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ABSTRACT/RESUME
Housing markets, wealth and the business cycle

The paper examines the linkages between housing markets and the business cycle in OECD countries,
focusing on how differences in the degree of resilience to economic shocks can be affected by the
structura characteristics of housing and mortgage markets. The paper focuses specifically on: the
transmission channel from housing wealth to consumption and on the factors behind house price
variability, which help to determine whether the housing sector plays a stabilising role or not. Estimates of
the marginal propensity to consume out of housing wealth are presented for ten OECD countries, where it
is found that the strongest impact on consumption is in countries that have large, efficient and responsive
mortgage markets. Particularly important in this regard is the degree of mortgage market “completeness’
-- i.e. the extent to which the market is able to offer a variety of products and to serve a broad range of
potential borrowers -- in particular, the extent to which they provide opportunities for housing equity
withdrawal. With regard to house price variability, the significant differences found among OECD
countries appear to be connected both to macro-economic factors (such as inflation variability) and to
structura ones. House prices seem to be subject to larger oscillations in countries where housing supply is
relatively inelastic (due, for example, to unnecessarily restrictive zoning regulations) and where a
favourable tax treastment of mortgage interest encourages the leveraging of housing equity. A tentative
conclusion is that structural policy settings that are desirable for the sake of efficient resource alocation
also tend to be conducive to greater macro-economic resilience to shocks.

JEL classification: D12, E21, E32
Keywords. Consumption, wealth, house prices, mortgage markets, business cycles

*kkk*k

Cette étude examine les liens entre les marchés immobiliers et le cycle économique dans les pays de
I”OCDE, se concentrant sur e rble des spécificités national es des marchés immobiliers et hypothécaires sur
I'inégale résilience face aux chocs économiques. Cette éude s'intéresse particuliérement au canal de
transmission de la richesse immobiliere ala consommation et aux facteurs expliquant la variabilité des prix
des logements ; ces deux aspects contribuent a déterminer si le secteur immobilier joue un réle stabilisateur
ou non. Des estimations de la propension marginale a consommer la richesse immobiliére sont présentées
pour dix pays de |’ OCDE. Ces estimations indiquent que les effets les plus important sur la consommation
apparaissent dans les pays ayant des marchés hypothécaires de grande taille, efficients et réactifs. Le
niveau de « complétude » du marché hypothécaire -- la mesure dans laquelle le marché peut offrir une
variété de produits et répondre a un large éventail d’ emprunteur potentiel -- est particuliérement important
acet égard, ains que la possibilité d offrir des prélévements adossés a un actif immobilier. S agissant de la
variabilité des prix des logements, les principales différences rencontrées dans les pays de I’OCDE
semblent reliées a la fois aux facteurs macroéconomiques (tel que la variabilité de I'inflation) et aux
facteurs structurels. Les prix de I’immobilier seraient soumis a des fluctuations erratiques dans le cas d’ une
offre de logements relativement inélastique face aux variations de prix (reflétant par exemple, des
réglementations de zonage inutilement restrictives) et dans le cas d'incitations fiscales trop avantageuses
encourageant les pré évements adossés a un actif immobilier. En guise de conclusion, il semble que les
politiques structurelles qui sont souhaitable afin d obtenir une allocation efficace des ressources seraient
auss conductrice d’ une plus grande résilience aux chacs.

Classification JEL : D12, E21, E32
Kmots-clés : Consommation, richesse, prix des logements, marchés hypothecaires, cycles économiques
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HOUSING MARKETS, WEALTH AND THE BUSINESSCYCLE!
Pietro Catte, Nathalie Girouard, Robert Price and Christophe André

