| nterest Rateasa Deter minant of Housing Pricesin
L agos State, Nigeria

Olowofeso, Edamisan
Department of Entrepreneurship Management Technology,
Federal University of Technology, Akure, Nigeria
E-mail: edafesojaye@gmail.com

Oyetunji,A.K.
Department of Estate Management,
Federal University of Technology, Akure, Nigeria
E-mail: abiodunoyetunji @gmail.com

ABSTRACT

The study investigates the roles of interest rate in determining housing pricesin
Lagos Nigeria. Data on prices of houses in the study area were collected using
structured questionnaire. Two hundred and forty seven copies of the questionnaire
were administered on the registered Estate Surveyors and Valuers, out of which
230 were duly filled and returned for analysis. Mortgage lending rates between
1989 and 2008) were obtained from the Statistical Bulletin of the Central Bank
of Nigeria (CBN). Trend analysis and correlation analysis were used for data
analysis. The results show that there is a relationship between the prevailing
interest rate and housing prices in the study area while the correlation analysis
also shows that the relationship between interest rate and housing prices is
significant at 5% for block of flats and detached house and 10% for duplex. The
study further reveals that fluctuation in mortgage lending rates leads to
corresponded change in the prices of the residential property and that when
thereishigh rate of interest in the lending policy of the economy, thereis always
a corresponding increase in the prices of the property and vice-versa.
Consequently, it is recommended among other s that financial institutions should
reduce their lending rates to affordable rate.
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INTRODUCTION
Housingwhichisoneof the basic needsof manisaspecid type of asset that servesadual
role, both asconsumer goodsand investment goods. | tsdevel opment involveshigh capital
outlay and occupiesaunique placeinthelife of human beings. The desireand dream of
amost everyoneisto own hisor her own house but themeansof achievingitissometimes
hampered by lack of sufficient fundsand hastherefore contributed to theriseintheshortage
of housing accommodation (Balchin, 1989 and Ajayi, 1996). The success of any housing
development rests solely on the availability and adequacy of finance (Ajayi, 1996). A
devel operswho desiresto own an accommodation can hardly finance the project out of
their equity capital dueto their low level of income, hence the percentage of people
committing their personal funds of life savingsto building their own housesisquitelow
which sometimes makesthem unableto compl ete the project dueto thelack of sufficient
fundsthereby making them resort to seeking financia assistancein form of debt financing
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by obtaining loanfrom banks, mortgageinditutionsand other financid inditutions(Bachin,
1989). Sometimes, they stop the project midway or ater the planin an attempt to save
codt. Financia inadequaciesdo make somedeve opersresort to procuring inferior materias
which often result in reduction of the durability of the houses constructed.

Since Nigeria'sindependence, variousgovernments, initsbid to stemthistrend
embarked on alot of programmes and policiesaimed at providing low-cost housing as
well as, owner occupier housing to cater for the needs of the public but all these efforts
have not really stemmed thetide. Government in abid to provide citizenswith access
loansto devel op their own houses promul gated the National Housing Decree No. 3 of
1992 amed at providingapooal of funds(contribution by government, insurance companies,
and banks) for the construction, purchase or rehabilitation of their own housing needs. The
law & so requiresthe contribution of 2.5% of workersbasic salariesover aperiod of time
tobedligibleto qualify for the mortgageloan. Thisgaveriseto there-structuring of the
Federa Mortgage Bank of Nigeria(FMBN) aswell as, the establishment of the Primary
Mortgage Ingtitutions (PMI).

Thestipulated conditionsby most of thesefinancia ingtitutions have pronounced
effect on housing devel opment which has obstructed the affordability of mortgageloan by
developers(Federal Mortgage Bank of Nigeria, 2006). Therefore, the amount of money
availabletoindividuasand devel opers determine the quantity, quality and the market
value of the housing property (Ajayi, 1996). Tsatsaronisand Zhu (2004) expressthat a
house being thelargest singleassat of most householdswhosevaueislinked toresidentia
real estate represents an important component of the aggregate portfolio of financial
intermediaries. Thebehaviour of these house prices, therefore, influencesnot only business
cycledynamicsthrough their effect on aggregate expenditure but a so the performance of
thefinancia system, through their effect on the profitability and soundnessof financial
ingtitutions (Tsatsaronisand Zhu, 2004).

