prove that the CCE estimators are consistent regardless of
whether the common factors, f;, are stationary or nonstationary.
It is further shown that the CCE estimation procedure in fact
holds even if I = E(TI;) turns out to be rank deficient; thus,
the estimator is consistent with any fixed number of m. This
contrasts with the principal component approach, which requires
us to estimate the number of factors (Bai and Ng, 2002; Bai,
2003). In addition, as shown by Pesaran and Tosetti (2010), under
certain regularity conditions,'® CCE estimators are consistent even
when the idiosyncratic errors, ¢, are weakly cross-sectionally
dependent.

Following Pesaran (2006), we focus mainly on two estimators
of the mean value of §;, namely E(§;) = . First, the CCE mean
group estimator (CCEMG) is a simple average of the individual CCE

estimators, b; of B; defined by

N
becemc = N7! Zbi, (3.9)
i=1
f)i = (X;l\_/lX,)_lel\_/lpl, (310)
where X; = (Xit, X, ..., Xr), B = (i1, Pi2s---,pr), M =

I —H (l:l/l:l)_l H withH = (tr,Z), where tr isa T x 1 vector
of unity and ZisaT x (k+ 1) matrix of observations z. The (non-
parametric) variance estimator for bccgyg is given by

ar (beme) = - 3 (B — beconc) (b1 — b
ar =— i — i — .
CCEMG N(N—1) & i CCEMG i CCEMG
Second, when the individual slope coefficients, §;, are the same,
efficiency gains from pooling of observations over the cross section
units can be achieved. Such a pooled estimator of 8, denoted by
CCEP, has been developed by Pesaran (2006) and is given by

N Y

becer = (Z X,/-sz) Z X{Mp;. (3.11)
i=1 i=1

The variance estimator for Bccgp is given by

Var (BCCEP) =N TR (3.12)

9 Pesaran (2006) considers cross section weighted averages that are more
general.
10 1t is sufficient that the row and column sums of the spatial weight matrix are
suitably bounded in the cross section dimension. See Pesaran and Tosetti (2010).
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where ¥ = N=1 YN XIMIX,/T,

N !
X; MX A N ’
= — Ly ( ) (b — becewi ) (Br — becewc)

i=1

X/MX;
X .
T
In this paper we propose goodness of fit statistics based

on CCEMG and CCEP estimators, denoted by RZyc and Riqp,
respectively. R2gyc is given by

(3.13)

Recewc =1—6/6%, (3.14)
whered. = N~ 1Y 62 with62 = (pi—Xiby) M(p;—Xb;) /(T —
2k —2),and 62 is defined by 6% = *1(_T —1)7! Zf\'ﬂ Z[T=1 (it —
P2, with p; = T~' 3/_, pir. Similarly, R2 g is defined as

Regp = 1 — 62p/62, (3.15)

where 62 is the error variance estimator

)
Occep

—Xi bCCEP) M (P xleCEP) /IN(T —k —2) —k].

3.2. A cross-section dependence test

In this paper we use a CD (cross-section dependence) test
of error cross dependence, which does not require an a priori
specification of a connection (weighting) matrix and is applicable
to a variety of panel data models, including stationary and unit
root dynamic heterogeneous panels with structural breaks, with
short T and large N (Pesaran, 2004).'" The CD test is based on an
average of the pair-wise correlations of the OLS residuals from the
individual regressions in the panel and tends to a standard normal
distribution as N — oo. The CD test statistic is defined as

CD = ; ~N01
‘/N(N—1)<Z;],ZH'O]> 0, 1),

where pj is the sample estimate of the pair-wise correlation of the
residuals. Specifically,

;
> Uil
t=1

(3.16)

plj pjl = " 7z, 770 (3.17)
a2 a2
(Z uit) <Z ujt)
t=1 t=1
where ii;; is the OLS estimate of u;; defined by
A ~ Al
Uie = pic — & — B;Xit, (3.18)

with &; and ﬁi being the estimates of ; and ; computed using the
OLS regression of p;; on an intercept and the regressors, X;;, for each
i, separately.

3.3. Panel unit root tests

One of the most commonly used tests for unit roots in panels
is that of Im et al. (2003), called the IPS test. However, the IPS

11 Frees (1995) also proposes tests based on average pair-wise sample correlations
of the series across the different cross-section units. His Rayg test statistic is based
on Spearman rank correlations, and his Cayg test statistic is based on Pearson rank
correlations. The latter is closely related to the CD test also considered in Pesaran
(2004).

test procedure is not valid when the series are cross-sectionally
dependent, and its use in the case of the house price data can
lead to spurious inference. A number of panel unit root tests that
allow for possible cross-sectional dependence in panels have been
recently proposed in the literature.!> Here we consider the simple
test proposed by Pesaran (2007), which follows the CCE approach
and filters out the cross-sectional dependence by augmenting the
ADF regressions with cross section averages.'>The panel unit root
test proposed by Pesaran (known as the CIPS test) is based on cross
section augmented ADF (CADF) regressions, carried out separately
for each State, namely

P
Awye = Gjp + At + Apwi—1 + a1 + Z dij Ay
j=0
P
+ Z 8ijAw; ¢—j + Vi, (3.19)
j=1

where ; denotes the cross section mean of w;;. The CIPS statistic
is a simple cross section average of t; defined by

N

_l ~
E ti,
i=1

where f; is the OLS t-ratio of a;, in the above CADF regression.
The critical values for the CIPS tests are given in Tablesll(a)-(c) in
Pesaran (2007).

CIPS = N (3.20)

3.4. Panel cointegration tests

As noted in the introduction recently there has been a debate
in the literature about whether there is cointegration between real
house prices and real per capita disposable incomes. In the absence
of cointegration there is no fundamentals driving real house prices
so the possibility of bubbles is increased (Case and Shiller, 2003).
So far the evidence is mixed.

Malpezzi (1999) uses panel data on 133 metropolitan areas in
the US over 18 years from 1979 to 1996 and applies the panel
unit root test of Levin et al. (2002, LLC) to house price-to-income
ratios, and finds that he cannot reject the presence of a unit root
in these series. But he is able to reject the null of a unit root in
the residuals of the regressions of real house prices on real per
capitaincomes, again using the LLC panel unit root test.'* However,
the testing procedure adopted by Malpezzi suffers from two main
shortcomings. The LLC’s critical values are not appropriate when
the panel unit root test is applied to residuals from first step
regressions, and perhaps more importantly, the LLC test does
not take account of possible cross-sectional dependence in the
regression errors and this could bias the test results.