I ntroduction

1 OECD economies have exhibited different degrees of resilience over the recent cyclical
downturn, in the sense that some were better than others at weathering and recovering from a set of
common shocks. In some measure, differences in resilience seem to be related to the performance of
housing markets. In particular, house price buoyancy in some countries appears to have boosted private
consumption and residential construction and thereby helped to offset weaknesses elsewhere. It appears
that institutional set-ups in housing and mortgage markets play an important role not just for overal
economic efficiency and real incomes but aso for the propagation of shocks. Hence, structures which
enhance longer-term economic performance may also lead to better short-term outcomes. Moreover, while
structura reforms should be undertaken primarily for longer-term efficiency reasons, they may also have
important implications for macroeconomic policy effectiveness. Thus, housing market institutions seem to
influence the speed and magnitude with which monetary policy responses to shocks are transmitted
through economies. This paper aims to shed light on some of these linkages.”

2. The paper starts with an examination of stylised facts, addressing questions such as: how closely
associated are house prices and output over the cycle? What role do mortgage debt and housing wealth
play in linking house prices to demand and activity? How do countries differ in this regard? It then
investigates how institutions affect the cyclical behaviour of house prices, and thus household demand, in
individual countries. In this process specia attention is paid to the characteristics of the mortgage market
which may facilitate or impede the influence of housing wealth on household expenditure. The anaysis
thus focuses on an important aspect of the transmission mechanism of monetary policy and the overall
responsiveness of the housing market to shocks. The paper concludes with an investigation of some of the
macroeconomic and structural policy factors behind house-price variability which may sometimes lead to
speculative housing market bubbles, with the aim of identifying the conditions in which the benefits of
housing market flexibility for macroeconomic resilience and stability are best achieved.

3. The structure of the paper is as follows. The following section presents a number of stylised facts
regarding the main interactions between housing markets and the business cycle and the subsequent
section focuses specifically on the impact of changes in housing wealth on consumption, presenting
econometric estimates for a number of OECD countries and identifying some key cross-country

1. Robert Price, Nathalie Girouard and Christophe André are members of the Genera Economic Analysis
Division and Pietro Catte is a member of the Money and Finance Division of the OECD Economics
Department. They are grateful to Jean-Philippe Cotis, Michael Feiner, Jorgen Elmeskov, Peter Jarret,
Sveinbjorn Bléndal and Paul van den Noord for the helpful comments and suggestions. They would like to
thank |sabelle Wanner and Catherine Lemoine for technical assistance and Anne Eggimann and Sarah
Kennedy for secretarial assistance.

2. Housing markets can also have important implications for economic resilience via their effect on labour
mobility. However, these aspects are not examined in this paper.
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differences. An attempt is then made to connect these differences with a variety of institutional and
regulatory characteristics of national housing and mortgage markets. In the final section the analysis is
extended to a discussion of the determinants of cross-country differences with regard to, respectively, the
impact of interest rates on house prices and the structural factors which affect house price variability, both
of which help to determine the extent to which the housing sector adds to economic resilience. The paper
ends with a brief discussion of the ingtitutional characteristics of mortgage and housing markets that are
most desirable for the sake of economic efficiency and macroeconomic resilience.

4.

5.

The main conclusions from this work are;

Real house price movements, which have often differed markedly across countries, tend to lag
cyclical peaks and troughs -- but in ways that differ not only across countries but also from one
cycle to another.®

Feed-through from house prices to activity occurs largely through wealth channels affecting
personal consumption. This may reflect in part a traditional wedth effect as envisaged in life-
cycle models, but probably also an impact via higher collateral values facilitating households
access to mortgage financing.

The behaviour of residential construction over the business cycle aso shows important
differences, with the volume response at turning points both stronger and more rapid in some
countriesthan in others.

Differences in ingtitutional features of housing and mortgage markets significantly influence the

interaction between housing and the business cycle:

Certain mortgage market characteristics, and in particular their degree of “completeness’,
strengthen the wedlth effect on consumption. Lower transaction costs and higher owner-
occupation rates may also assist this transmission process.

