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Abstract

Changes in household consumption, which accounts for more than half of gross domestic demand expenditure, can
have a significant impact on output and employment growth. This Economic Letter looks at the main drivers of
household consumption, paying particular attention to the impact of the housing market. It highlights three inter-
related ways in which housing affects consumption: (i) housing wealth effects; (ii) changes in credit usage and credit
conditions; and (iii) activity effects. All three played a role in driving up durables consumption in particular during
the housing boom of the early 2000s.

1 Introduction

Personal consumption in Ireland accounts for over Figure 1: Total personal consumption (2007=100)
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Figure 1 shows annual consumption growth in

Ireland relative to the EU, US and UK. It illustrates
the relatively rapid growth from the mid-1990s, the
large fall in 2009, and the stagnation since then.

Recent National Accounts data show a return to
positive growth, with consumption in the first half
of 2014 up by 1.3 per cent on the same period
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in 2013.2 We discuss these more recent develop-
ments in the conclusion.

Figure 2 shows the non-durable (including ser-
vices), semi-durable (clothing and footwear), and
durable components of overall consumption.3 Fol-
lowing over a decade of rapid growth, expenditure
on durables plummeted by 35 per cent betwen
2007 and 2009. The rise and fall in expenditure
on durables and semi-durables is also reflected in
their share of total consumption, which fell from
15 to 12 per cent between 2007 and 2013.
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2 Drivers of consumption

The life-cycle model is the standard economic
framework for thinking about how households
make consumption decisions. In this framework,
consumption is financed from lifetime earnings, in-
herited assets or accumulated wealth. Capital mar-
kets are used to smooth the mismatch between
current income and desired consumption at at dif-
ferent stages of the life-cycle. In a recent working
paper (Clancy et al., 2014) we use this framework
to quantify how income, the housing market and
credit all interact to affect consumption. The re-
search combines both aggregate and household-
level data — from the Household Budget Survey
(HBS)* — in order to identify the various effects.

Consumption and income

Figure 3 illustrates the close relationship between
consumption and income growth®. Using aggre-
gate data from 1980 to 2013, we estimate that a
10 per cent increase in income, leads to an increase
in total consumption of around 8 percent. Looking
at the household-level data, there is some evidence
to suggest that spending on durable goods is more
sensitive to changes in income than spending on
non-durables and services. This is an intuitive re-
sult when one considers that durables spending is
likely to include a larger discretionary element than
other types of spending.
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In addition to current income, the lifecycle model
suggests that expectations of future income will
also affect consumption decisions now. In the pa-
per, we consider several ways that such expecta-
tions might be captured in an empirical model, for
example: survey data on expectations, the dis-
counted value of outturn future income growth
(the ‘perfect foresight' approach), or using past
outturns of income growth. However, whilst in
isolation it is possible to show a strong positive
correlation between each of these measures and
consumption, when they are included in a model
which also includes house prices/housing wealth,
credit and unemployment, they have little incre-
mental effect. This does not imply that expec-

2This note focuses on domestic consumption expenditure. It excludes spending by non-resident households in Ireland, and
Irish households abroad, both of which declined by around one-fifth in 2009.
3Durables consist of: durable household goods, personal transport equipment and recreation/entertainment/education

equipment and accessories.

4The HBS micro is available in five-yearly waves. The paper uses the 1994/95, 1999/2000, 2004/05 and 2009/10 waves.
50ur research uses real disposable income, which is equal to gross household income minus taxes plus welfare transfers.



tations do not matter, but rather it is likely that
these effects are already captured in a range of
other variables, such as house price growth and
labour market developments.

Housing, credit and consumption

After income, housing and credit market develop-
ments have a signficant bearing on aggregate con-
sumption growth. This is particularly the case for
spending on durable goods, which we find to be
sensitive to changes in housing wealth, credit us-
age and housing market activity.

Housing wealth

At an aggregate level, changes in overall household
wealth are in large part driven by changes in hous-
ing wealth — which is itself driven by changes in
house prices and mortgage debt. We focus on net
housing wealth, that is, the value of the property
minus any outstanding secured debt. We find that
a 10 per cent increase in housing wealth leads to
around a 0.5 per cent increase in total consump-
tion.®

Similar housing wealth effects have been es-
timated for a number of countries; see, for ex-
ample, the cross-country evidence in Case et al.
(2005). In our paper, we show that the bulk of
the housing wealth effect is in terms of spending
on durable and, to a lesser extent, semi-durable
goods (12 per cent of consumption spending in
2013). We estimate separate consumption regres-
sions for durables and non-durables, controlling for
a range of household characteristics including in-
come, and find that a 10 per cent increase in hous-
ing wealth leads to a 3 per cent increase in spend-
ing on durables.