Capozza et al. (2002) recognize this problem and try to control
for cross-sectional dependence by adding time dummies to their
error correction specifications. However, as Gallin (2006) points
out, local housing market shocks are likely to be correlated in ways
that are not captured by simple time effects. To allow for more
general error cross-sectional dependence, Gallin (2006) adopts a

12 Forarecent survey of the literature see Breitung and Pesaran (2008).

13 We also considered the test proposed by Moon and Perron (2004) which is
based on the t-ratio of a modified pooled OLS estimator using the de-factored panel
data. However, the test is asymptotically valid only when N/T — 0 as both N and
T go to infinity, and this implies that T may have to be much larger than N, which
does not seem appropriate for our application where N = 49 and T = 29.

14 1t is not clear if the panel unit root tests reported in Malpezzi are applied
to the levels of price-to-income ratios or to their logarithms. See Eq. (2) and the
discussions on pages 42 and 48 in Malpezzi (1999).
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bootstrap version of Pedroni’s 1999 residual-based cointegration
test procedure and concludes that “... even these more powerful
tests do not reject the hypothesis of no cointegration”. However,
the bootstrap approach, originally advanced in Maddala and Wu
(1999), is likely to be biased. The bootstrap test statistic is not
pivotal, and the bootstrap test has a finite sample error of the same
order as the asymptotic test. Secondly, as Maddala and Wu (1999)
show, the bootstrap procedure cannot eliminate size distortions
in finite samples, particularly in cases where T is small relative
to N. Also see Smith et al. (2004, p. 161-168) where they find
that the bootstrap panel unit root test tends to under-reject when
N = T = 25.They do not consider any experiments where N > T.
Furthermore, their Monte Carlo set-up does not deal with common
factor error structures, since they only consider designs where
the maximum eigenvalue of the error variance-covariance matrix
remains bounded in N." In Gallin’s application N (=95) is much
larger than T (=23), and due to the presence of common factors
the N x N error variance-covariance matrix is likely to be near
singular. Therefore, the bootstrap panel unit root tests reported by
Gallin can be subject to large size distortions.

Over the past few years a number of panel cointegration tests
have been proposed in the literature that attempt to take account
of error cross section dependence in their test procedures. These
include the tests proposed by Bai and Kao (2006), Banerjee and
Carrion-i-Silvestre (2006), Chang (2005), Gengenbach et al. (2006),
Groen and Kleibergen (2003), Nelson et al. (2005), Pedroni and
Vogelsang (2005) and Westerlund (2005). The tests by Groen and
Kleibergen, Nelson, Ogaki and Sul, and Westerlund are applicable
when N is small and T is large. For example, in their Monte Carlo
experiments Groen and Kleibergen and Nelson, Ogaki, and Sul
consider panels with N < 8 and T > 100. Westerlund considers
panels where N = 10 or at most 20 and T = 50 or 100.
The tests by Banerjee and Carrion-i-Silvestre, Chang, Pedroni and
Vogelsang, in principle, can deal with panels where N is reasonably
large, but they do not allow the unobserved common factors to
be correlated with the observed regressors, which is an important
consideration in our application. Bai and Kao allow for cross-
sectional dependence using the factor approach asin(3.2), but they
do not allow cross-sectional heterogeneity in the cointegrating
vector. Gengenbach et al. propose a sequential procedure where in
the first step unit root properties of the (extracted) common factors
and idiosyncratic components are investigated, and depending on
the outcomes non-cointegration of the common factors and/or the
idiosyncratic components are then investigated. To deal with the
joint nature of these tests, Gengenbach et al. suggest using the
Bonferroni procedure, but based on Monte Carlo simulations they
find the joint tests to be undersized. see Gengenbach et al. (2006,
Remark 4).16

Following Banerjee and Carrion-i-Silvestre, Chang, Gengenbach
et al., and Pedroni and Vogelsang, we adopt a two-stage procedure
to assess the possibility of cointegration between the log of
real house price (p;) and the log of real per capita disposable
income (y; ). But unlike these studies, in both stages we allow for
unobserved common factors that could potentially be correlated
with the observed regressors. In particular, using the pooled CCE
estimator we first estimate the residuals, il;; = pic — Bccgpy,-t —a;. As
noted earlier, the pooled estimate, f}CCEp, is consistent for 8 under
fairly general assumptions about the unobserved common factors,

15 See, for example, Chamberlain and Rothschild (1983) who show that in the
case of factor models in N variables and a fixed number of factors m, the largest
eigenvalue of the covariance matrix of the variables must rise with N. See also
Pesaran and Tosetti (2010).

16 For a more detailed review of this emerging literature, see, for example,
Breitung and Pesaran (2008).

f; (for example, irrespective of whether f; is I(0) or I(1)), and even
if the slope coefficients are heterogenous. We then apply panel
unit root tests to these residuals,!” allowing for cross-sectional
heterogeneity and cross-sectional dependence.® If the presence of
a unit root in i;'s can be rejected, we shall conclude that the log of
real house prices and the log of real per capita disposable incomes
are cointegrated with the pooled cointegrating vector given by

(1, —Bece) -
4. Preliminary data analysis

We begin our empirical investigation with a preliminary
analysis of spatial dependence at the USA State level, using data
on the growth of real house prices and incomes. Table 1 defines
the variables used. A more detailed description is provided in the
Data Appendix. We use annual data on the US States, excluding
Alaska and Hawaii, from 1975 to 2003. One of the features of the
data in which we are interested is the extent to which real house
prices are driven by fundamentals such as income, net cost of
borrowing and population growth. To explore spatial interactions
we calculate simple correlation coefficients between each State,
within and between correlations for the Bureau of Economic
Analysis (BEA) eight regions and finally the within and between
correlation coefficients for three geographical regions dividing the
USA into broadly the West, the Middle and the East (Table 2
shows the member States in each of these regions). The results are
summarized in Tables 3 and 4.

