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Introduction

Increasing and Polarizing Housing Prices in Major Cities

@ Rising and increasingly polarized housing prices have been observed
worldwide for decades. Many studies have examined their causes from both
micro- and macroeconomic perspectives.

o e.g., economic growth, low interest rates, regulatory policies, wealth
polarization, - - -

@ However, most studies do not fully explain spatial housing price
disparities.

@ An alternative explanation is the “superstar mechanism” proposed by
Gyourko et al. (2013), which highlights the interaction between excess
demand and limited supply in superstar cities.

o Superstar cities attract strong housing demand due to superior security,
education, and living environments, while their supply is limited and difficult
to expand.

o Economic development and income polarization have increased the number
of high-income individuals, leading to substantial housing price surges,
especially in superstar areas.
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Introduction

Fiscal Policy and Housing Prices
@ In Korea, housing prices also rose sharply during the 2000s, coinciding with
periods of expansionary fiscal policy. Fiscal policy may have been an
important driver on the demand side. Does it boost housing asset price?
o Housing prices surged notably during the first and fourth administrations,
both characterized by strong fiscal expansion.
o Anecdotally speaking, some believe that fiscal policy may have played a
significant role in boosting housing demand, although theoretical and
empirical evidence has so far been limited.

Real Housing and Apartment Price Indices in Seoul and Nationwide (KB)
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Introduction

Existing Fiscal Literature Failed to Explain Housing Prices

@ Counter-cyclical fiscal policy
o New Keynesian view: expansionary fiscal policy is effective in boosting
short-run aggregate demand (Feldstein, 2009).
o Opposing view: fiscal policy is less effective or neutral (Barro and Redlick,
2011).

@ Ricardian Equivalence vs. Neoclassical Crowding-Out Effect
o Under the crowding-out effect, higher government spending raises interest
rates, which can lower housing prices (Feldstein, 2009).
@ Studies by type of fiscal spending

o Distinguish between productive (e.g., infrastructure, education, health,
social security) and non-productive (e.g., defense) fiscal spending
(Aschauer, 1989).

@ Fiscal Theory of the Price Level (FTPL)
o FTPL provides a theoretical link between fiscal policy and prices, but it
primarily explains inflation, not housing prices.
o Moreover, there is little evidence supporting fiscal inflation in Korea.
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Introduction

Existing Housing Literature Failed to Explain the Positive Relationship btn
Fiscal Policy and Housing Asset

@ Microeconomic Approach
o Hedonic price models identify the determinants of individual housing prices
(e.g., size, quality, location) using micro-level data (Rosen, 1974).

@ Macroeconomic Approach
o VAR models have been used to examine the relationship between housing
prices and macroeconomic variables.
@ — Monetary policy shocks (e.g., Ahearne et al., 2005)
@ — Fiscal policy shocks (e.g., Afonso and Sousa, 2009)
o These studies establish empirical relationships but fail to explain the
channels through which fiscal policy affects housing prices.

@ Alternative Approach: Superstar Mechanism
o Excess demand and inelastic supply in superstar cities drive price divergence
(Gyourko et al., 2013).
o Ultimately, the law of demand and supply explains the sharp price
increases in major areas. We aim to link this mechanism to fiscal policy.
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Introduction

What We Do

@ We provide evidence that expansionary fiscal spending has increased
housing prices.

o This effect was most pronounced in Seoul, under administrations that
pursued vigorous fiscal expansion.

@ We offer a theoretical interpretation by combining a weak version of the
Fiscal Theory of the Price Level (FTPL) with the superstar mechanism.
o Weak version FTPL (Sim and Lee, 2025): Sudden large-scale government
bond issuance to finance fiscal expansion raises pressure on interest rates.
The central bank’s intervention to stabilize the market leads to liquidity
(M2) expansion.
o Superstar Mechanism (Gyourko et al., 2013): In superstar cities with
inelastic supply and excess demand, even small demand shocks can trigger
sharp price increases.
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Introduction: Summary of Sim

Fiscal Spending — Liquidity Expansion
@ Empirical Finding: A strong and robust positive relationship exists between
debt-financed fiscal spending and liquidity (M2) in Korea, even after
controlling for monetary policy effects.