The effects of monetary policy on activity, as measured by the impact of policy-determined
interest rate changes on housing market interest rates and then to house prices and wealth, differ
considerably among OECD economies This may also be related to institutional factors, such as
the type of mortgage interest regime that predominates (particularly floating or fixed rate), the
costs of refinancing and the extent to which the mortgage market is flexible in its response to
changes in housing demand.

While economic resilience may be enhanced by removing mortgage market rigidities and
facilitating a stronger monetary policy response via housing wealth channels, partial and/or
ill-timed reforms can cause imbalances to emerge, in the form of housing price bubbles. More
generally, resilience is strengthened and potential instability reduced to the extent that distortions
are avoided (such as, for example, a non-neutral housing tax structure or unnecessarily restrictive
zoning regulations), that monetary policy is effective in controlling inflation, and that prudential
controls are in place to ensure the solidity of financia institutions faced with variations in house
prices.

Throughout this paper, references to real house prices indicate nominal house prices deflated using the
private consumption deflator.
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House prices, housing wealth and the cyclein OECD countries. some stylised facts
House price trends and variability differ

6. Based on an anaysis of the behaviour of rea house prices since 1970 in a group of 18 OECD
countries’ and of their correlations with key macroeconomic variables such as the output gap, private
consumption, residential investment, a number of stylised facts can be identified, consistent with the
empirical literature on the subject.

7. Since the mid-1990s residential property prices have recorded widely differing rates of increase
in real terms among OECD countries (Figure 1, panel A). In general, most of the countries that have
registered the most significant recent run-up in real house prices have also shown a marked longer-term
rising trend. Germany, Japan and Switzerland stand out as countries where real house prices have shown a
decline since the mid-1990s, and their level is now not far from where it was in 1970. Neither the cross-
country differencesin long-term price trends nor the recent accel eration in some countries can be attributed
to demographic factors. In most countries covered in Figure 1, average population growth since 1990 has
been little different or slower than in the previous ten years, the main exception being Ireland. Moreover,
invirtually all of them there was a strong decel eration in the growth of the population in the 25-34 year age
group, the one more likely to form new families and add to demand for housing, even though the effect of
this on housing demand was probably offset by the decline in average family size.®

8. Differences in average rates of real house price growth have been accompanied by marked
differences in their variability (Figure 1, panel B). The standard deviation of real house price changes over
the whole 1970-2002 period is particularly high in some of the countries that have experienced the largest
trend price increases (the Netherlands, Spain and the United Kingdom), suggesting that secular and
cyclical movements may have a common root. By contrast, price variability is much lower in Germany and
the United States, where, however, regiona house prices tend to show greater variation than the country
average.

House price responsesto the cycle and interest rates

9. In al countries, residential property markets tend to track the business cycle, with a tendency for
rea house price turning points to lag business cycle peaks and troughs (Figure 2). On many occasions in
the past, house prices continued to decline in real terms for a few years after output had picked up.
Conversdly, prices often continued rising during the early part of a cyclica downturn. However, the lags
between house prices and the business cycle have differed across countries (Table 1). Moreover, they have
differed from cycle to cycle. During the recent downturn, in several countries — notably the United States,
the United Kingdom, Australia, Ireland and Spain — house prices not only continued to rise, but actually
accelerated after the output turning point.®

4. The 18 OECD countries are those included in the Bank for International Settlements’ residential property
price database (see Figure 1). For New Zealand, however, data from Quotable Value New Zealand have
been used.

5. The only countries where house price movements appear to be strongly correlated with population growth

are Luxembourg and New Zealand, mainly reflecting changes in net migration. Across countries, however,
no correlation seems to exist between the size of the house price acceleration and the change in population
growth rates between the 1980s and the 1990s.