In Table 3 we tabulate within and between correlation
coefficients for the 8 BEA regions. The diagonal elements show
the within region average correlation coefficients. The off-diagonal
elements give the between region correlation coefficients. For
many regions the within region correlation is larger than the
between region correlation. But for some regions this is not so. For
example, the States of the Mid-East region are more correlated on
average with the States of New England than among themselves.
The States of the Great Lakes are more correlated with those of
the South East than they are among themselves. If we look at the
correlations at the level of three geographical areas, the within
correlations are always larger than the between, though the East
tends to be ‘closer’ in some sense to the Middle than the Middle
is to the West. Overall, real income growth is correlated across all
States in the USA.

In Table 4 we tabulate the spatial correlations for real house
prices. A similar picture to that for real incomes emerges.
Within region correlations are generally larger than the between
correlations, with the exception of New England and the Mid-East
and the South West and the Rocky Mountains. In contrast to the
results for real incomes there is a more noticeable spatial pattern.
The growth of real house prices in New England is hardly correlated
at all with States in the Rocky Mountains and the Far West, with
the correlations on average declining with distance. This pattern is
also clear when we look at the three broad geographical areas (The
West, the Middle and the East).

The regional groupings also disguise some interesting correla-
tions at the underlying State level. To save space, the State level
correlation coefficients for real income growth and real house price

17 ps Hy : B = 1cannot be rejected, as shown later, the panel unit root test of the
residual will be equivalent to testing for the presence of a unit root in p;; — y; with
State specific intercepts.

18 Abstracting from error serial correlation and deterministic components, we
assume that u; = pitli—1 + &ir, |pi] < 1, with & = me + &, where ¢ and
& are i.i.d. random variables which are independent of each other and both I(0).
Under the null of no cointegration, p; = 1 for all i. See Pesaran (2007).
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Table 1
List of variables and their descriptions.
Py g US State general price index (1980 = 1)
Py US State house price index (1980 = 1)
PD;; US State disposable income
POP;; US State population
RB; US nominal long term interest rate, RB; in percent
Dit Natural logarithm of the US State real house price index, pj; = 10g(Pi,n/Pit,g)
Vit Natural logarithm of the US State real per capita disposable income, y;; = 10g[PD;; /(POPjs x Pi¢)]
Tit US State real long term interest rate, ri; = RB; /100 — In(P;¢ ¢ /Pi ;—1,¢)
git US State population growth rate, g = log(POP;; /POP; ;1)
Cit US State real cost of borrowing net of real house price appreciation/depreciation, ¢;; = 1y — Ap;e

Notes: Annual data between 1975 and 2003 (T = 29) for 48 States and the District of Columbia. (N = 49). See the Data Appendix for the data sources and a detailed

description of the construction of the US State general price index.

Table 2
Regions and abbreviations.
East Middle West
Regions/States Abbrev. Regions/States Abbrev. Regions/States Abbrev.
New England region Great lakes region South-West region
Connecticut CT 1llinois IL Arizona AZ
Maine ME Indiana IN New Mexico NM
Massachusetts MA Michigan MI Oklahoma OK
New Hampshire NH Ohio OH Texas TX
Rhode Island RI Wisconsin WI
Vermont VT Rocky mountain region
Plains region Colorado co
Mid-East region Iowa 1A Idaho ID
Delaware DE Kansas KS Montana MT
District of Columbia DC Minnesota MN Utah uT
Maryland MD Missouri MO Wyoming wy
New Jersey NJ Nebraska NE
New York NY North Dakota ND Far West region
Pennsylvania PA South Dakota SD Alaska AK
California CA
South-East region Hawaii HI
Alabama AL Nevada NV
Arkansas AR Oregon OR
Florida FL Washington WA
Georgia GA
Kentucky KY
Louisiana LA
Mississippi MS
North Carolina NC
South Carolina SC
Tennessee TN
Virginia VA
West Virginia WV
Table 3

Average of correlation coefficients within and between regions first difference of log of real per capita real disposable income.

(i) Three geographical regions

East Middle West

East 0.55 = =

Middle 0.51 0.64 -

West 0.46 0.49 0.48
(ii) Eight BEA regions

New England Mid-East South East Great lakes Plains South West Rocky mountain Far West

New England 0.74 - - - - - - -
Mid-East 0.58 0.57 - - - - - -
South East 0.48 0.50 0.61 - - - - -
Great lakes 0.54 0.56 0.70 0.85 - - - -
Plains 0.33 0.34 0.50 0.59 0.61 - - -
South West 0.38 0.46 0.54 0.60 0.46 0.45 - -
Rocky mountain 0.24 0.38 0.44 051 0.39 0.49 0.48 -
Far West 051 0.51 0.56 0.66 0.44 0.50 0.41 0.68

Notes: See Table 2 for the regions. The figures are average of sample pair-wise correlation coefficients.

growth are not included in this paper, but are available upon re-
quest. Real income growth in California is more closely correlated
with many States that are geographically very distant. This reflects
the common factors driving economic development in different

parts of the USA, such as the growth of aerospace, information
technology, etc., that stimulate growth in different States. For real
house prices the average correlation coefficient between States is
0.39 compared to 0.51 for real incomes. There are also some un-
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Table 4
Average of correlation coefficients within and between regions first difference of log of real house prices.
(i) Three geographical regions
East Middle West
East 0.48 - -
Middle 0.42 0.65 -
West 0.19 0.45 0.50
(ii) Eight BEA regions
New England Mid-East South East Great lakes Plains South West Rocky mountain Far West
New England 0.80 - - - - - - -
Mid-East 0.68 0.66 - - - - - -
South East 0.40 0.32 0.52 = = = = =
Great lakes 0.40 0.35 0.57 0.81 - - - -
Plains 0.27 0.20 0.53 0.62 0.61 - - -
South West 0.07 —0.05 0.35 0.28 0.39 0.52 - -
Rocky mountain —0.03 —0.11 0.40 0.52 0.53 0.57 0.70 =
Far West 0.13 0.17 0.29 0.52 0.42 0.31 0.46 0.57
Notes: See Table 2 and the notes to Table 3.
Table 5 . ) variables. The results are reasonably robust to the choice of the
Residual cross correlation of ADF(p) regressions. augmentation order, p. For real incomes and net cost of borrowing,
Average cross correlation coefficients (7) 0 is estimated to be around 40% and 30%, respectively, whilst for
ADF(1) ADF(2) ADF(3) ADF(4) real house prices it is much lower and the estimate stands at 20%.
0411 0379 0337 0317 This largely reflects the national character of changes in incomes
z . 0206 0200 0208 0194 and net cost of borrowing as compared to real house prices that
g;f 0.090 0.080 0081 0076 are likely to be affected by State specific effects such as population
Cit 0.309 0.295 0.281 0.283 growth. The results are also in line with the pair-wise correlations
. of the raw data discussed above and confirm the existence of a
CD test statistics . . .
greater degree of cross State correlations in the case of real incomes
ADE(1) ADF(2) ADE(3) ADF(4) as compared to real house prices.
Vit 68.98 63.73 56.61 53.21 The CD test statistics, also reported in Table 5, clearly show that
Pit 34.62 33.55 35.00 32.52 the cross-correlations are statistically highly significant, and thus
Sit 15.16 13.52 13.64 12.71 invalidate the use of panel unit root tests, such as the IPS test, that
Cit 50.84 48.54 46.22 46.55

