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Introduction
Credit conditions and housing wealth

The paper makes an important point: the estimation of the e¤ect of
housing wealth on consumption should consider the evolution of
credit restrictions since these conditions a¤ect housing prices and
consumption. Failure to control for the direct e¤ect of credit
liberalization can overestimate the e¤ect of housing wealth on
consumption.

Practical implication: it explains the break down (weakening) in the
bivariate relationship between house prices and consumption which
has been a common place in recent discussions and research in the
Bank of England.

Takes on Case-Quigley-Shiller (2005).
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Introduction

In a famous experiment, Pavlov showed how a past
association between two events could be mistaken for a
causal link between the two.  In his experiment, a bell
was rung as his dogs were provided with food.  Over
time, the dogs learned to associate the two, believing
that the ringing of a bell would be accompanied by the
arrival of food.  Of course, that was not necessarily the
case.  It is an example of the fact that correlation is not
causation.

A similar point applies to the interpretation of
correlations among many macroeconomic time series.
The link between consumer spending and house prices
is a good example.  The two series have tended to move
together in the past.  In part, that is because house
price movements can cause changes in spending.  But
the correlation also reflects the influence of common
factors, like expectations of future income, that affect
both house prices and consumption.

More recently, the empirical association between house
prices and spending has waned (Chart 1).  That might
reflect a weakening in the causal links between them.
Or it could be the case that, in contrast with the past,
recent fluctuations in house prices have not been driven
by common factors like expected income.  Instead, a
different set of factors might have been important.  They
could have boosted house prices, but had a more limited
impact on consumer spending.  This illustrates that the
implications of a rise in house prices for consumer
spending depend on why house prices have risen.

This article starts by discussing the common factors and
causal links that lie behind the association between

house prices and consumer spending.  It then examines
how changes in the strength of these different channels,
and the impact of other influences, might account for
the apparent weakness of that relationship in recent
years.  Throughout the article, a common theme is that
the linkages between house prices and consumer
spending are more subtle — and rather less stable over
time — than is often supposed.

What explains the past empirical association?

Common factors

There are a number of factors that affect both house
prices and consumer spending.  For example, a
reduction in interest rates, an increase in people’s access
to credit, and an improvement in income expectations
would all tend to boost demand for consumer goods and

House prices and consumer spending

This article explores the complex relationship between house prices and consumer spending.  It explains
that the strength of the relationship can vary considerably over time.  And it highlights the key roles that
both common factors and causal links have played in the weakening association between house prices
and consumer spending in recent years. 

By Andrew Benito, Jamie Thompson, Matt Waldron and Rob Wood of the Bank’s Monetary Analysis
area.

Chart 1
Real house prices(a) and consumer spending
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(a) Nationwide house price index deflated by the consumer expenditure deflator. 
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home each year typically constitutes only a small
proportion of all households (see Benito and Wood
(2005)).

Why did the empirical relationship weaken?

The previous section highlighted the likely factors
behind the historical association between house prices
and consumer spending.  Common factors are likely to
have played a key role.  Certain causal links, such as the
collateral channel, may have been important too.  But
why should these channels have weakened in recent
years? 

Common factors

The influence of common factors can vary considerably
over time.  But, in many cases, these factors cannot 
be directly observed.  That is the case for perhaps the
most important common influence — income
expectations.  

Fortunately, a number of measures provide an indirect
indication of households’ perceptions of future income
prospects.  Recent income growth can be informative if
households use past developments as a guide to future
income growth.  The pattern of consumer spending may
also be telling.  Any change in household perceptions of
future income prospects would tend to affect the share
of durable spending in overall consumption, as adjusting
the stock of durable goods to a new desired level
requires a large initial swing in expenditure (see Power
(2004)).  Finally, surveys of consumer confidence might

provide a rather more direct read on households’
perceptions (see Berry and Davey (2004)). 