6. See OECD Economic Outlook, No. 74, page 20.
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Figure 1. Real house prices: average annual increase and variability

Per cent A : Average annual increasein real house price
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Figure 2. Real house pricesand the output gap
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Figure 2 (cont.) Real house pricesand the output gap

Real house prices, level relative to trend (right scale)
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Table 1. Intensity and timing of correlations between real house prices ———
and the business cycle

Timing of maximum correlation

Output gap

Output gap Output gap
contempor aneous Iagged Iagged
or lagged 1-2 years 3-4years
<1year y! y!
Intensity of correlation
Strong Denmark, Finland, Spain
Ireland, United Kingdom
Average Japan Canada, France, Sweden  Australia, Germany,
Switzerland
Weak New Zealand Norway, United States Belgium, Italy,
Netherlands

Note: Correlations are between de-trended real-house price levels and the output gap. They are calculated for the period
1970-2002, based on semi-annual data. Countries are ranked according to the value of the maximum correlations and
of the lags at which these are found. The intensity of correlation isindicated as strong if the maximum correlation
coefficient is above .65, average if between .50 and .65, weak if below .50.

Source: OECD.

10. Other evidence suggests that prices in residential property markets adjust to cyclical conditions
more gradually than equity markets.” While not all equity price peaks are followed by one in house prices,
the occurrence of an equity market boom significantly increases the probability that a house price surge
will occur and that, in general, house price peaks tend to follow magjor equity market peaks by at least one
year, and on average two years. Also, the cumulative house price decline following a peak is usually larger
the greater has been the preceding rise and the more significant the financial imbalances which have
accumulated during the boom.

11. The empirical literature aso finds that house prices -- and hence the correlations between house
prices and output -- are affected by interest rate changes, the behaviour of which has varied across cycles.?
House price downturns in response to output cycles tend to be delayed and the subsequent price decline to
be smaller when interest rates rise less than usual or decline after an equity market peak.’ Thisis consistent
with the findings of the more general literature on the transmission of monetary policy. However, the
statistical relationship between interest rates and house price movements differs widely in speed and
strength across countries.

7. See Borio and McGuire (2004) who analyse equity and house price cycles in a group of OECD countries
over the past 30 years.

8. In the study referred to above, Borio and McGuire (2004) find that interest rate movements can affect the
relationship between house prices and the business cycle..

9. See for example Sutton (2002) and Tsatsaronis and Zhu (2004).

10
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House price movements, investment and consumption

12. The lagged relationship between the cycle and house pricesis reflected in the fact that the volume
of residential investment has widely tended to turn around rather earlier than house prices in cyclica
upswings and downturns, the major euro-area economies and the Netherlands being the main exceptionsto
this pattern. At least in the United States and the United Kingdom, residentia investment seems to lead
output.’® Since, on the other hand, house prices tend to lag output in virtually all countries, as mentioned
above, this suggests that residentia investment cycles are not driven principaly by house prices, as a
simple Tobin-q investment model would predict. Empirical research suggests that interest rates affect
housing investment directly."* Perhaps related to this, the amplitude of housing investment cycles has
declined significantly since the mid-1980s in the United States, although not -- or not to the same extent --
in most other countries."? Indeed, the recent downturn seems to have been unusual in that, again with the
exception of continental European countries, housing investment as well as house prices remained buoyant
through the brief cyclica downswing and into the following recovery (Figure 3).

13. The channel by which house prices affect the shape of the cycle would seem to run primarily via
changes in the value of the household sector’ s housing wealth, which help determine consumer behaviour
and hence movements in household saving ratios. Changes in house prices are corrdlated with private
consumption in most countries -- on average for al countries over the entire period the correlation of
annua consumption growth with ssmultaneous changes in real house pricesis 0.58 -- but to widely varying
degrees (Figure 4).

Links between house prices, household wealth and consumption

14. To assess the strength of the link between house prices and consumption, this section presents
estimates of the marginal propensity to consume out of housing wealth for a number of OECD countries.
The results seem to confirm the existence of significant housing wealth effects on consumption in the
United States, United Kingdom, Canada, the Netherlands and Australia. By contrast, in France, Germany
and Italy the consumption response to changes in wealth remains limited.