Notes: pth-order Augmented Dickey-Fuller test statistics, ADF(p), for y;, pit, 8 and
¢ = iy — Ap;e are computed for each cross section unit separately. For y;; and
pit, an intercept and a linear time trend are included in the ADF(p) regressions, but
for gi; and c;; only an intercept is included. The values in ‘average cross correlation
coefficients’ are the simple average of the pair-wise cross section correlation
coefficients of the ADF(p) regression residuals. p = [2/N(N — 1)] Zf':’]] Z}V:m Dij
with p;; being the correlation coefficient of the ADF(p) regression residuals between
ith and jth cross section units. CD = /2T/N(N — 1) Y ;' Zj"\l:m i, which tends
to N(0, 1) under the null hypothesis of no error cross-sectional dependence.

usual correlations at the individual State level. Real house price
growth in California, for example, is more closely correlated with
Washington DC and Maryland (0.86 and 0.73 respectively) than
with New York (0.16) or Oregon (0.25).

Overall, there is more evidence in the raw data of a possible
spatial pattern in real house prices than in real incomes, but there
are also a number of between-State correlations that appear to be
independent of spatial patterns.

In the next section we discuss the results of statistical tests and
the estimation of the model.

5. Econometric evidence
5.1. Panel unit root tests results

The extent of cross-sectional dependence of the residuals from
ADF(p) regressions of real house prices, real incomes, population
growth and net cost of borrowing across the 49 States over the
period 1975-2003 are summarized in Table 5. Foreachp =1, 2, 3
and 4 we computed average sample estimates of the pair-wise
correlations of the residuals, which we denote by p. To capture the
trended nature of real incomes and real house prices, we run the
ADF regressions with linear trends, but included an intercept only
in the regressions for population growth and net cost of borrowing

do not allow for error cross-sectional dependence. Therefore, in
what follows we shall focus on Pesaran’s CIPS tests.!®

The CIPS test results, summarized in Table 6, show that for
population growth and net cost of borrowing the unit root
hypothesis is convincingly rejected. For p; and y; the unit root
hypothesis cannot be rejected if the trended nature of these
variables are taken into account. This conclusion seems robust
to the choice of the augmentation order of the underlying CADF
regressions. We proceed taking y;; and p; as I(1), and ¢; and g;; as
1(0) variables.

5.2. The income elasticity of real house prices

To test for possible cointegration between p; and y;, we first
estimate the following fairly general model

pif:ai+ﬁiyif+ui[5 i:],z,...,N;t:],z,...,T, (5-1)
where
m
Uy = Z Yiefer + &ir- (5.2)
(=1

19 we also conducted Moon and Perrons’s ty. The application of the t; test requires
an estimate of m, the number of common factors. We tried the various selection
criteria proposed in Bai and Ng (2002), all of which require starting from an assumed
maximum value of m, denoted by mp,y. But the outcomes did not prove to be
satisfactory, in the sense that the choice of m often coincided with the assumed
maximum number of factors, mpx. In view of this we computed the t; test statistics
for various values of m in the range of 1-4. For changes in real incomes and real
house prices, the t; test rejects the unit root hypothesis, but for the levels of these
variables the test results depend on whether linear trends are included or not. In
the case of house prices the test outcomes also depend on the assumed number
of factors. For population growth and the net cost of borrowing, the test results
convincingly reject the unit root hypothesis. As the Moon and Perron test is valid
only when T is much larger than N, we believe that the CIPS test results are more
reliable for our data. Detailed results are available from the authors upon request.
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Table 6 Table 7
Pesaran’s CIPS panel unit root test results. Estimation result: income elasticity of real house price: 1975-2003.
With an intercept MG CCEMG CCEP
CADF(1) CADF(2) CADF(3) CADF(4) a 3.85 —0.11 0.00
(0.20) (0.26) (0.24)
AYir —2.61° —2.39? —2.422 —2.342 B 0.30 1.14 1.20
Apie —2.28° —1.86 —1.76 —1.81 _ (0.09) (0:20) (0:21)
Yie —2.522 —2.442 —2.392 —2.492 Average cross correlation coefficient (p) 0.38 0.024 0.003
Dit —2.56% —2.442 —2.832 —2.84% CD test statistic 71.03 4.45 0.62
8it _2~76: _229; —2.20° —1.97 Notes: Estimated model is py = o+ Biyic +ui.. MG stands for mean group estimates.
Cit —2.14 —2.06 —2.00 —195 CCEMG and CCEP signify the cross correlated effects mean group and pooled
With an intercept and a linear trend estimates, respectively. @ = N~! ZL @&; for all estimates, and 8 = N~! Z,’Ll Bi
for MG and CCEMG estimates. Standard errors are given in parentheses; see
CADK(1) CADF(2) CADF(3) CADF(4) Section 3 for more details. The ‘average cross-correlation coefficient’ is computed
Vit —251 —2.22 —224 —2.09 as the simple average of the pair-wise cross section correlation coefficients of the
Die —2.18 —2.02 —2.27 —2.30 regression residuals, namely p = [2/N(N —1)] ZlNz_ll ZJN:,-H Pij» with py being the

Notes: The reported values are CIPS(p) statistics, which are cross section averages
of Cross-sectionally Augmented Dickey-Fuller (CADF(p)) test statistics (Pesaran,
2007); see Section 3 for more details. The relevant lower 5% (10%) critical values
for the CIPS statistics are —2.11 (—2.03) with an intercept case, and —2.62 (—2.54)
with an intercept and a linear trend case. ¢; = riy — Apj;, which is the real cost of
borrowing net of real house price appreciation/depreciation.