Over recent decades, marked movements in house prices
and consumption have typically been accompanied by
similar fluctuations in these indicators of expected
income.  That would be consistent with this common
influence playing an important role in driving
movements in both house prices and consumer
spending. 

But the indicators have remained relatively stable over
the past few years, at or around the average levels of the
past 30 years (Table A).  That is illustrated by Chart 5,
which presents a simple proxy for income expectations
— the average difference of each indicator from its
mean.  The relative stability of the proxy contrasts
markedly with the pickup, and subsequent fall, in real
house price inflation over this period.

Chart 4
Consumer spending and moving house(a)

0

5

10

15

20

25

Freezer Washing
machine

Colour TV Tumble dryer Dishwasher

Percentage of house movers that purchased:
Percentage of other households that purchased: Per cent

Source:  British Household Panel Survey 1992–2002.

(a) Refers to purchases and house moves over the past year.

Table A
Indicators of income expectations(a)

Average 2001 2002 2003 2004 2005
since 1975

Percentage changes on a year earlier
Real post-tax labour income(b) 2.4 4.2 2.8 1.9 2.6 1.5

Percentage of total nominal spending
Spending on durables 12.0 12.2 12.1 12.3 12.4 12.0

Balance
GfK consumer confidence -6.3 1.1 3.1 -4.4 -3.4 -3.1

Memo:  Percentage changes on a year earlier
Household consumption(c) 2.8 3.0 3.5 2.6 3.5 1.7

Sources:  GfK and ONS.

(a) Averages of quarterly data.
(b) Deflated by consumer expenditure deflator.
(c) Chained volume measure.

Chart 5
Real house price inflation and a simple proxy for 
income expectations
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House prices and consumer spending
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The relationship between house prices and consumer
spending appears to have weakened in recent years.
This box examines the extent to which the association
has waned.

A common way of quantifying the relationship
between house prices and consumption is to estimate
an economic model.  One such model is the Bank of
England Quarterly Model (see Harrison et al (2005)).
The Bank model maintains that, in the long run,
aggregate consumption depends on financial wealth
like shares and non-financial wealth such as
households’ lifetime earnings.  Consumption does
not depend on house prices in the long run,(1) given
the special characteristics of housing described on
page 144.  In the short run, consumption growth
depends on changes in housing wealth, income,
employment, interest rates, how much consumption
and net financial wealth differ from their long-run or
‘core’ values, and an error term.(2)

The coefficient on housing wealth provides a guide to
how closely house prices move with consumption,
when we allow for other factors that also influence
spending.  It conflates a variety of links between
house prices and consumption.  It captures the
impact of causal links, like the collateral channel.
And it may also reflect the influence of common
factors like income expectations.(3)

To assess whether the association between housing
wealth and consumption has changed over time, we
estimated the short-run equation over rolling 20-year
periods.(4) In other words, we estimated the equation
over the first 20 years of data, and moved that sample
window forward one quarter at a time.  As we did so,
we recorded how the estimated coefficient on the
housing variable changed.  This is shown in Chart A.

The chart shows that the housing wealth coefficient
varies considerably.  That is consistent with the idea
that the implications of a house price rise for

spending depend on the factors behind the house
price rise, and those factors are likely to differ from
period to period.  It is also consistent with marked
changes over time in the strength of causal links
between house prices and spending.  

Further, the chart shows that the coefficient on
housing wealth tends to decline as we use more
recent data.(5) We obtained similar results when
estimating the coefficient in a more conventional
error-correction consumption function, similar to
that estimated by the IMF (2006).  This suggests that
the empirical relationship between house prices and
consumption has indeed weakened.(6)

Overall, the empirical association between house
prices and consumer spending appears to have
declined, even when we allow for additional
influences like income and financial wealth.  That
accords with the idea that causal links may have been
weaker, and common factors less influential, in the
recent past.  But, as the box on page 145 discusses,
there is a limit to what aggregate models can tell us
about the factors behind the waning association
between house prices and spending.