Effects of house price increases on net wealth

15. The approach used here separates housing wealth from financial wealth as determinants of
consumption. A preliminary issue to be addressed, however, is whether house price increases do in fact add
to the household sector’s net wealth. Because households both own housing assets and consume the
housing services deriving from them, capital gain to the owner is partly or fully offset by the higher

10. See Aoki et al. (2002).
11 M cCarthy-Peach (2002).
12. As an explanation for the lower variability of housing investment, McCarthy and Peach (2002) cite the

regulatory changes in US mortgage markets, which have reduced the extent of credit rationing. Stock and
Watson (2002) also mention the lower variability of real interest rates.

11
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Figure4. Correlation of private consumption growth with real house price changes

Contemporaneous correlation coefficient

0.8

0.7

0.6

0.5

0.4

0.3

0.2

0.1

0.0

>
g S

itzerland  New Zealand
s Finland  United Kingdom  Average

Italy Germany Norway Spain Canada ustrali Ireland
Belgium France Denmark United States Japan Sweden Netherlan

[=%

Notes: Contemporaneous correlation coefficients are calculated from annual data, 1971 to 2002.
Source : Bank for International Settlements, Quotable Vaue New Zealand and OECD.

discounted value of future imputed rents when house prices rise.™® Unlike arise in equity prices, which can
reflect an increase in the economy’ s expected productive potential, and thus of future income, higher house
prices may simply reflect increased scarcity owing to higher demand, with no net change in either the
guantity or the quality of the services they can provide. In that case, there would be no change in national
wealth. Nevertheless, even if aggregate wealth is unchanged, house price increases usualy affect the
relative positions of specific groups of people — for example, of current home-owners vis-a-vis would-be
home buyers. These wealth transfers can have macro-economic effects if these categories propensities to
spend differ, as they would be expected to. Furthermore, a change in the réelative price of housing can
induce consumers to substitute towards non-housing expenditure.

16. These considerations suggest that there are valid theoretical reasons to consider housing assets
separately from other financia or productive assets. In particular, the marginal propensities to consume out
of financial and housing wealth could differ due to a number of factors, which however can work in
opposite directions.

13. The extent of the offset depends on the owners’ effective time horizon, that is, on whether they intend to
sell their housing assets during their lifetime or to pass it on to their offspring. If current wealth holders
fully internalize the welfare of future generations, so that their economic planning horizon is effectively
infinite, the expected cost of future imputed rents fully offsets the value of housing assets (a conclusion
that has some analogy with the Ricardian equival ence proposition on the effects of government debt).

13
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17.

As already mentioned, the effect of higher house prices on wealth is partly or fully offset by the
higher cost of present and future housing services consumed, unlike for financial assets. To the
extent that most variations in housing wealth reflect valuation changes rather than changes in the
housing stock, the propensity to consume out of housing wealth should be lower. The net effect
will depend, inter alia, on the share of owner-occupied housing, on the extent to which actual
rents in the rental sector move in line with house prices, and on the existence of behavioura
asymmetries among the various categories.

On the other hand, housing wealth can facilitate access to credit for liquidity-constrained
households, which may not have access to uncollateralized consumer credit or may find it
prohibitively expensive. Housing assets constitute the most important form of collateral available
to them, also because they are less concentrated among certain segments of the population than
financial assets. And households with lower overal weath are more likely to be liquidity-
constrained than wealthier households. Because of such distributional effects, a change in
aggregate housing wealth may have a stronger effect on consumption than an equivalent change
in financial wealth, if mortgage markets allow homeowners to borrow easily against housing

equity.™

House prices may be perceived as being less volatile than the prices of certain financial assets,
particularly equities. Therefore, households might be willing to modify their consumption more
rapidly following a change in house prices.™

The cost of realising capital gains on housing is potentially important, since one way in which
households can obtain liquidity out of higher house prices is by trading down to less expensive
housing. On the one hand, transaction costs are much higher on housing assets than on financial
assets; on the other hand, in a number of countries capital gains on housing (especidly if owner-
occupied) are exempt from taxation.