@ Transmission Mechanism:
o Debt-financed fiscal expansion puts upward pressure on market interest rates.
o To maintain the policy rate (Taylor rule), the central bank intervenes
through bond purchases or reduced sterilization, leading to passive
liquidity expansion.
o This mechanism works without explicit fiscal inflation and reflects indirect
fiscal monetization.

@ Implication for Housing:
o Increased liquidity has well-known asset price effects; fiscal shocks
contribute to liquidity growth, which likely underlies recent sharp increases
in Korean housing and asset prices.
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Expansionary Fiscal Policy

Total Expenditure/GDP and Transfers/GDP

@ Periods of fiscal expansion under the first and fourth administrations
coincided with sharp increases in housing prices in Seoul.

@ As overall fiscal spending increased, the share of transfer expenditures in
total spending also rose significantly.
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Low Interest Rates and Liquidity

Interest Rates and Liquidity

@ The sharp rise in housing prices during the 2000s is often attributed to the
persistence of low interest rates and the resulting expansion of liquidity.

—— Real M2 YoY (%)
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Housing Policies

Regulatory Stance

@ The 1st and 4th administrations implemented tighter housing market
regulations, while the 2nd and 3rd administrations adopted easing
policies.

Housing Permits and Completions

@ The number of housing permits was relatively low during the 1st and 4th
administrations, consistent with their tighter regulatory stance.
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Methodology and Data

Specification

Bring a local projection identification to panel data analysis of regional
housing prices

The specification follows Local Projection models (Jorda, 2005), directly
estimating horizon-h responses.

We estimate the dynamic impact of fiscal shocks on housing prices using a
Difference-in-Differences framework with rich fixed effects.

HP,'J_»_H, = o + )\t + ,BlFSt_4 + B2A4F5t + ,B3(5€OU/ X A4F5t)
+ Xil,t'y + €

HP; +1p: log real housing price index at horizon h, h=1,...,8

a;: regional fixed effects for 16 regions

¢ year fixed effects

FS;_4: four-quarter lag of fiscal variable

A4 FS;: fiscal shock (four-quarter change in fiscal variable)

Seoul x A4FS;: interaction between Seoul dummy and fiscal shock
Xi.+: vector of control variables
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Variables and Data Sources

Local Variables

@ Housing Prices: Apartment price indices for 16 regions (Kookmin Bank,
KB)

@ Regional Characteristics: Annual regional unemployment rates, log
population density, working-age population ratio (ages 16-64), and total
fertility rate (TFR) (Statistics Korea)

@ GRDP: Annual Gross Regional Domestic Product (Statistics Korea)

Macro Variables
@ M2: Quarterly averages of seasonally adjusted values (Bank of Korea, BOK)
@ Interest Rate (r): Household loan interest rate (BOK)

Fiscal Variables
@ Consolidated Fiscal Balance (Ministry of Economy and Finance, MOEF)
@ Fiscal Projections: OECD Economic Outlook

Variable Processing

@ Fiscal variables (FS) and the GDP deflator are seasonally adjusted using the
X-12 method.

@ All macro variables except the interest rate are deflated by the GDP
deflator and log-transformed.
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Empirical Results

Core Identification Strategy

Using fiscal spending shocks directly: fiscal variable here is exogenous
(refer to Blanchard and Perotti, 2002).

The empirical strategy analyzes whether exogenous fiscal spending affects
housing prices through a liquidity expansion channel.

Demand and supply factors are controlled for using both
macroeconomic variables and local panel controls.

Regression Models

@

CRCRCACNCRGRCRCET)

Fiscal shock + Regional and year fixed effects + DiD effects (Seoul x fiscal
shocks)

@ + Interest rate (r)

@ + GRDP

® + Housing permits

@ + M2 and DiD effect

@ + Regional unemployment

® + Population density

@ + Working-age population ratio (ages 16-64)
+ Total fertility rate

® 4 M2 and DiD effect
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Empirical Results

The regression table is

reported only for h
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Empirical Results

IRF: 90% confidence interval (Cl)
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Empirical Results

IRF: 90% confidence interval (Cl)
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Empirical Results: Fiscal and Liquidity Effects

1. Fiscal Effect

@ Fiscal shocks lead to a significant increase in housing prices in Seoul,
but have little effect in other regions.