¢ Signifies that the test is significant at the five percent level.

b Signifies that the test is significant at the ten percent level.

In view of discussion in Section 3, the common correlated effect
(CCE) estimators are consistent regardless of f;; being stationary
or non-stationary, so long as &; is stationary and m is a finite
fixed number (see Pesaran, 2006; Kapetanios et al., 2009). To show
the importance of allowing for the unobserved common factors
in this relationship, we also provide naive estimates of §;, i =
1,2,..., N (and their mean) that do not allow for cross-sectional
dependence by simply running OLS regressions of p;; on y;. The
common correlated effects (CCE) estimators are based on the cross
section augmented regressions

Pic = o + Byic + dioy, + dirp; + e, (5.3)

where y; and p, denote the simple cross section averages of y;
and p; in year t. The results are reported in Table 7. The first
column gives the naive mean group estimates. These suggest a
small coefficient on income of only 0.30 (0.09), and considerable
cross-sectional dependence.?’ The other two columns report the
common correlated effects mean group (CCEMG) and the common
correlated effects pooled (CCEP) estimates. The coefficient on
income is now significantly larger and the residual cross-sectional
dependence has been purged with the average error cross-
correlation coefficient, p, reduced from 0.38 for the MG estimates
t0 0.024 and 0.003 for the CCEMG and CCEP estimates, respectively.
The CCEMG and CCEP estimates of 8 (the mean of §;) are 1.14
(0.20) and 1.20 (0.21), respectively, and the hypothesis that § = 1
cannot be rejected. Therefore, the long-run relation to be tested for
cointegration is given by

Uit = Pie — Yir — i,

~ — T
where & =T~ 'Y, (pic — Yir)-
5.3. Panel cointegration test results

The residuals i; defined above can now be used to test the
null of non-cointegration between p; and y;. Note that the CCE
estimates are consistent irrespective of whether f; are 1(0), I(1)
and/or cointegrated. The presence of f; also requires that the panel
unit root tests applied to i; should allow for the cross-sectional
dependence of the residuals. The extent to which these residuals
are cross-sectionally dependent can be seen from the average

20 The figure in bracket is the standard error of the estimate.

correlation coefficient of the regression residuals of the i and j cross section units.
The CD test statistic is [TN(N — 1)/2]1/2 0, which tends to N(0, 1) under the null
hypothesis of no error cross-sectional dependence.

cross-correlation coefficients of ii;;, within and between the eight
BEA regions, which are reported in Table 8.

We computed CIPS(p) panel unit root test statistics for p;; — yit,
including State specific intercepts, for different augmentation and
lag orders, p = 1,2, 3 and 4, and obtained the results, —2.16,
—2.39, —245, and —2.29, respectively. The 5% and 1% critical
values of the CIPS statistic for the intercept case with N = 50
and T = 30 are —2.11 and —2.23, respectively. The results suggest
rejection of a unit root in p;; — y; for all the augmentation orders
at 5% level and rejection at 1% level in the case of the augmentation
orders 2 and more.?!

5.4. Panel error correction specifications

Having established panel cointegration between p; and yj,
we now turn our attention to the dynamics of the adjustment of
real house prices to real incomes and estimate the panel error
correction model:

Apie = otj + ¢i(Pit—1 — Yie—1) + 81iAPit—1 + 82 Ayie + vie. (5.4)

The coefficient ¢; provides a measure of the speed of adjustment
of house prices to a shock. The half life of a shock to p; is
approximately —In(2)/In(1 + ¢;).

To allow for possible cross-sectional dependence in the errors,
vir, we computed CCEMG and CCEP estimators of the parameters,
as well as the mean group (MG) estimators that do not take
account of cross-sectional dependence, as a benchmark. The
former estimates as computed by OLS regressions of Ap; on
1, (Di.t—1 — Yit—1), Apit—1, Ayir, and the associated cross section
averages, (pr—1 — Yt-1), AY;, Ap;, and Ap,_;. The results are
summarized in Table 9. The coefficients are all correctly signed.
The CCEMG and CCEP estimators are very close and yield error
correction coefficients given by —0.183(0.016) and —0.171(0.015)
that are reasonably large and statistically highly significant. The
average half life estimates are around 3.5 years, much smaller
than the half life estimates of 6.3 years obtained using the MG
estimators. But the MG estimators are likely to be biased, since
the residuals from these estimates show a high degree of cross-
sectional dependence. The same is not true of the CCE-type
estimators.

In a number of experiments we also included the population
and the cost variables, g;;—1 and ¢;;—1 = ri;—1 — Api;—1, in the

21 we also conducted Moon and Perrons'’s t; test for iy, with an intercept. For the
same reason given in footnote 19, t; test statistics are computed for different values
of m = 1, 2, 3, and 4. The corresponding statistics were —3.95, —2.82, —3.50, and
—4.28, respectively. Thus, the Moon-Perron test also strongly reject the null of no
cointegration between p;; and y;.
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Table 8
Average residual cross correlation coefficients within and between eight BEA geographical regions — il;; = pir — yir — @;.
New England Mid-East South East Great lakes Plains South West Rocky mountain Far West

New England 0.62 - - - - - - -
Mid-East 0.56 0.45 - - - - - -
South East 0.18 0.29 0.95 - - - - -
Great lakes 0.04 0.21 0.75 0.82 - - - -
Plains 0.10 0.24 0.92 0.80 0.93 - - -
South West 0.07 0.17 0.90 0.63 0.87 0.94 - -
Rocky mountain —0.23 —0.08 0.70 0.70 0.77 0.75 0.86 -
Far West —0.12 —0.01 0.03 0.25 0.13 0.06 0.24 0.21

Notes: @; = T~! Z[T:1 (pit — Yir)- See also Table 2 for the abbreviations of the regions and notes to Table 3.