Finally, some of the factors mentioned above may interact with the age structure of the
population. For example, as the share of home equity in household net wealth tends to increase
with age, this may help offset the fact that older households have a large fraction of their wealth
inilliquid form (e.g. lifeinsurance and pension funds). *°

In summary, whether the marginal propensity to consume out of housing wealth should be higher

or lower than that out of financial wealth is ambiguous on theoretical grounds. The net effect of the above
mentioned factors needs to be assessed empirically. Moreover, al these factors can differ considerably
across countries according to institutional features and the economic and financial structure.

Modelling wealth effects on consumption

18.

The approach used in this study is based on the life cycle hypothesis, with consumption

depending on households' lifetime income and wealth. In the long run, trends in consumption are closely
related to trends in income and wealth. Consumption deviates from this long run equilibrium in the short
term but will tend to gradually revert to equilibrium over time. This process is modelled as an error

14.
15.
16.

See Di (2003), Drolet et al. (2002), Boone et al. (2002), Bundesbank (2003) and Flandrin (2004).
See Lettau and Ludvigson (2003).
See Venti and Wise (2001) and Mitchell and Piggott (2004).

14
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correction mechanism. The short run dynamic terms which can lead to deviations from the trends can
include lagged values of income and wealth, along with other factors such as interest rates, unemployment
and inflation as in the long term equation.

19. The specification used incorporates disaggregated wealth components as different categories of
wealth may affect consumption with different magnitude as discussed above. The consumption equation
can be written more formally as:

c=a + L(y) + a(nfwr) + y(nhwr) + d(unr) + ¢(irsr) + 6(inf) + ect

where cisreal consumption, y isreal labour income excluding property income to avoid the risk of double
counting return earned on financial assets, nfwr represents real net financial wealth defined as financial
assets minus financial liabilities other than mortgages, nhwr is real net housing wealth defined as housing
assets minus households mortgages®’, unr is the unemployment rate, irsr isthe real short term interest rate
and inf isthe inflation rate. For Italy and Germany, proxies for wealth data (real stock market capitalisation
and real house prices) were used due to limited wealth data availability. All variables are expressed in
logarithmic form. a isa constant and 8, c.and y are long term el asticities with respect to income, financial
wealth and housing wealth respectively. ect is the residual from the regression. The regressions are
estimated using the Stock and Watson procedure.*® The estimated short run relationship is as follow:

A(c) = rect(-1) + Zn: yiA(C)(-i) + Zn:viA(y)(—i) + Zn:AiA(nfvvr)(—i) + Zn:)liA(nhwr)(—i)
+ Zn:/(iA(unr)(—i) + Zn:,oiA(irsr)(—i) + Zn:UiA(inf )(=i)

where A represents first-order differences and ect(-1) is the error-correction term from the cointegrating
vector. Thisequation is estimated with OLS.

20. The results presented below appear to be robust to a number of possible changes in specification
that were tried. In particular, the main results would not be substantially different if the housing wealth
variable were defined in gross terms (i.e. without netting out residential mortgage debt) — in which case
mortgage debt is subtracted from net financial assets — or if variables were expressed in actua levels rather
than in logarithms. The specification in actua levels has the advantage that the estimated coefficients for vy,
nfwr and nhwr can be directly interpreted as marginal propensities to consume. By contrast, if these
variables are expressed in logarithms the coefficients are elasticities, which need to divided by the ratio of
the respective variable to consumption to recover the corresponding marginal propensity to consume. *
The specification presented above was retained because it provides the best econometric fit.

17. In Spain, gross housing wealth series was used due to a short sample of data for mortgage debt.

18. Stock and Watson (1993) suggest including leads and lags to address the endogeneity bias in OLS
estimates of cointegrating relationships.