Estimating the role of housing 

Chart A
Rolling estimates of housing wealth coefficient
in Bank of England Quarterly Model(a)
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(a) Each data point represents the housing wealth coefficient obtained when the 
short-run equation was estimated over the 20-year period to that quarter.  The
dotted lines show the 95% confidence interval.

(1) Note that changes in the value of the housing stock that are caused by home improvements or the building of new homes, rather than changes in the
general price of housing, do affect consumption in the long run.

(2) The core values are from the theoretical part of the Bank of England Quarterly Model, which can be thought of as an organising framework for analysing
economic issues.  See Harrison et al (2005) for more details. 

(3) The model directly controls for the common influence of interest rates, by including it as an explanatory variable.  It may also indirectly control for
some of the influence of common factors like income expectations, to the extent that they are captured in the core part of the model or proxied by
other variables in the equation such as current income.

(4) This included the variables listed above as well as a constant.
(5) The Wald coefficient test suggests that this decline is statistically significant:  the coefficient estimated over the first 20-year period is significantly

different to the coefficient estimated over the most recent 20-year period.
(6) In practice, the Bank of England Quarterly Model includes an additional variable that allows the incorporation of judgements that change the size of the

effect on consumption of changes in the value of housing (see pages 203–04 of Harrison et al (2005)).



Introduction
Credit conditions and housing wealth

However, previous research is unclear on the net e¤ect of credit
constrains on housing prices. Meen (1989, OBES): the removal of
credit rationing (regime switch in the 80�s in UK), given all the other
variables, would have increased house prices by 21%. However, if
there are no changes on other variables a¤ecting mortgage demand
and supply, then the mortgage interest rate must increase.
Simulations show that this e¤ect is su¢ cient to o¤set almost entirely
the direct e¤ect of the removal of rationing on house prices.

Cameron, Muellbauer and Murphy (2006): the estimated e¤ect of the
credit conditions index, in terms of its direct, positive e¤ect on real
house prices, is roughly canceled out by the e¤ect of the rise in real
interest rates.
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Speci�cations

Case-Quigley-Shiller (2005): all variables are real (de�ated by the
GDP de�ator) and per capita

∆ ln ct = α(ln yt�1 � ln ct�1)
+β1∆ ln ct + β2∆ ln yt + β3∆ lnQt + β4∆ lnQt�1
+β5∆ lnHt + β6D86t∆ lnHt + µi + µt + εit

AMM (2006)

∆ ln ct = α(ln yt � ln ct�1 + α0CCIt +
3

∑
j=1
(αj + αjcCCIt )Xj

+γ1NLAt�1/yt + γ2IFAt�1/yt + (γ3 + γ3cCCI )Ht�1/yt )
+(β1 + β1cCCIt )∆ ln yt
+(β2 + β2cCCIt )DBt�1/yt∆4 ln nrt + µt + εit
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What can explain the comovement?
Common factors: a¤ect both consumption and housing prices

Interest rates

Access to credit (less credit constrains)

Income expectations
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What can explain the e¤ect of housing wealth on
consumption?
Is housing only �nancial wealth or real wealth?

For homeowners who expect to live in his current house for a long time, a
higher house price is simply compensation for higher implicit rental cost.

Redistribution of wealth: young households planning to trade up while
older households trade down -> if these groups react di¤erently to
changes in wealth then redistribution can a¤ect aggregate spending.
Using aggregate time series it is quite di¢ cult to identify this channel.
Increase collateral: more spending because lenders lend more and at
lower interest rate when there is more collateral. But this is not a
wealth e¤ect but a reduction in borrowing constrained homeowners,
that now can smooth consumption.
Precautionary savings: as house prices rise the need to hold other
forms of wealth for precautionary reasons is reduced.

=> I am not sure that using aggregate time series data we can
identify these e¤ects.
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What can explain the weakening of the relationship?
E¤ect depend on the reason why housing prices are going up

Redistribution of wealth: bequests and transfers to the children to pay
for sharpy higher housing prices.