Thisparticular importance from apolicy perspective depictstherelationship
between housing pricesand the structure of mortgagefinance markets. Sincethe purchase
of ahouserequiresexterna financing, the cost of mortgage credit and the conditionsunder
whichit becomesavailableplaysamgor rolein shaping the pattern of housepricedynamics
(Balchin, 1989). Conversdly, the servicing of outstanding mortgages, determinedin part
by the dynamicsof house prices, hasanimpact onthefinancia hedth of lendersability and
willingnessto extend credit. The pessimistic view of many researchersisthat houseprice
has been over valued in many countriesand will face downward correctionin the near
future (Tsatsaronis and Zhu, 2004). Most literatures both in the developed and the
devel oping countrieshavein oneway or another dedt withissuesoninterest rates, inflation
and the positiveeffect of their changeson the pricesof property (Fisher, 1930; Megbolugbe
and Cho, 1993, Fergus and Goodman, 1994; Tsatsaronisand Zhu, 2004; Donald, 2005)
while none has been carried out on interest rate as adeterminant of housing pricesin
Lagos State, Nigeriawhich thisstudy aim to study. M egbolugbe and Cho (1993) carried
out astudy on housing pricesin Hong Kong and concluded that housing price depend on
housing demand and supply which can beinfluenced by household sizeand marital status.
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Inasimilar development, Donald (2005) investigatesthe effect of interest rateand inflation
on housing value, the study showed that interest rate and inflation affectsthe val ue of
investment in saveral waysmosily inhibiting economic growth.

However, in devel oping countries such as Nigeria, research works have been
carried out to examinethe effect of macroeconomic variableson housing price/value
determinants. Bello (2000) focuses on the determinant of residential property valuesin
Lagosmetropolisemploying the nature and characteristics surrounding the property as
independent variableswithout cons dering the effect of macroeconomic variablesuch as
interest rate in determining the value of the property. Akereja (2004) studies property
investment and the capital market in Lagos State and concluded that the availability of
fundsfor property investment through financid ingtitutionswould paveway for rapid socid
economic devel opment of Nigeria, but no mathematical model was employed for the
findings. In another ocassion in 2003, Bello al so assessed the effects of borrowing to
financeinvestment; but thework only focuses on rental housing in Lagos State, without
considering itseffect on capital value of aproperty. Thisstudy, therefore, focusesonthe
fluctuation of interest rate asit affectsthe supply, demand and pricesof housingin Nigeria

I nterest RateasHousing M acr o-economic I ndicator

Financeiscrucid to any housing development and Nigeriaisbeset with twin problems of
inadequate supply and extremely high cost of housing finance (Ughamadu, 1995). Falegan
(1998) describesinterest rate asthe pricefor obtaining loanablefundsand thereturn for
parting with liquid funds. According to the study, prior to the Structural Adjustment
Programme (SAP) in 1986, thelevd of interest rate was determined by the Central Bank
of Nigeriaand both deposit and lending rateswerefixed by the Central Bank based on
policy decisionswhilein 1987 the Central Bank of Nigeriaintroduced amarket based
interest policy which alowed banksto determinetheir deposit and lending rates.

Owoeye (2003) assertsthat anincreasein interest rate charge by banks makes
thelocal currency to appreciate whiletheinternational currency depreciates. Friedman
(1978) arguesthat whentherate of growth of money supply declines, therate of change of
redl nationa incomewill not show any appreciableeffect duringwhichinterest ratestypicaly
continueto rise at an accel erated pace. Garibaldi (1997) demonstratesthat monetary
policy hasan asymmetrical effect onred output if pricesarelessflexible downwardsthan
upwards and suggeststhat negative money-supply shocksand/or increasesin interest
ratesreduces output more than how monetary expansionsraisesit.