Table 9
Panel error correction estimates without net cost of borrowing and population
growth: 1977-2003.

Apit MG CCEMG CCEP
Dit—1 — Yit—1 —0.105 —0.183 —-0.171
(0.008) (0.016) (0.015)
Apit—1 0.524 0.449 0.518
(0.030) (0.038) (0.065)
Ayie 0.500 0.277 0.227
(0.040) (0.059) (0.063)
Half life 6.248 3.429 3.696
R? B 0.54 0.70 0.66
Average cross correlation coefficients (p) 0.284 —0.005 —0.016
CD test statistics 50.60 —0.84 —2.80

Notes: The State specific intercepts are estimated but not reported. MG stands for
mean group estimates. CCEMG and CCEP signify the cross correlated effects mean
group and pooled estimates, respectively. Standard errors are given in parentheses.
The R? for the MG and CCEP estimators are defined by (3.14) and (3.15), respectively.
The half life of a shock to p;; is approximated by — In(2)/ In(1 + <2>) where &) is the
pooled estimates for the coefficient on p; ;1 — yi¢—1. Also see the notes to Table 7.

error correction model (see Table 10). As predicted by the theory,
we found a significant negative effect for the c;;_; variable, and
a positive significant effect for the population growth variable,
8i.r—1.Infact we could not reject the hypothesis that the short-term
elasticity of changes in real house prices to population growth is
around unity. This is in line with the supposition that State level
population growth acts as a proxy for short run supply factors.

Since all the cross section variations in the real interest rates
are due to the inflation variable (the long run nominal interest rate
being a national variable which does not vary across the States),
the inclusion of ¢; ;1 in the error correction model renders Ap; ;4
statistically insignificant. Nevertheless, judging by the average fit
of the various panel regressions reported in Table 10, ¢; ;1 yields
a better fit as compared to Ap;;_1, and is therefore to be preferred
on theoretical grounds.

5.5. Testing for spatial autocorrelation

The previous analysis provided consistent estimates of the
cointegrating relationship between real house prices and real
incomes. In this section we turn to the estimation of spatial
patterns based on the estimation of a spatial weighting matrix
that is commonly used in the literature. We investigate the error
structure (5.2), based on 4; = p; — yi — @;. Our aim is to
distinguish between strong dependence which is captured by the
common factors in (5.2) and the remaining dependence across the
idiosyncratic components, &;, that capture weak dependence in
the overall residuals, u;. These idiosyncratic factors reflect forms
of local dependence that are spatial in nature.?

22 pesaran and Tosetti (2010) show that most spatial models considered in the
literature represent forms of weak dependence.

To investigate possible spatial patterns in the residuals, a
multi-factor decomposition of i;; is required. We considered the
following specification

m

ﬁi[ = Z ?i&flr + gifv (5-5)
=1

where fgt, ¢ = 1,2,...,m are the common factors and j;, are

the associated factor loadings. We experimented with different
values of m = 1, 2, 3, and estimated the factors by the principle
components. The idiosyncratic components, ;;, are then computed
as residuals from the OLS regressions of i1, on the estimated factors
over the period 1975-2003 for each i.2

To investigate the strength of spatial dependence in the
idiosyncratic components, for each m we estimated the following
standard spatial lag model in &; (Cliff and Ord, 1973)

N
Be =V ) sifi + vie, (5.6)
j=1
where v is a spatial autoregressive parameter, and wy is the
generic element of the N x N spatial weight matrix S, and v;; ~
i.i.d. N(0, o2). The log-likelihood function of this model is given

by
NT

t=-(5

) In(0?) + Tln|ly — S|

1 &
" 307 ; & — ¥S&) & — ¥SE)
where & = (8y, &y, ..., &n), and in our application N = 49
and T = 29.%* For S, following the approach of Anselin, we used a
contiguity criterion and assigned s; = 1 when State i and j share a
common border or vertex, and s; = 0 otherwise.”® The maximum
likelihood (ML) estimates of i together with their standard errors
givenin brackets form = 1, 2and 3are 0.653(0.022),0.487 (0.027)
and 0.298 (0.033), respectively.?® All the estimates are highly
significant and as is to be expected, the magnitude of the spatial
parameter declines with the number of factors. Nevertheless, even
with 3 factors there is strong evidence that local dependence in the

23 We also tried to estimate the number of factors, m, using the information
criteria (IC) proposed by Bai and Ng (2002). But, as in the case of the results reported
in footnote 19, the IC procedure always ended up choosing the assumed maximum
number of factors, even if myax was set to 6.

24 gor computation details of maximum likelihood estimation, see Anselin et al.
(2008) and references therein.