@ The response is immediate and persistent over the horizon.

2. Liquidity Effect
@ Controlling for M2 shocks reduces the estimated fiscal effect by roughly half,
while the impact of M2 becomes dominant.
@ This indicates that fiscal policy affects housing prices primarily through
a liquidity expansion channel.

@ A residual fiscal effect remains even after controlling for M2, possibly
reflecting expectation effects.

@ The magnitude of the M2 effect substantially exceeds that of fiscal shocks;
this issue is addressed in the sensitivity analysis.
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Empirical Results: Effects of Individual Control Variables

3. Effects of Individual Control Variables
@ Expected Signs / Consistent with Prior Expectations

o B(GRDP) >0
o B(Unemployment) < 0

o [(Working-Age Ratio) > 0
A(Fertility) > 0

o

@ Unexpected Signs or Additional Explanation

) B(Permit) > 0: expected to be negative as a supply factor, but the
coefficient is positive; this is examined in the sensitivity analysis and reflects
opposite responses between Seoul and non-Seoul regions.

o B(r)?: difficult to explain but negligible magnitudes.

) B(Population Density) < 0: denser areas exhibit weaker price growth,
possibly reflecting lower housing preference in highly populated areas.
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Empirical Results

Additional Analysis (sensitivity checks)

@

® ©@ O

©)

Dependent Variable: Detached housing prices
Dependent Variable: Jeonse (deposit-based lease) prices
Treatment Group: Seoul — Capital region (Seoul, Incheon, Gyeonggi)

Treatment Group: Seoul and the surrounding capital regions (Incheon,
Gyeonggi) simultaneously (DiD)

Fiscal Variable: Next-year government consumption growth expectations
(YoY, OECD EO), without lag or shock (stationary by ADF test)

Permit Effect: Estimated separately for Seoul vs. non-Seoul regions
(simultaneous specification)

Fiscal Variable: Government bond balance-to-GDP ratio (GB/GDP)
Fiscal + Liquidity: GB/GDP with M2/GDP as an additional DiD control
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Empirical Results

The regression table is

reported only for h =10
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Empirical Results: IRF graphs

IRF: 90% confidence interval (Cl)
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Empirical Results: IRF graphs

IRF: 90% confidence interval (Cl)
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Empirical Results: Additional Analysis (1)

@ Dependent Variable: Detached Housing Prices
o Detached houses are less investment-oriented than apartments.
o Fiscal and liquidity effects are present but weaker than for apartments.
@ Dependent Variable: Jeonse (Deposit-based Lease) Prices
o Similar to detached houses, fiscal and liquidity effects are weaker than for
apartment prices.
o This suggests fiscal expansion and liquidity mainly flowed into apartment
markets as investment assets.
® Treatment Group: Seoul — Capital Region (Seoul, Incheon,
Gyeonggi)
@ In the capital region, fiscal effects on housing prices appear with a lag,
indicating slower transmission outside Seoul.
@ Treatment Group: Seoul and Non-Seoul Capital Regions
Simultaneously (DiD)

@ Seoul shows immediate price increases, while Incheon and Gyeonggi
experience gradual increases over time.
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Empirical Results: Additional Analysis (2)

® Fiscal Variable: Next-year Government Consumption Growth
(OECD), No Lag or Shock
o ADF tests show stationarity — no need to define lag/shock.
@ Results confirm fiscal expansion raises Seoul housing prices even without lag
structure.

©® Permit Effect: Seoul vs. Non-Seoul Regions (Simultaneous)

o Permits decrease Seoul housing prices (supply signal), but increase
non-Seoul prices, likely due to new town development and infrastructure
investment.