Borrowing against the value of the house was very weakly constrained
by the beginning of the current decade

Precautionary savings less important for a reduced perception of
uncertainty in the future.

The role of �nancial wealth and the stock market crash during the
period 2000-2003.

Reduced return to �nancial assets makes housing a more desirable
asset for investment (increases demand for housing but not
consumption).
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Speci�c comments
The paper considers very important e¤ects

"Behavioral life cycle hypothesis": people di¤erence between
consumption and income is mediated by institutions not by individual
decision. Therefore, changes in institutions (standard LTV ratio for
home mortgages, spread of credit cards, etc.) are important to model
consumption.

Gross and Souleles (2002, QJE): the average mpc out of liquidity
(de�ned in a di¤erent way but representing the same concept) is
between 10% and 14%. These are the values estimated by AMM!!

Psychological e¤ects related with the marketing of credits are also
important (Bertrand et al 2005 randomized experiment in the
consumer credit market in South Africa).
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Speci�c comments
Classi�cation of assets and its return

Expected utility maximization cannot explain why there is a di¤erence
in the wealth e¤ect of stock markets and real state. Many papers do
not explain why they disaggregate the assets in di¤erent categories.
By contrast, AMM spend many paragraphs explaining this.
Bonds and shares: "illiquid assets"? Usually research disaggregate
�nancial assets and housing wealth. Why should mpc for liquid assets
be di¤erent from "illiquid assets" type bonds and stocks? The
di¤erence in the transaction cost of stocks and pension funds is
higher than the di¤erence between the transaction cost of stocks and
"liquid" assets.
It is a bit surprising that the expected capital gains from housing
wealth are never signi�cant (opposite to Campbell and Cocco 2007).
Graph 1: housing assets to income maximum at 1? Illiquid assets
over income around 1.4 in 2000. In Corugedo and Muellbauer is 2.7 in
2000. Magnitudes used to de�ned the CCI seem to have di¤erent
de�nitions.
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Speci�c comments
Housing wealth and CCI

In general assets should be interacted with CCI: "the wealth e¤ect on
consumption will di¤er according the liquidity characteristics of
di¤erent types of wealth, and these characteristics shift with
liberalization". However, in the empirical speci�cation that
disaggregate assets only housing is interacted with CCI. It is also
unclear why the level of housing wealth is not included when the
interaction between housing wealth and CCI is included.

Why is the e¤ect of housing wealth evaluated at the peak and not at
the average of the period? It is di¢ cult to compare with other
estimations. If we take the comparison with the average CCI the mpc
out of housing wealth is 0.02 (0.032 at the peak CCI), very similar to
the mpc out of "illiquid" wealth (0.024).
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Speci�c comments (cont.)

The unemployment rate is included as a proxy for the need of
precautionary savings. However, housing equity should be also
interacted with unemployment since, depending on the level of equity
and the perception of the probability of losing the job, the need for
precautionary saving will change.

Other missing interaction (in UK estimation): uncertainty by CCI.

It would be nice to know, given the motivation of the paper, to what
extent the change in the CCI can explain the observed change in the
coe¢ cient of housing wealth in the Bank of England Quarterly Model.
Is it possible to �nd a high impact being the CCI constant in the last
part of the sample?
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Final comment

Many authors (like for instance Carroll 2006) have argued that the
basic problem of the cointegration-error correction mechanism
approach to the measurement of the e¤ect of housing wealth on
consumption is the instability of the cointegrating vector. The reader
would like to see the result of some evidence of the stability of their
cointegrating vector.

There is a mixture of precise mathematical arguments and informal
modi�cations: "we do not take log of assets"; "better represented by
the 4-quarter moving average"; "annual log change of the nominal
rate is preferable to quarterly rate"; strong simplifying assumptions.

Bank of Spain workshop Household Finances and Housing Wealth Jose G. Montalvo ()Comment on Housing Wealth... April 2007 12 / 12