25 The data on contiguity are obtained from Luc Anselin’s web site at:
http://sal.uiuc.edu/weights/index.html.

We also computed generalised method of moments estimates proposed by
Kelejian and Prucha (1999). These yielded very similar results to the maximum
likelihood estimates. We are grateful to Elisa Tosetti for carrying out the
computations of the spatial estimates.
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Table 10
Panel error correction estimates with net cost of borrowing and Population growth: 1977-2003.
Apit MG CCEMG CCEP
Pito1 — Yit1 —0.117 —0.114 -0.148 —0.138 —0.275 —0.219 —0256 —0.215 —0242 —0.208 —0.242 —0.195
(0.013) (0.009) (0.010) (0.009) (0.021) (0.020) (0.019) (0.017) (0.021) (0.017) (0.021) (0.017)
Api i1 0.481 0444 - = —0.061 —0.114 - = —0.015 —0.134 - =
(0.079) (0.071) (0.098) (0.126) (0.058) (0.125)
Ay 0.533 0544 0.669 0.679 0284 0272 0332 0309 0272 0258 0290  0.272
(0.045) (0.045) (0.047) (0.047) (0.067) (0.063) (0.057) (0.056) (0.046) (0.052) (0.064) (0.060)
Cit1 0.057 —0.053 —0.375 —0.438 —0.301 —0.524 —0.269 —0.492 —0.308 —0.583 —0.304 —0.553
(0.071) (0.056) (0.034) (0.027) (0.116) (0.126) (0.044) (0.036) (0.101) (0.113) (0.080) (0.054)
M1 1.189 - 1211 - 1312 - 1.709 - 1.020 - 0.931 =
(0.331) (0.331) (0.532) (0.532) (0.318) (0.381)
Half Life 5.57 5.73 433 467 2.16 2.80 2.34 2.86 2.50 2.97 2.50 3.12
R? 0.57 0.54 0.53 0.50 0.78 0.73 0.76 0.71 0.72 0.68 0.71 0.67
Al/erage cross correlation coefficients 0.286 0.293 0.346 0.339 —0.009 0.002 —0.005 -0.005 -0.017 -0.016 —-0.015 —0.015
(p)
CD test statistics 5096 5221 6165 6041 —160 0.36 0.89 0.89 —303 —285 267 2.67
See the notes to Table 9. ¢;; = r;y — Apjr, which is the real cost of borrowing net of real house price appreciation/depreciation.
form of a spatial dependence between contiguous States in the USA Table 11 )
is present in the data. Factor loading estimates.
We also checked the spatial estimates to see if they are robust Pie — Yie) @ — ¥ Pic — Yie) @ — Yo
to p0551.ble dlfferen_ces in the error variances across_the State;, by Connecticut 0.35(0.23) Indiana 1.14* (0.05)
estimating the spatial model using standardized residuals defined Maine 0.29* (0.15)  Michigan 0.54* (0.17)
X 2 e o T ~2 . . Massachusetts —0.63* (0.24) Ohio 1.01* (0.09)
by & = &u/s;, where s; = /%_,&/T. We obtained slightly New Hampshire 0.81"(0.22)  Wisconsin 0.98" (0.12)
larger estimates for i, namely 0.673 (0.021), 0.513 (0.027) and Rhode Island —0.11 (0.24) lowa 1.55* (0.11)
0.393 (0.030), for m = 1, 2, and 3, respectively. These estimates Vermont 073 (@19)  Leusss LIE (TG
confirm a highly significant and economically important spatial DEEITEIS . 0.32°(0.11)  Minnesota 1.207(0.09)
dependence in real house prices in the USA, even after controllin District of Columbia 0.547(0.18) - Missouri 1.37°(0.04)
p r use p ) BV g Maryland 0.62* (0.10)  Nebraska 1.57* (0.10)
for State specific real incomes, and after allowing for a number of New Jersey —0.04 (0.20) North Dakota 2.00% (0.15)
unobserved common factors. New York —0.39% (0.20) South Dakota 1.39* (0.08)
Pennsylvania 0.65* (0.13) Arizona 1.02* (0.07)
5.6. Factor loading estimates across states Alabama 1.727(0.09)  New Mexico 0.95* (0.12)
Arkansas 1.77* (0.10) Oklahoma 2.10* (0.17)
. Florida 1.44* (0.08) Texas 2.12*(0.18)
We'have shown that thg common correlated faffects estimators - 143* (0.08)  Colorado 0.80° (0.17)
are quite successful in taking out the cross-sectional dependence Kentucky 1.21* (0.06)  Idaho 1.19% (0.11)
by the use of a multifactor error structure where the unobserved Louisiana 2.03* (0.15)  Montana 0.75* (0.16)
common factors are proxied by filtering the individual-specific Mississippi 2.09"(0.13)  Utah 0.68" (0.19)
regressors with cross-section aggregates. However, the sensitivity NO“E Cam{!na 12 (011) W3]/_°fmm$ 132" (1)
of the ith unit, in this case a State, to the factors will vary so the St Gl L @) Elisa —EN(02)
f loadi diff h . . btai Tennessee 1.53* (0.08) Nevada 0.84* (0.11)
actor loadings differ over the cross section units. We can obtain Virginia 0.91* (0.09)  Oregon 0.37 (0.25)
an idea of these differential factor loadings if we regress p;: — yi West Virginia 2.08* (0.11)  Washington ~0.12(0.17)
onp, —y;, and a constant. These regressions are reminiscent of the Illinois 0.71* (0.11)

Capital Asset Pricing regressions in finance where individual asset
returns are regressed on market (or average) returns.

The results, summarized in Table 11, show an interesting
pattern in the loadings on the factor (p, —y,). The States are
ordered by the BEA’s regions. By construction, the cross section
average of the estimated coefficients on (p, —Y,) is unity, and
the cross section average of the intercepts is zero. New England
and the Mid-East States all have loadings of less than one, while
all of the South-East States, with the exception of Virginia, have
factor loadings that are greater than one. This is also true for
the States in the Plains region and the South-West region. The
Far West region States all have loadings less than 1 also. But
strikingly, there are a number of States that have a zero, or even a
negative loading—Massachusetts, Rhode Island, Connecticut, New
Jersey, New York, California, Oregon and Washington. In the case
of Massachusetts, New York, and California, the loadings are
negative, sizeable and statistically significant. These are all States
that in the last 25 years have been particular beneficiaries of new
technologies. These innovations interacting with restrictions on
new residential buildings have resulted in real house prices in
these regions deviating from the average across US States over
a relatively prolonged period. This naturally raises the issue of
whether these exceptional patterns are likely to be sustainable.
Recent evidence on house prices and incomes can shed some light
on this issue.

Notes: Reported figures are estimated slope coefficients on (p, — y,) of regressions
of (pit — i) on (p, — ¥, ). Standard errors are given in parentheses. By construction,
the cross section average of the estimated slope coefficients is unity, and the cross
section average of the intercepts is zero (not reported). The negative slope estimates
are in bold, and statistically significant slopes are denoted by .

5.7. US house prices since 2003

Our analysis suggests that even if house prices deviate from
the equilibrating relationship because of State-specific or common
shocks, they will eventually revert. If house prices are above
equilibrium they will tend to fall relative to income, and vice
versa if they are above equilibrium. Of course, because there is
heterogeneity across States, a particular State need not be in the
same disequilibrium position as other States. But on average the
change in the ratio of house prices to per capita incomes should be
zero, consistent with a cointegrating relationship, for T sufficiently
large.