Given the large decline in the value of hous-
ing assets since 2007, a housing wealth effect of
this scale could account for the bulk of the drop
in durable goods spending in recent years. Figure
4 illustrates the relationship betwen durables and
semi-durables consumption and housing wealth.
The periods when the two series diverge can usu-
ally be attributed to government policy; for ex-
ample, changes in consumption taxes (1983), or
the introduction of incentive schemes such as car
scrappage (2010).
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Credit usage & consumption

We focus on 'direct’ credit effects, specifically, how
households' use of credit affects their consumption
patterns. At an aggregate level, there are other
credit-related effects, such as those highlighted in
McCarthy and McQuinn (2013), whereby changes
in credit standards affect house prices, and, there-
fore, consumption via the wealth effect.

In the lifecycle framework, credit markets
play an important role by allowing households to
smooth their consumption over time. We find that
households with more personal (i.e. non-mortgage)
loans spend more on durable goods in particu-
lar, which, given the higher initial outlay associ-
ated with such purchases, is perhaps unsurprising.
Specifically, we find that each additional loan is
associated with a 15 per cent increase in durables
spending, on average.

Turning to mortgage indebtedness, research by
Dynan (2012) and Lydon (2013) has highlighted
the extent to which excessive leverage or high lev-
els of indebtedness hold back consumption. We
find that households with negative equity spend
four per cent less on average. Ex ante, the effect of
leverage (mortgage debt-to-income ratio) on con-
sumption are less clear. It could have a negative
impact if more highly leveraged households divert
income from consumption to repay debt. Con-
versely, positive effects might arise when house-
holds opt to pay a lower deposit for a house pur-
chase or when they extract equity from their home
to finance consumption (see Lydon and O'Hanlon,
2012). Higher or lower leverage ratios may also

6We also find that changes in financial wealth impact on consumption. The estimated wealth effect for total consumption
is 0.065 (i.e. a 10 per cent increase in financial wealth increases consumption by 0.65 per cent).
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be a proxy for a household's propensity to save.
Overall, we find positive consumption effects, but
only at fairly high leverage ratios (greater than
3.5). Compared to previous results, such as the
estimated wealth effects, the leverage effects are
relatively small, with more highly leveraged house-
holds spending up to three per cent more on av-
erage, when compared to households with lower
leverage ratios.

Housing market activity

Housing market activity, which can be measured as
the number of housing transactions or the number
of new homeowners in the population, affects con-
sumption in two ways. Firstly, as shown in Lydon
and O'Leary (2013), at the end of each housing
transaction chain, there is an asset owner who re-
alises the full value of their equity, thereby releasing
potential funds for consumption.

The second channel, which is discussed in the
paper, is the house-purchase complementarity ef-
fect. The basic idea is that new homeowners are
likely to spend more on housing-related durable
goods, such as white goods, electrical equipment
and household furnishings. We find strong evi-
dence for this in the data, with new homeowners
(defined as those who have lived in their home for
less than one year) spending at least 30 per cent
more on average on durable goods.” Unsurpris-
ingly, the type of durable goods are more likely to
be housing-related, such as white goods and fur-
nishings — as opposed to, say, personal transport
goods (cars). There is no difference in this re-
sult between outright homeowners and those with
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In aggregate terms, these complementarity effects
are not insubstantial, particularly when one con-
siders the rise-and-fall in housing market activity
which accompanied the housing boom and bust
(Figure 5). Furthermore, as Figure 6 shows, new
home-ownership rates are strongly procyclical. The
proportion of new mortgage home-owners in the
population increased from 3 to 11 per cent between
1994 and 2004, before falling back to 6 per cent
in 2009/10. The proportion has, in all likelihood,
fallen further since then, given the persistance of
historically low levels of mortgage transactions over
the last four years.

Figure 6: % of New homeowners in the population
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Source: Clancy et al. (2014) using HBS data.

Conclusion

The sharp fall in consumption in 2008/09, and sub-
sequent stagnation through to end-2013 was driven
by a combination of a sharp declines in personal in-
comes, housing wealth and credit usage. Income
growth was the primary driver of the modest con-
sumption growth (1.3 per cent) observed in the
first half of 2014. In addition to income growth, we
would expect developments in the housing market
to eventually exert an influence on consumption,
as they did in the past. However, while trans-
actions remain at historic lows and house prices
well below peak, we believe there is limited scope
for substantial housing wealth or activity effects in
the short-run. How quickly activity return to more
‘normal’ levels depends on how quickly credit and
housing supply — of both new and existing houses
— respond to the well-documented underlying de-
mand for housing (see Morgenroth, 2014).

"Because we observe the ‘new’ homeowner at any time during the first year after moving in, a large part of the spend on
durable spending may actually go unobserved. We therefore view this 30 per cent figure as a lower bound.
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