19. To calculate the marginal propensities to consume presented in the text, the average values of these ratios
over the sample period were used.
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Differing strength of housing wealth effects

21. The results based on the life-cycle model suggest that a wealth channel operates in all countries,
with magnitudes similar to those found in previous research.”’ The long-run marginal propensities to
consume out of financial wealth are between 0.01 and 0.02 for France, Germany, Italy and Spain and vary
between 0.03 and 0.07 for Australia, Canada, Japan, the Netherlands, the United Kingdom and the United
States (Table 2) %*. The estimated long run marginal propensity to consume out of housing wealth isin the
range of between 0.05 and 0.08 for Australia, Canada, the Netherlands, the United Kingdom and the
United States while it is between 0.01 and 0.02 in Italy, Japan, and Spain and statistically insignificant in
France and Germany. In the former five countries, the housing wealth effect appears to be larger than the
financial wealth effect.

Table 2. Short-term and long-term impact of financial ——
and housing wealth on consumption

Estimated short-term and long-term marginal propensities to consume
out of financial and housing wealth

Short-term Long-term
Housing Financial Housing Financial
Australia 0.02 . 0.07 0.03
Canada 0.03 0.03 0.06 0.04
France . . . 0.02
Germany . 0.01 . 0.02
Italy . 0.01 0.01 0.01
Japan 0.01 . 0.01 0.07
Netherlands 0.02 . 0.08 0.06
Spain 0.01 . 0.02 0.02
United Kingdom 0.08 0.03 0.07 0.04
United States . 0.02 0.05 0.03
Source: OECD.
22. The dynamic specification exhibits significant error correction coefficients for all economies,

with the expected sign. The speed of adjustment of consumption to the desired level of consumption
appears to be relatively slow in general, though somewhat faster for Germany and Italy which are
estimated with the price proxies and for Spain which has ardatively short estimating period. The gradua
response speed in combination with the relatively small propensity to consumer out of wealth suggest that
relatively long-lived movements in income and wealth, such as those brought on by the stock market boom
in the late 1990s, can be expected to have a noticeable effect on consumption. The main exception is the

20. See for example Pichette and Tremblay (2003) for Canada, Case et al. (2001) and Benjamin et al. (2003)
for the United States, Deutsche Bundesbank (2003) for Germany, OECD (2003) for the United Kingdom,
Dvornak and Kohler (2003) for Australiaand Ludwig and Slok (2004) for a panel of seven countries.

21. The full estimation results are presented in Annex tables 1A and 1B.
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United Kingdom, where changes in housing wealth have a large short run impact effect on consumption
behaviour which “overshoots’ the long run effect.?

Therole of mortgage debt and housing equity withdrawal

23. The size of the long-run effect of housing wealth on consumption appears to be positively
correlated with indicators of mortgage market size, such as household mortgage debt ratios, suggesting that
the mortgage market is pivotal in trandating house price shocks into spending responses (Figure5,
panel A). Indeed, the size of the household sector’s residential mortgage debt shows large cross-country
differences, with ratios to GDP currently above 60 per cent in Denmark, the Netherlands and the United
Kingdom and below 25 per cent in France, Italy and Greece. These ratios have risen very substantially over
the past decade, particularly where house prices have risen most (Table 3).

Figure 5. Marginal propensitiesto consume out of housing wealth and mortgage market indicators

A : Mortgage debt ratios B : Housing equity withdrawal
MPC out of housing wealth MPC out of housing wealth
0.09 - 0.10 -
0.08 - Netherlands
) . 0.08 - Netheflands
0.07 - . ®United Kingdom
Australia
0.06 - Canada R2=0.534 United Kingdom
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0.05 - United States United States
0.04 - 0.04 -
0.03 -
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Italy, Japan
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0.00 - France,Germany
0.00 - Germany
001 I ! ! I ] -0.02 ¢ 1 I ]
0 20 40 60 80 100 -10 -5 0 5
Mortgage debt 2002 (in% of GDP) HEW average level 1990-2002 (in % of disposable income)

Note: MPC isfor margina propensity to consume; HEW isfor housing equity withdrawal.

