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House Price and Economic Growth: An Analysis Based on the

Intermediate Demand Channel and Its Multiplier Effect
HOU Chengqi® and XIAO Yahui"

(‘a: School of Humanities and Social Sciences Beijing Institute of Technology;

b: Economics and Management School Wuhan University)
Summary: Since the reform of urban housing system in 1998 the real estate regulation in China has roughly experienced
two different stages. The early regulation policies fully recognized the positive effect of real estate market on economic
growth and real estate regulation has become one of the main policies to maintain stable growth. However when the rapid
rise of house price the negative effect of real estate market on national economy began to appear. In recent years China’s
real estate regulation has changed. It begins to emphasize that houses are for living in  not for speculation and suppress the
excessive rise in house price. The transformation of China’s real estate regulation and the results of empirical studies show
that house price has an inverted U-shaped impact on economic growth. However there is no suitable analysis framework
that can be used to study the theoretical mechanism of this inverted U-shaped effect. The marginal contribution of this paper
is to put forward a new theoretical mechanism namely the intermediate demand channel and its multiplier effect which is
based on the input-output relationship between the real estate and other industries. This paper explains why house price has
an inverted U-shaped impact on economic growth in China through the intermediate demand channel and its multiplier
effect.

The benchmark dynamic stochastic general equilibrium modeling ( DSGE) model includes two production sectors
namely a consumer goods sector and a real estate sector and two kinds of households namely patient households and
impatient households. This paper introduces the input-output relationship between two production sectors by adding
intermediate goods as a new production factor and intermediate sector. This paper finds input-output relationship introduces
the intermediate demand channel and its multiplier effect to the model. This reflects that the real estate industry has a close
relation with other industries and has a strong pulling effect on other industries. Therefore the explanatory power of
theoretical model to Chinas economy is improved. More importantly the intermediate demand channel and its multiplier
effect lead to an inverted U-shaped relationship between house price and aggregate output in the steady state which can
endogenously describe the inverted U-shaped impact of house price on economic growth. The theoretical mechanism is as
follows. When house price is low the rise in house price can not only drive the output of real estate industry but also drive
the output of other industries through the intermediate demand channel so as to increase household wage and final goods
demand. The demand of intermediate and final goods pull each other resulting in a multiplier effect. At this time
although the rise in house price leads to the rise of intermediate price and production cost household wage and final goods
price increase and firms” profit also rise so that the output and the intermediate demand are improved. However when
house price exceeds a certain threshold which drives the production cost to exceed a threshold firms” profit decline thus
reduces the output and the intermediate demand. At this time the intermediate demand channel and its multiplier effect
play an opposite role. The decline in intermediate demand decreases household wage and final goods demand and the rise
of house price suppresses economic growth through the multiplier effect.

This paper has important policy implications for China’s real estate regulation. Firstly the government should realize
that the real estate industry has a close relation with other industries and has a strong pulling effect on other industries. The
general tone of real estate regulation should be promoting the steady and healthy development of real estate market avoiding
large fluctuations of regulation policies. Secondly the government should realize that the excessive rise in house price has
led to a sharp rise in households” living costs and firms” operating costs and the adverse impact on economic growth has
appeared. Therefore the government should implement the regulation principle that houses are for living in not for
speculation to suppress the excessive rise in house price. Finally the government should apply systemic thinking in real
estate regulation. Caused by input-output relationship the complex relationship between different industries influences
shock transmission steady-state equilibrium and policy effect so it is necessary to deepen the relevant theoretical and
policy research.

Keywords: House Price; Economic Growth; Inverted U-shaped Curve; Input-Output Relationship; Intermediate
Demand Channel
JEL Classification: E32 E23 FE44
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