The process of house price boom that had started in the USA
in early 2000 accelerated during 2003-2006 which some have
interpreted as a bubble. Over the period 2000-2006 the average
(unweighted)rise in US house prices was 46%, as compared to a 25%
rise in income per capita. However, the price increases relative to
per capita incomes have been quite heterogeneous. While house
prices over the period 2000 to 2006 rose by 67% in Virginia, 73%
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Fig. 1. Log ratio of house prices to per capita incomes over the period 1976-2007 for the 49 States of the USA. Note: figures are computed as p;: — yj.
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Fig. 2. Percent change in house prices to per capita incomes across the US States over 2000-2006 as compared to the corresponding ratios in 2007. Note: Figures are the

average of A(pi — yir) over the specified period for each state/district.

in Arizona and 92% in the District of Columbia, they rose by only
20% in Indiana and 21% in Ohio. These differences were much
more pronounced that the rise in income per capita in these States
(respectively 26%, 23%, 40%, 20% and 19%). Individual States can
move about the average because the driving variables are behaving
differently or because the initial disequilibrium is different. The
extent of the heterogeneity in the disequilibrium, as measured by
the time profile of the logarithm of price-income per capita over
the full sample, 1976-2007, for all the 49 States is displayed in
Fig. 1. It is interesting that the excess rise in house prices tends
to be associated with increased dispersion in the log price-income
ratios, which begins to decline with moderation of house price rises
relative to incomes. This fits well with the development of house
prices in 2007, where prices rose only by 4% as compared to a rise
in per capita income of 5%. The range of house price changes across
States was also narrowed down substantially. In fact, in the case of
the five States mentioned, the price-income ratio declined by 1% in
Virginia, 2% in Arizona, 0% in District of Columbia, —2% in Indiana,
and 4% in Ohio.

If we calculate the average change in the log ratio of house
prices to per capita income for each State over the period
2000-2006, and compare it to the average change in the ratio for
2007, it is to be expected that if a state on average is above its
equilibrium before 2006 that the average change after 2006 should
be negative, and vice versa otherwise. The results are plotted in
Fig. 2. We find that of 49 States, 32 States have an average change
in 2007 that is the opposite sign to the average for 2000-2006.
Moreover, if we look at the correlation between the change in the
ratio in 2007, when the house price boom began to unwind, and
the average change in the ratio of house prices to per capita income
over the preceding price boom period, 2000-2006, the correlation
coefficient is —0.42.

6. Concluding remarks

This paper has considered the determination of real house
prices in a panel made up of 49 US States over 29 years,
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Table A.1
Description of the construction of State level price indices.
State/Region Name of city/Region used Missing data Base of projection
District of Columbia Washington, Washington-Baltimore 1998-2003 Merge of Washington-Baltimore
Alabama Atlanta - -
Arkansas Dallas - -
Arizona San Diego - =
California Los Angeles - -
Colorado Denver - -
Connecticut New York - -
Delaware Philadelphia = =
Florida Miami 1975-1977 US average
Georgia Atlanta - -
Towa Minneapolis - -
Idaho Seattle - -
Mllinois Chicago - -
Indiana Chicago - -
Kansas Kansas city - =
Kentucky Kansas city - -
Louisiana New Orleans 1975-1986, 1998-2003 US average
Massachusetts Boston - -
Maryland Baltimore, Washington-Baltimore 1998-2003 Merge of Washington-Baltimore
Maine Boston - -
Michigan Detroit - -
Minnesota Minneapolis - -
Missouri ST Louise - -
Mississippi New Orleans 1975-1986, 1998-2003 US average
Montana Seattle - -
North Carolina Washington, Washington-Baltimore 1998-2003 Merge of Washington-Baltimore
North Dakota Minneapolis - -
Nebraska Kansas city - -
New Hampshire Boston - -
New Jersey New York - -
New Mexico Denver - -
Nevada San Francisco - -
New York New York - -
Ohio Cleveland - =
Oklahoma Dallas - -
Oregon Portland - -
Pennsylvania Pittsburgh - -
Rhode Island Boston - -
South Carolina Atlanta - -
South Dakota Minneapolis - -
Tennessee Cincinnati - -
Texas Houston - -
Utah Denver - -
Virginia Washington, Washington-Baltimore 1998-2003 Merge of Washington-Baltimore
Vermont Boston - -
Washington Seattle - -
Wisconsin Milwaukee - -
West Virginia Washington, Washington-Baltimore 1998-2003 Merge of Washington-Baltimore
Wyoming Denver - -

where there is a significant spatial dimension. An error correction
model with a cointegrating relationship between real house
prices and real incomes is found once we take proper account
of both heterogeneity and cross-sectional dependence. We do
this using recently proposed estimators that use a multifactor
error structure. This approach has proved useful for modelling
spatial interactions that reflect both geographical proximity and
unobservable common factors. We also provide estimates of
spatial autocorrelation conditional on up to three common factors
and find significant evidence of spatial dependence associated with
contiguity.

Overall, our results support the hypothesis that real house
prices have been rising in line with fundamentals (real incomes),
and there seems little evidence of house price bubbles at the
national level. But we also find a number of outlier States:
California, New York, Massachusetts, and to a lesser extent
Connecticut, Rhode Island, Oregon and Washington State, with
their log house price income ratios either unrelated to the national
average or even moving in the opposite direction. It is interesting
that these are the States that over the past 25 years have been
pioneer and major beneficiaries of technological innovations in
media, entertainment, finance, and computers.

Appendix. Data Appendix

The data set are annual data 1975-2003 and cover 48 States
(excluding Alaska and Hawaii), plus the District of Columbia. The
US State level house price index (P; ;) are obtained from the Office
of Federal Housing Enterprise Oversight. The US State level data
of disposable income (PD;;) and the State population (POP;;) are
obtained from the Bureau of Economic Analysis. When only the
quarterly data are available, annual simple averages of the four
quarters are used.

As there is no US State level consumer price index (CPI), we
constructed State level general price index, Py 4, based on the
CPIs of the cities/areas. The reasoning is summarized in Table A.1.
Briefly, we choose the large cities/area of the State or next to the
State which have their own CPIs, which are available from the
Bureau of Labor Statistics (BLS). Note that this procedure allows
multiple States to share a common price index. When the State
price index have missing data, they are replaced with the US CPI
average or the average of Washington-Baltimore, according to
their locations.

The long-term interest rates, RB;, which are simple annual
averages of quarterly data, are taken from the Fair Model database.
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