Sources : European Mortgage Federation, United States Federal Reserve Board, Japan Statistics, United Kingdom Office for National Statistics,
Bank of Canada, Bank of France, Statistics Canada, Bank of the Netherlands, Bank of Spain, European Central Bank, Reserve Bank of
Austraiaand OECD.

24, The influence of the housing market on consumption -- as well as the rapidity of this response --
depends on the extent to which homeowners are able to borrow against housing wealth. Housing equity
withdrawal (HEW) is usually calculated by subtracting the household sector’s residential investment from
the net increment in their mortgage debt. This indicates the extent to which the household sector as awhole
is extracting liquidity from the housing market. It is more likely to be positive when households are able to

22. Econometric analysis by the UK Treasury and the Bank of England, as well as similar work published in
OECD (20044), confirms that changes in housing wealth have a relatively large short-run impact on
consumption behaviour which overshoots the longer-term effect.
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renegotiate existing mortgage loans or to contract second mortgages on the same property to take
advantage of an increase in housing wealth. Again, the size of housing equity withdrawal is closely
correlated with the impact of housing wealth on consumption (Figure 5, panel B), as well as with the level
of mortgage debt across countries.

Table 3. M ortgage and housing market indicators

Residential mortgage debt L oan-to-valueratios (%) Typical loan Share of owner-occupied housing (%)
in% of GDP term
1992 2002 typical maximum (years) 1980° 1990% 2002%

Augtralia 24.2 50.8 65 . 25 71 72 70
Austria . . 60 80 20-30 52 55 56
Belgium 19.9 27.9 83 100 20 59 67 71
Canada 42.7 43.1 75 . 25 62 63 66
Denmark 63.9 74.3 80 80 30 52 52 51
Finland 37.2 318 75 80 15-18 61 67 58
France 21.0 22.8 67 100 15 47 54 55
Germany 38.7 54.0 67 80 25-30 41 39 42
Greece 4.0 139 75 80 15 75 76 83
Irdland 20.5 36.5 66 90 20 76 79 7
Italy 6.3 114 55 80 15 59 68 80
Japan 25.3 36.8 80 . 25-30 60 61 60
Luxembourg 23.9° 175 . 80 20-25 60 64 70
Netherlands 40.0 78.8 90 115 30 42 45 53
New Zealand 32.6 56.2 . . . . 73 65
Norway 47.9 50.2 . 80 15-20 74 78 77
Portugal 12.8 49.3 83 90 15 52 67 64
Spain 11.9 323 70 100 15 73 78 85
Sweden 375 40.4 7 80 <30 58 56 61
United Kingdom 55.5 64.3 69 110 25 58 65 69
United States 45.3 58.0 78 . 30 65 64 68
a) Approximate dates.

b) 1994

Source: European Mortgage Federation, Mercer Oliver Wyman (2003), ECB (2003), Contact Group (2002), Noguchi and Poterba (1994) and Australian Bureau of Statistics,
Reserve Bank of Australia, Bank of Canada, Canada Mortgage and Housing Corporation, Japan Statistics Bureau, Bank of Japan, Statistics New Zealand, Reserve Bank
of New Zealand, UK Office for National Statistics, US Department of Housing and Urban Development, US Federal Reserve, US Mortgage Bankers Association.

25. The addition of a variable representing housing equity withdrawal in the consumption equation
permits the examination of this effect. The results support the hypothesis that rising HEW may have
increased the consumption level in Australia, Canada, the Netherlands, the United Kingdom and the United
States (Table 4).% In these countries the marginal propensity to consume out of housing equity withdrawal
(approximating a liquidity effect since this variable represents a cash flow) appears significant, and its
magnitude ranges between 0.20 for the Netherlands and the United States and 0.89 for the United

23. The full estimation results are presented in Annex tables 2A and 2B.
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Kingdom. By contrast, no effect