@ Fiscal Variable: Government Bond Balance-to-GDP (GB/GDP)

o Fiscal expansion raises non-Seoul prices with a lag.

@ In Seoul, effects are stronger and more immediate than in non-Seoul regions.
Fiscal + Liquidity: GB/GDP with M2/GDP (DiD Control)

@ Controlling for liquidity reduces fiscal coefficients.
@ M2 responds quickly with short-term price effects, while fiscal expansion
affects prices with a lagged effect.
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How can fiscal policy push up housing prices?

Fiscal spending expands liquidity and fuels asset prices

@ Fiscal expansion = higher liquidity (M2) = stronger demand for assets,
including housing.

@ In Korea, Sim and Lee (2025, KER) found that:
o M2/GDP is co-integrated with the government bond balance/GDP
(GB/GDP) rather than the policy rate.
o As GB/GDP rises, liquidity increases via the Bank of Korea's balance sheet
expansion.
o The central bank mitigates potential crowding-out effects by purchasing
government bonds or reducing the issuance of MSBs.

These findings imply a fiscal monetization channel, in which fiscal
expansion induces monetary accommodation even without explicit QE.

@ Our paper builds on this mechanism by examining how such liquidity
transmission affects regional housing price dynamics over time.

Fiscal Policy, Liquidity, and Spatial Housing F October 31, 2025 25/31



How can the fiscal policy push up housing prices?

Trends of M2/GDP, GB/GDP, and r in the 2000s in South Korea
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Sensitivity Analysis: SVAR with Short-run Restrictions

Identification of Structural Fiscal Shocks
@ Goal: Verify that exogenous fiscal spending shocks, identified following
Blanchard & Perotti (2002), increase housing prices through the liquidity
transmission channel.

|dentification Strategy (Example: 3-variable case)

1 00 b;; 0 O
Aut:th ,4:(5)2110)7 B:<0b220>

as; a1 0 0 bs3

@ Recursive short-run ordering: log real total expenditure — r — log real GNI
— log real M2 — log real Seoul housing prices (5-variable SVAR).

@ Reduced-form residuals (u;) are transformed into structural shocks ().

@ Lag length: 1 (AIC/HQIC).

Key Result
@ Expansionary fiscal shocks increase liquidity (M2) and, in turn, raise housing
prices through the liquidity transmission channel.
@ The negative fiscal-interest rate link (p(Exp, r) < 0) indicates fiscal
monetization: the central bank accommodates fiscal expansion.
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Sensitivity Analysis: SVAR with Short-run Restrictions
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Conclusions

@ This study provides new evidence that fiscal expansion raises housing prices
in Korea, primarily through a liquidity channel.

@ Using Local Projections combined with a DiD framework with regional fixed
effects, we estimate dynamic responses of housing prices to fiscal shocks.
o Fiscal spending shocks significantly increase housing prices only in Seoul,
where liquidity inflows and financial depth are concentrated.

o The response is immediate and persistent, while the effect largely vanishes in
other regions.

o When M2 is controlled for, the fiscal effect diminishes, indicating that
liquidity expansion mediates the transmission from fiscal policy to housing

prices.
@ These results suggest that fiscal policy has worked as a quasi-monetary

stimulus in asset markets during the sample period, particularly in financially
developed urban centers.
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Conclusions (continued)

@ The findings can be interpreted through a combination of fiscal
monetization and the Superstar Mechanism.

o Fiscal Monetization (Sim and Lee, 2025): Large-scale debt-financed fiscal
expansion increases pressure on market interest rates, prompting the central
bank to intervene by purchasing government bonds or reducing sterilization
efforts. This passive accommodation leads to liquidity growth, which in turn
stimulates housing demand and drives up asset and housing prices.

o Superstar Mechanism (Gyourko et al., 2013): In supply-constrained and
investment-attractive cities like Seoul, even modest liquidity-driven demand
shocks cause sharp and persistent housing price increases.

@ Policy implications:
o Caution warranted: Fiscal policy often involves not only its short-run
demand stimulus but also unanticipated indirect monetary and asset-market

effects.
o Another piece of evidence supporting fiscal soundness.
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