Monetary policy may causeasymmetric output responsesif asymmetricinformation
inthebanking sector producesbinding credit constraints. Thus, itisargued that increasein
money supply would result in higher construction activities, through acostly and time-
consuming process. Moreover, theshort-run effect of amonetary shock dependsonwhether
banksthink it to betransitory or permanent. A monetary shock isexpected to influence
asset marketsbeforeit affectsoutput markets. NDIC (1999) opinesthat when theinterest
on loanablefund (cost of capital) isreduced, investorswill have more accessto bank
creditsfor expansonwhichwill lead to higher profit level (Owoeye, 2003). Agene(1991)
assertsthat asaresult of relatively high interest ratesin one currency such asdollars, the
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result will be appreciation of that currency versusthe remaining currencies. Therate of
interest charged by banksdetermineexchangerate, inthat ariseininterest rateinacountry’s
economy attractsforeigninvestorsthereby increasing thedemandfor loca currency making
it to appreciate. Therelationship between interest rate and exchangeratetend to hold only
ininflationary environmentswhen changesinthenominal rateof interest areentirely the
outcomeof changesin theexpected rateof inflation. Onthe contrary, thehighlending rates
of banksand instability in theforeign exchange market resultsin serious depletion of the
nation’sforeign exchange resourceswhich have badly affected theindustry withimport
dependence of about 60 percent of itsraw materias (Jagboro and Owoeye, 2004).

NDIC (1999) a so describesinterest rate astheincometo capital because of the
part it playsin production (Owoeye, 2003). Borrowing and lending are indispensable
activitiesinany advanced economic system. Therearethreevital interest ratesin Nigeria
whicharetherediscount rate, thelending rate, and the call money rate. Therediscount rate
exertsgreat influence on the other two and by law all interest ratesin the commercial
banking system arelinked toit. Therediscount rate determined by the Central Bank of
Nigeria(CBN) istheratea whichitwill discount commercid billsand therate hasusualy
been 11% abovethetreasuring bill rate. Thelending rateismutually agreed upon among
banks, but its upper and lower limitsare set by the C.B.N.

Falegan (1998) isof theview that interest rate affectsthevita operating costsof a
business, changesin interest rate therefore exert asignificant impact on investment.
According to the study, most devel opments are undertaken by devel opers’ borrowed
savingsthat attract paymentsfor their usein form of interest charges. Thedecision to
developisthereforetherel ationship between therate of net return and therate of interest.
Under such situation, investment islikely to be encouraged where the prospective net
returnismorethan theinterest on the money to be borrowed. However, whereit isless,
development and low rate of interest tendsto encourage devel opment asmateria prices
reduce. Oladapo (1992) observesthat acrossthe nation, many good and profitablereal
estate projectsand housing have either been put on hold or abandoned half way because
of general scarcity of capital or because of sky rocketing cost of borrowings.

Expressing further, Oladapo (1992) opinesthat in the period of highinterest rates
whentender figureslevel are generally high, both the client and the contractor bear the
burden, but whentherateis‘normal’ thereisthetendency for tender figurelevel to get
reduced, resulting in both the client and the contractors reaping the benefits. Delayed
payment, sudden risein interest rateswhen they happen may disrupt contractors’ planned
income and expenditures. Inthe eraof highinterest rate, profit margin of construction
companiesiscons derably reduced, asthereislessconstruction activities, theresult lead
to reductionin housing supply which canlead to high price of available houses. Raftery
(1998) notesthat owing to theinefficient domestic resourcesfor construction financing,
thelocal financiad marketsinAsaare often unableto meet thefinancing requirement of the
construction sector. Therefore under competitive conditions, theleve of interest ratesand
not thesupply of constructionloanisthecrucial factor constraining construction activities.

Fisher (1930) assertsthat interest rates are made up of three componentsviz
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futuretime preference, risksand inflation expectations. According to the researcher, the
simpleway to drivethisinterest rateisto add apremiuminto the best lending rate. This
rate representsthe cost of capital, whichisused to guaranteetheinvestor that therental
income can cover the cost of borrowing. In hishypothesis, Fisher (1930) putsthat interest
ratetendto be*high’ when pricesarerisingand‘low’ when pricesarefalling. Millsand
Hamilton (1984) in another devel opment employed the user cost concept to account for
gainsfrominflationary expectations other than only the cost of interest associated with
holding housing capitals. The study concludesthat thereal cost of thehousing isthekey
element of home purchase, because highinterest ratestend to add thereal burden of debt
payments. According to Harris (1989), housing priceisaffected by real interest rates.

Muecllbauer and Murphy (1997) revea that demographic changesand interest
ratesweretwo important factors causing the U.K housing price boominthelate 1980s.
Thiswasdone by examining the dynamicsof housing pricesin 130 USmetropolitan arees.
Jud and Winkler (2002) statethat real housing price appreciationisstrongly influenced by
the growth of popul ation, income changes, construction costsand interest rates. Tse(1996)
inthestudy about local market suggeststhat adeclining real interest ratetend to stimulate
housing prices, and reveal sthe possible effect of falling interest ratesonlocal property
marketsintheinflationary period. Thestudy, however pointsout that falling interest rate
sometimes play asupportingrole.

Highlightson the Study Area

Lagos Stateislocated in the South- Western coast of Nigeriaa ong the Bight of Benin.
L agos State encompasses an area of 358,862 hectaresor 3,577sg.km representing 0.4%
of Nigerianterritorial land mass (Lagos State Government of Nigeria, 2011). The Stateis
bounded inthe North and East by Ogun State of Nigeria, inthe West by the Republic of
Benin, andinthe South by theAtlantic Ocean, L agos Stateisthemost popul ous conurbation
in Nigeria. With apopulation of about 7,937,932, it iscurrently thethird most populous
city in Africaafter Cairo and Kinshasa, and currently estimated to be the second fastest
growing city inAfricabut 7th fastest in theworld (L agos State Government of Nigeria,
2011). Politically, Lagos State which hasitscapital in Ikejawas created on the 17th of
May, 1967 and by virtue of the (State Creation and Transitional Provision) DecreeNo 14
of 1967, which restructured Nigeriainto twelve States. Although, it isone of the smallest
Statesinthe country, yet, it accommodates the highest population of people (Lagos State
Government of Nigeria, 2011).

Lagosisthe economic and financial capital of Nigeria, where many housing
devel opershavetheir head officesfor busi ness because of the high demand for housing by
theteeming popul ation. The State a so hasthe highest number of both mortgage and other
financid ingtitutionswherethe devel operscan borrow money for housing development. In
spite of themovement of the seat of the central government toAbuja, Lagostill servesas
thebus et city in the country hous ng the headquartersof most commercia concerns, two
arrportsand waterways (http/www.lagosstate.gov.ng). Dueto the high demand of housing
in Lagos State, the Stateis considered asthe study areafor thiswork.
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METHOD

Primary and secondary datawere both employed for thisstudy. Theinstrument for the
primary data collection wasthe self administered questionnaire; the questionnairewas
used to gathered information on the pricesof the housesfrom the practicing Estate Surveyors
andVauersin Lagos State. The sampling framefor thestudy comprisesall the 276 Estate
Surveyorsand Valuersinthe study are (NIESV directory, 2009). Using Kothari (2004)
formula, the samplesizefor theisgivenas247. Thus, atota of 247 copiesof thestructured
questionnairewererandomly administered out of which 230 were successfully filled and
returned representing 93.1% return rate. The secondary data used were collected from
the Central Bank of Nigeria(CBN) Statistical Bulletin between 1989 and 2008. The
information collected wereanalyzed using trend analysisto examinethetrendsin prevailing
mortgagelending ratesand housing pricesfor the period under investigation. Correlation
andysi swasused to assessthere ationship between the prevailing interest rate and housing
pricesinthestudy area.

RESULTSAND DISCUSSION

This section isdevoted to the analysis of trends of interest rate and housing prices of
residential housesin the study area. In determining the movement (increase or decrease)
of interest rate and housing pricesin the study area, atimeframe of twenty years (1989-
2008) was adopted. In order to determine how interest rate and housing prices have
changed over thisperiod under review, trend analysiswas carried out to determining this
movement. Table 1 showstheindex value of housing pricesof residential houses. The
index va uewasgotten by dividing themean value by the based va ue (first year value) for
each of theproperty examined. Table2 showstheinterest ratefor theyearsunder review.
Chart 1 to chart 4 reveal that house pricesfollowed agradua movement from 1989 to
2000 for thethreetypes of housesunder consideration.

During these periods however, therewas adecrease in housing pricein 1991,
1994, 1997 and 2000 dueto low/reduction of interest rate recorded in the sameyears.
However, therewas asharp increasein the prices between 2001 to 2008 which can be
attributed to thelevel of inflation being experienced in thevariousyears coupled with the
rateof urbanizationwitnessed inthestudy area. Thisled to high demand of accommodation
whichisnot consistent with supply. Thisresultant effect could beattributed to theincrease
in government spending coupled with wageincrement leading to acorresponding incresse
inthe cost of serviceswhich also affected prices of the houses. It was observed that the
interest rate movement (trend) isnot stable during the period under review. It witnessed a
zigzag movement throughout the period. The highest wasrecordedin 1993 and least in
1997. Whentheinterest rateishigh, the profit margin of housing devel oper isconsiderably
reduced asevident from thecharts 1to 4. Theimplication of thisisthe possiblereduction
of housing supply with attendant high pricesof theavailableones. Conversdly, areduction
ininterest rates as shown on the charts 1 to 4 leadsto arise in aggregate demand for
hous ng thereby leading to anincreasein congtruction activities. In order to determinethe
relationship between interest rate and housing price (HP), therel ative importance of
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independent variabl e (interest rate) in predicting the housing price has been examined.
Thisisdoneby looking at the coefficient of correl ation between the dependent variable,
that is, housing price (table 1) and independent variable (interest rate). Thelarger the
absolutevalue of the correlation coefficient, the stronger the linear association. Table 3
showsthesefor al classes of housing property and theindependent variable.

Table1: Index valueof residentia propertiesin Lagos State

Years Block of flats Detached house Duplex
1989 1 1 1
1990 13 117 123
1991 128 115 123
1992 2 2 117
1993 34 292 277
1994 32 275 262
1995 38 325 308
19% 44 383 369
1997 43 375 354
1998 474 433 415
199 54 483 417
2000 52 AT75 462
2001 8 683 692
2002 808 692 763
2003 1038 867 831
2004 1.3 1054 11.69
2005 1208 1304 14.77
2006 17.26 16.66 17.69
2007 189 20 1939
2008 2072 263 2123

Source: Field survey, 2011

Table 2: Interest rates

Years 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
interest

rate 21.20 23.00 20.10 20.50 28.02 15.00 14.25 13.55 7.43 10.09
Years 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
interest

rate 14.30 10.44 10.09 15.57 11.88 12.21 8.68 8.26 9.49 12.70

Source: Central Bank of NigeriaStatistical Bulletin 2008.
Chart 1: Trend anaysisfor interest rate and block of flats
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Chart 2: Trend analysisfor interest rate and detached houses
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Chart 3: Trend analysisfor interest rate and duplex
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Chart 4: Trend analysesfor interest rate, block of flats, detached housesand duplex
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Table3: Pearson correl ation coefficient between housing price and theinterest rate

Variable Definition of Variable Correlation Coefficients
Housing price
Block of flats Detached houses Duplex
HP Housing price 1 1 1
X Interest rate -0.540° -0.556* -0.611**

1
*: Correlationissignificant at 0.05 level

**: Correlationissignificant at 0.01 level

Source: Field survey, 2011

The correlation coefficient for block of flat, detached houses and interest rate are -0.540 and 0.556
respectively (both significant at 5% level) while the result for duplex and interest rate is -0.611
(significant at 10% level).

CONCLUSIONAND RECOMMENDATIONS

Thisstudy showsthat fluctuation in mortgagelending rates|eadsto corresponding change
inthe pricesof theresidential property and that when thereishigh rateof interest inthe
lending policy of theeconomy, thereisawaysacorresponding increasein thepricesof the
property and vice-versa. The study al so examinesthe degree of relationship between
interest rateand al thethreetypesof houses (block of flats, detached houses and duplex)
and revealed that the rel ationship for block of flatsis-0.540 while detached houseisat
-0.556 connoting that both were significant at 5% level whilethat of duplex is-0.611
thereby being sgnificant at 10%leve. Having established thefluctuationintheinterest rate
with respect to corresponding changein the price of theresidentia property, it sufficesto
recommend that thereisneed for thefinancia ingtitutionsto reducetheir lending ratesto
affordablerate, and re-engineer the hous ng finance systemto suit the finance Situation of
deve opers, by making long-timeloan bleto developerswith reducedinterest rate.
Thenumber of housing supply in the market depends ontheamount deve operscan borrow
fromfinancid institutionsfor hous ng development and the total amount borrowed from
financid ingtitutionswill depend ontheprevailinginterest rate.
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